






monetary policy and inflation regimes experienced during the disinflation

period, the foreign output gap loses its explanatory power.

Thus, we conclude that the evidence from the euro area in support of

the global output gap hypothesis is limited. In particular, this evidence is

rather sensitive to the treatment of inflation to account for the disinflation

period and, as noted by Ihrig et al. (2007) for other economies, very much

dependent on the specification of the inflation model.

3.2 Predicting future inflation using foreign variables

So far we have considered the short-term effects of foreign output gaps

on domestic price developments in the euro area. Yet, the full impact of

global developments on euro area inflation may emerge only over time.

This section investigates whether changes in foreign cyclical conditions

contain statistically reliable information on future inflation in the euro

area.

The analysis is based on an econometric approach applied by Hamil-

ton and Kim (2002) to assess the usefulness of the yield spread to predict

future economic growth. The empirical exercise consists of regressing fu-

ture domestic inflation over different forecast horizons on a set of variables

comprising current and lagged values of domestic inflation together with

the measure of the foreign output gap yft under consideration:

πk
t = c +

nX

j=1

απjπ
1
t−j + γyft + εt (8)

where πk
t is the annualised cumulative rate of inflation over the next k

quarters in the euro area:

πk
t = (4/k) ∗ (pt+k − pt) (9)

Current and lagged developments in domestic prices are included in (8)

because past inflation has historically proven useful to predict its future

values. Following Hamilton and Kim (2002), n is set to 4. As in the

previous empirical exercise, we are interested in analysing the informa-

tion content of measures of foreign output gaps computed under the two
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alternative weighting schemes.

The results for the full sample period show that, regardless of the

weighting scheme used, the foreign output gaps fail to provide statis-

tically significant information on future price developments up to two

years (Table 4). However, the coefficient of the foreign output gaps is

statistically significant for inflation three years ahead and for inflation

four years ahead (though in the former case only at the 10% significance

level), suggesting that global capacity constraints exhibit some predictive

power in the medium term.

These results prove though not robust to changes in the sample period.

Indeed, when the estimation sample is shortened so as to start at the

end of 1985, the foreign output gap has no longer predictive power for

inflation three years ahead and it helps to predict inflation at the four

year horizon only when it is computed using trade weights.

Overall, the results of this analysis suggest that foreign capacity con-

straints have limited predictive power for future inflation in the euro

area.19 Foreign output gaps provide additional information - i.e. beyond

that contained in current and lagged inflation - on future price develop-

ments only at relatively long forecast horizons (between three and four

years ahead), but these results are rather sensitive to the choice of sample

period and weighting scheme.

4 Conclusions

There is increasing interest in understanding the channels through which

globalisation has influenced the inflation process in recent decades. The

reason for such interest has been clearly spelled out by the President of

the Federal Reserve Bank of Dallas and member of the Federal Open

Market Committee Richard Fisher (2005), :

“One cannot make monetary policy without being aware of

the forces of globalization acting upon our economy”.
19To the contrary, Ciccarelli and Mojon (2005) show that measures of global inflation have

reliable predictive power for future domestic inflation in a number of euro area countries.
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Some authors and policy-makers have recently suggested that one of

the main channels through which globalisation has affected the inflation

process is by increasing the sensitivity of domestic price developments

to foreign macroeconomic conditions, particularly capacity constraints

abroad (see e.g. BIS, 2005; Fisher, 2005; Helbling et al. 2006; and

Borio and Filardo, 2007). This proposition has been accompanied by the

recommendation that central banks aiming to maintain price stability

should pay close attention to developments in global rather than domestic

output gaps. Both the original proposition and the policy prescription

have been popularised by newspapers commanding wide international

circulation, such as The Economist and Business Week.

This paper has aimed to provide fresh empirical evidence on this hy-

pothesis for the euro area. In order to do so, we have estimated different

specifications of Phillips curves augmented by global output gaps and

also tested whether these variables have leading indicator properties for

domestic inflation. We find very limited evidence that measures of global

capacity constraints have either explanatory or predictive power for do-

mestic consumer price inflation in the euro area.

