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Abstract

This Working Paper should not be reported as representing the views of the IMF.

The views expressed in this Working Paper are those of the author(s) and do not necessarily represent
those of the IMF or IMF policy. Working Papers describe research in progress by the author(s) and are
published to elicit comments and to further debate.

We use a mean-adjusted Bayesian VAR model as an out-of-sample forecasting tool to test
whether money growth Granger-causes inflation in the euro area. Based on data from 1970 to
2006 and forecasting horizons of up to 12 quarters, there is surprisingly strong evidence that
including money improves forecasting accuracy. The results are very robust with regard to
alternative treatments of priors and sample periods. That said, there is also reason not to
overemphasize the role of money. The predictive power of money growth for inflation is
substantially lower in more recent sample periods compared to the 1970s and 1980s. This
cautions against using money-based inflation models anchored in very long samples for
policy advice.

JEL Classification Numbers: E47, ES2, E58

Keywords: Bayesian VAR, Out-of-sample Forecasting, Granger Causality, Monetary
Aggregates, Inflation, Monetary Policy, European Central Bank.

Author’s E-Mail Address: helge.berger@fu-berlin.de

! Both authors thank the IMF for its hospitality. Osterholm gratefully acknowledges financial support
from Jan Wallander’s and Tom Hedelius’ Foundation. Katrin Assenmacher-Wesche, Martin Cihak,
Michael Ehrmann, Emil Stavrev, Henning Weber, as well as seminar participants at the IMF gave helpful
comments and suggestions. The views expressed in this paper are those of the authors and do not
necessarily represent those of the IMF or IMF policy.



0004272
Underline


Contents Page
I 1o oo [0 Tod o] o ISR
1. Related LItEratUre.......c.coiiieieiieie ettt st re e sne e e
1. Establishing Granger Casuality............ccccoiiveiieiiiiieiicie e
IV, EMPITICal RESUILS ..o et
A. Univariate and Bivariate MOGEIS.........ccoccvvveiiiiiiinieniceeee e
Y o (0] 1 - Lod = T 16
A TR o 4 T[0T o] - 18
Figure
O B L L - B TSP PSR PR PR OPRPPR
2. Difference in RMSE at Different Forecasting Horizon Between
Univariate and Bivariate MOGel ...........oooiiiiiiiiii e 10
3. Impulse Response Euro Area Pre-1988 (1970Q3-1988Q2) ......cccccvvvvrerrierierneninninns 11
4. Impulse Response Euro Area Post-1988 (1988Q3-12006Q4) ........ccovveverrerieereeneenne 12
5. Difference in RMSE at Different Forecasting Horizon Between Univariate
and Bivariate Model (Diffuse Priors)......c.cccovcveieiieneniieie e see e 13
6. Difference in RMSE at Different Forecasting Horizon Between
Univariate and Bivariate MOGel.........cccooiiiiiiiiiiceccece e 13
7. Difference in RMSE at Different Forecasting Horizon Between Univariate
and Bivariate Model (breakpoint 1993Q2) ........ccccurirerieneriereie e 14
8 Difference in RMSE at Different Forecasting Horizon Between Trivariate
and Fourvariate MOGEI ..........c.uuiiiiiii s 15
9. RMSE for all Models for the pre- and post-1988 Subsamples ..........cccccvvveviiinennn. 17

] =T (= (=SSR 19


0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline

0004272
Underline


