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What does the paper suggest?

• Use a structural vector error correction model (VECM) with
Markov switching (MS) dynamics

• Produce euro area conditional inflation forecasts (projections)
in real time

• Use projections to cross-check the Eurosystem Staff inflation
projections

• Use model-based estimates to evaluate different monetary
scenarios
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Model

Markov switching vector error correction model

yt = νSt +
p∑

j=1

Aj,Styt−j + αStβYt−1 + εt, εt ∼ i.i.dN(0,Σ)

• Euro area aggregates:
M3 growth, HICP inflation, 3-month EURIBOR, 10-year
government bond yield, real GDP

• Cointegration relations:
Stationary real money growth, stationary interest rate spread

• Dynamic specification:
3 lags, state-dependent adjustment coefficients and dynamics

• Estimation sample:
1974 up to the most recent observed values for any data
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Real time data issues
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Real time data issues

• Data source:
Real time data on the EABCN website
Data are completed with data of the EAWM
Interest rates are linked, M3 and HICP are chained by growth
rates
HICP is seasonally adjusted in EViews
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Digression: Model-based estimates of missing data

Missing data in ỹt, implies a value for Ỹt.1)

The estimate has to take into account the value ȳt+1
2)

Re-write the model as

0T−p = ıT−p ⊗ ν + ΦyT + [IT−p ⊗ α] [IT−p ⊗ β] Y T−1,p + εT,p+1

where Φ has as typical element on the diagonal

Φ = [Ap · · ·A1 − IN ]

1) αβỸt = αβ (Yt−1 + ỹt)
2) ȳt+1 = Yt+1 − Ỹt = Yt+1 − Yt−1 − ỹt ≡ ∆2Yt+1 − ỹt
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After some manipulation:

π (ỹt|θ, y∗) = N(m, M)

and conditional on observed values ỹt,2 in ỹt

π (ỹt,1|ỹt,2, θ, y
∗) = N(m1,M1)
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Model-based estimates of missing data

Real money growth. +/- one standard deviation

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
−1

−0.5

0

0.5

1

1.5

2

2.5

3

3.5

4

 

 

Real-time conditional inflation forecast, Sylvia Kaufmann 8



Forecast setting

Use data vintage available as of May 1 and November 1 in the
years 2001 – 2006

Produce dynamic conditional forecasts keeping the 3-month
EURIBOR at current level, conditional on the last state

Forecast inflation changes for the current year and the next one or
two years

Cumulate the inflation changes to obtain HICP projections

Compute average yearly inflation
−→ consistency with Eurosystem staff projections published in the
June and December Monthly Bulletin
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Episode 2005-2006

Monthly Information Projection year ECB rates
Bulletin up to 2005 2006 2007 Date ∆
June 2005 20.5.2005 2.0∗ 1.5

(1.8 2.2) (0.9 2.1)
1.5.2005 1.4 1.2

(1.2 1.6)+ (0.4 1.9)
Dec. 2005 21.11.2005 2.2 2.1 2.0

(2.1 2.3) (1.6 2.6) (1.4 2.6)
1.11.2005 2.2 3.8 4.3

(2.19 2.25) (3.3 4.2) (3.3 5.3) 6 Dec. +25
June 2006 19.5.2006 2.2 2.3 2.2

(2.1 2.5) (1.6 2.8) 8 Mar. +25
1.5.2006 1.9 2.0

(1.7 2.1) (1.1 2.89) 15 Jun. +25
2.2 2.1
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Episode 2007-2008

Monthly Information Projection year ECB rates
Bulletin up to 2007 2008 2009 Date ∆

June 2007 11.5.2007 2.0∗ 2.0
(1.8 2.2) (1.4 2.6) 14 Mar. +25

1.5.2007 2.0 2.9
(1.8 2.2)+ (2.1 3.6) 13 Jun. +25

Dec. 2007 14.11.2007 2.1 2.5 1.8
(2.0 2.2) (2.0 3.0) (1.2 2.4)

1.11.2007 2.0 2.3 2.6
(1.91 1.98) (1.9 2.8) (1.6 3.5)

March 2008 14.2.2008 2.1 2.9 2.1
(2.6 3.2) (1.5 2.7)

1.3.2008 3.0 3.0
(2.7 3.2) (2.2 3.8)

3.3
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Comparison of projections

(a) First versus final release in pp

Forecast 2003 2004 2005 2006 2007 2008 Average StD

MB -0.6 -0.5 -0.6 -0.6 -0.1 -1.4 -0.63 0.17

MS-VECM +0.6 -0.2 -0.3 +0.5 +2.2 -1.2 +0.27 0.47

(b) June versus final release in pp

Forecast 2001 2002 2003 2004 2005 2006 2007 Average StD

MB 0 0 -0.1 0 -0.2 +0.1 -0.1 -0.04 0.04

MS-VECM -0.3 -0.1 +0.3 -0.5 -0.8 -0.3 -0.1 -0.26 0.14
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Data structure under different scenarios

Vintage 1.11.2005 Vintage 1.1.2006 Vintage 1.1.2006
Scenarios baseline int.rates included M3 growth included
Level as of Q3 Q4 Q3 Q4 Q3 Q4
R 3.27 3.32 3.27 3.42 3.27 3.42
r 2.13 2.2 2.13 2.34 2.13 2.34
∆m 2.80 * 2.79 * 2.79 1.26
∆p 0.80 * 0.76 * 0.76 *
yr(a) * * 1.44 * 1.44 *
(a) in logs
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Projections under different scenarios
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Conclusion
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