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Abstract
The ECB objective is set in terms of year on year growth rate of the Euro area HICP. 
Nonetheless, a good deal of attention is given to national data by market analysts when they 
try to anticipate monetary policy moves. In this paper we use the Generalized Dynamic Factor  
model to develop a set of core inflation indicators that, combining national data with area 
wide information, allow us to answer two related questions. The first is whether country 
specific data actually bear any relevance for the future path of area wide price growth, over 
and above that already contained in area wide data. The second is whether in order to track 
ECB monetary policy decisions it is useful to take into account national information and not 
only area wide statistics. In both cases our findings point to the conclusion that, once area 
wide information is properly taken into account, there is little to be gained from considering 
national idiosyncratic developments. 

Keywords: forecasting, dynamic factor model, inflation, Taylor rule, monetary policy 

JEL Classification: C25, E37, E52 
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Non-technical summary 

The ECB monetary policy objective of maintaining price stability in the euro area is 
defined in terms of the year on year rate of growth of the area wide Harmonized Index 
of Consumer Prices (HICP) over the medium run. Given the forward-looking nature 
of its objective, predicting inflation emerges as a crucial task both for the Central 
Bank, whose interest rates decisions respond to changes in expected price growth, and 
for analysts that want to track the ECB moves. 

An important issue that naturally arises in forecasting euro area inflation is how to 
deal with the availability of both aggregate and national information in an economic 
area where a centralized monetary policy coexists with a decentralized fiscal policy 
and segmented labour markets. In such a context looking at national data could in 
principle provide some additional information on future inflation, over and above that 
contained in area wide data. 

The aim of this paper is to assess the value added of national information to forecast 
euro area inflation and to track euro area interest rates. To gauge the predictive 
content of national variables we propose a set of core inflation indicators, computed 
using the Generalized Dynamic Factor Model, that combine both national and area 
wide data to predict inflation at different horizons. As a corollary to this approach, we 
also explore the issue recently raised in the related literature of whether “more data” 
in factor models is always “better”. To do so we report a careful analysis of different 
data-reduction methods and assess the gains in forecast accuracy arising from them.  

To assess whether national information is relevant for tracking monetary policy we 
proceed in two steps. 

First, we compare the forecasting performance of our core indicators with that of 
univariate models built with alternative predictors. In this context we also consider the 
potential gains of using national information as summarized by national core indexes 
or an area wide core measure estimated on a data set that does not include only area 
wide statistics.

Second, we check whether one can “track” ECB monetary policy decision using the 
euro core index and the output gap, in a simple Taylor rule framework, and test 
whether national information helps in rationalizing interest rates developments.  

The main results of our analysis can be summarized as follows.  

Core inflation indexes based on common factors estimated on large datasets 
have good forecasting properties both for national and area wide inflation 
rates. Consistently with the ECB monetary policy objective we define our 
inflation forecast target as the twelve month rate of change of the Harmonized 
Index of Consumer Prices. When compared with simple univariate models or 
with simple regression models that use variables routinely scrutinized by the 
ECB Governing Council in their Monetary and Economic assessment, our 
core inflation indexes almost always provide the best signals for future 
inflation at the horizons relevant for monetary policy. The prediction of euro 



6
ECB

Working Paper Series No 900

May 2008

area inflation does not improve when including national data in the 
information set. Furthermore the use of different selection criteria does not 
generally lead to more precise forecast than those obtained estimating the 
common factors on the full information set.  
The good forecasting performance of our core indicators allows us to consider 
them as natural candidates for analyzing interest rate behaviour in the euro 
area. We find that the core inflation index estimated on area wide data, 
together with a survey based output gap measure, contributes significantly to 
tracking short term interest rates movements. The use of national information, 
proxied by our national core inflation indexes, on the other hand, does not add 
any significant explanatory power to the baseline Taylor rule regression.
We conclude that the area wide core inflation index appropriately summarizes 
all the relevant information, both for forecasting medium term inflation 
developments and for tracking the ECB monetary policy. Conditioning on area 
wide data, the use of national information turns out to be irrelevant for both 
aims. 
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