The key policy implication of our findings is that, while central bankers

should certainly be alert to global monetary, financial and real develop-

ments and their implications for price stability at home, the prescription

by the “global output gap hypothesis” that they should specifically react

to developments in global output gaps does not seem to be justified.
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Table 1: Shares of variance of consumer price inflation measures explained by
alternative measures of external output gaps

Inflation measure Headline Detrended
79:1-03:4 85:4-03:4 79:1-03:4 85:4-03:4

Foreign output gap
Trade weights 0.00 0.00 0.00 0.01
PPP weights 0.00 0.01 0.00 0.00

Domestic output gap 0.03 0.13 0.07 0.12

Notes: Detrended inflation is computed by running the Hodrick-Prescott fi lter on annualised

quarterly consumer price inflation.

20



Table 2: Estimates of selected parameters of backward-looking Phillips curves
(as in Rudebusch and Svensson, 1999, 2002) augmented by foreign output gaps

Foreign output gap measure
Trade weights PPP weights

Dependent variable β γ R2adj β γ R2adj

(A) Headline inflation 0.05 0.12 0.90 0.08 0.09 0.90
(0.09) (0.12) (0.09) (0.12)

(B) Detrended inflation 0.13 0.03 0.16 0.14 0.01 0.16
(0.09) (0.09) (0.09) (0.10)

(C) Inflation adjusted for 0.10 0.19* 0.44 0.14 0.20** 0.48
mean breaks (0.11) (0.11) (0.11) (0.10)

Notes: ***, ** and * denote statistically significant at the 1%, 5% and 10% critical levels,

respectively. Equations estimated with OLS using the Newey-West covariance estimator (with

truncation lag set to 3) over the sample period 1979.1 to 2003.3. Detrended inflation is computed

by running the Hodrick-Prescott fi lter on annualised quarterly consumer price inflation. Inflation

adjusted for mean breaks is based on the estimated break by Corvoisier and Mojon (2005).
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Table 3: Estimates of selected parameters of Phillips curves as in Gerlach and
Svensson (2003) augmented by foreign output gaps

Foreign output gap
Trade weights PPP weights

β 0.31** 0.29**
(0.15) (0.14)

γ -0.11 -0.11
(0.09) (0.09)

λ 0.96*** 0.96***
(0.01) (0.01)

π̂t0 − π̂b
t0 0.06*** 0.06***

(0.01) (0.01)

απ 0.46*** 0.45***
(0.15) (0.15)

R2adj 0.82 0.82

Notes: ***, ** and * denote statistically significant at the 1%, 5% and 10% critical levels,

respectively. Equations are estimated with NLS using the Newey-West covariance estimator (with

truncation lag set to 3) over the sample period 1981.2 to 2003.3.
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Table 4: Testing the information content of foreign output gap for future con-
sumer price inflation

k= 1 2 3 4 8 12 16

(A) Sample 1979:1 - 2003:4-k

Trade weights γ 0.14 0.12 0.14 0.18 0.19 0.26* 0.39***
R2adj 0.90 0.93 0.93 0.92 0.88 0.83 0.80

PPP weights γ 0.10 0.09 0.11 0.13 0.16 0.24* 0.35***
R2adj 0.90 0.92 0.93 0.92 0.88 0.83 0.80

(B) Sample 1985:4 - 2003:4-k

Trade weights γ 0.14 0.14 0.16 0.19 0.21 0.24 0.35**
R2adj 0.52 0.64 0.67 0.63 0.55 0.40 0.31

PPP weights γ 0.05 0.06 0.08 0.10 0.16 0.19 0.27
R2adj 0.52 0.64 0.66 0.62 0.54 0.38 0.28

Notes: ***, ** and * denote statistically significant at the 1%, 5% and 10% critical levels,

respectively. Equations corresponding to column k are estimated with OLS using the Newey-West

covariance estimator (with truncation lag set to 3).
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Figure 1. Euro area domestic and foreign output gaps (as a percentage of potential 

output) 
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Note: The output gaps are percentage deviations of real GDP from their potential levels, as estimated 
using the Hodrick-Prescott filter. 
 
 



Figure 2. Inflation measures (percentage points) 
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Notes: Detrended inflation is computed by running the Hodrick-Prescott filter on annualised quarterly 
headline consumer price inflation.  
 
 




