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Abstract 

Central banks globally are concerned over stagnant or declining consumer prices, with the Japanese economy of the 
1990’s and 2000’s serving as a warning to the havoc deflation can cause. As such, G7 central banks are in a self-
perpetuating cycle of accommodative monetary policy, with severe consequences for banks that alter course.  

As the Federal Reserve’s quantitative easing program ended, financial markets are fixated on how U.S. interest rates 
will react in the coming months and years. The authors present an inflation model estimated across the G7 countries 
that provides insight into the Federal Reserve’s plans to increase short-term rates and the subsequent impact on long 
term interest rates over the foreseeable future.  

This study develops a time-series/cross-section model to explain the rate of inflation across G7 economies as a function 
of significant economic variables. The nominal exchange rate, savings rate, debt-to-GDP ratio, current account balance, 
and GDP growth rate all have statistically significant coefficients to explain inflation, reflecting their impact on con-
sumer prices. The model demonstrates the risks associated with the U.S. Federal Reserve tightening monetary policy 
while other advanced central banks do not follow suit and the ECB implements a €60 billion per month stimulus plan. 
For 2013 the model predicted U.S. inflation would be 1.6 percent, which compares favorably with the actual U.S. infla-
tion rate of 1.5 percent. 
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Introduction 

As the U.S. economy exits an extraordinarily ac-
commodative monetary environment, including a 
historically low Federal Funds target rate and pur-
chases of long-term treasuries and asset-backed 
securities, the question is what is next? Predictions 
by economists and financial analysts vary. The Fed-
eral Reserve’s Fed funds rate target has ranged be-
tween 0 and 0.25% for a considerable period of time 
through the end of the asset purchase program (U.S. 
Board of Governors of the Federal Reserve, 2014c, 
page 23). 

The Federal Reserve’s accommodative monetary 
policy since the financial crisis has succeeded in 
stabilizing the U.S. economy, keeping inflation at 
an acceptable level, and increasing the level of cre-
dit available for businesses and individuals. Other 
G7 countries have followed the United States’ strat-
egy. For Japan, Prime Minister Abe’s government 
instituted a “three arrows” program – fiscal stimu-
lus, monetary easing, and economic reform, and 
then proposed another stimulus program following 
his December reelection. The Bank of England is 
maintaining the bank rate at 0.5 percent and keeping 
the stock of purchased assets financed by the is-
suance of central bank reserves at £375 billion. The 
European Central Bank instituted negative interest 
rates for its deposit facility, reduced the interest rate 
for main refinancing operations to near zero, began 
purchasing asset-backed securities and covered 
bonds, and now has begun a €60 billion per month 
stimulus plan (European Central Bank, 2015). 

                                                      
 Gregory T. Polgar, David A. Walker, 2015. 

A key driver for central banks in G7 countries has 
been to increase their respective jurisdiction’s infla-
tion rates to a moderate level – with 2 percent the 
predominate target. The G7 monetary policies are a 
zero-sum game. Maintaining more accommodative 
monetary policy in the United States than in Europe 
has, until very recently, had the effect of reducing 
the value of the dollar against the Euro and having 
the Euro Zone inflation rate trickle ever closer to a 
disinflation, or even deflationary, level. With eco-
nomic indicators deteriorating, the ECB was forced 
to act aggressively with the monetary stimulus plan 
mentioned above – and the Euro has weakened ac-
cordingly. Japan has arguably employed the most 
aggressive monetary policy recently, when measur-
ing asset purchases as a percent of GDP, has re-
duced the Yen to its lowest level in six years against 
the dollar, and increased annual core inflation above 
1 percent.  

Central Banks are in a self-perpetuating cycle, or in 
many ways a competition to have the most accom-
modative monetary policy. Financial markets have 
recently demonstrated what happens when there are 
expectations of one central bank tightening when 
others are not. The U.S. Dollar rose approximately 
17.8 percent against the Yen and 13.2 percent 
against the Euro during the final two quarters of 
2014 on expectations of tightening alone. With in-
flation remaining below its target level, the Fed will 
be apprehensive to raise rates quickly. 

This study focuses on inflation and uses it to dem-
onstrate that the Federal Reserve will be hesitant to 
raise U.S. short-term interest rates, and even if they 
do, it is unlikely to increase long-term interest rates 
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over the next 36 months, or even longer. Given that 
inflation is a primary driver for central bank policy, 
it is important to determine what drives inflation in 
a G7 country. Polgar and Walker (2014) explain the 
Japanese rate of inflation as a function of important 
economic variables and simulate Prime Minister 
Abe’s “three arrows” economic policies, recom-
mending significant depreciation of the yen-dollar 
exchange rate, an aggressive fiscal policy, and con-
tinued monetary easing to support the Bank of Ja-
pan target to reach 2 percent inflation. 

This study develops an inflation model for the G7 
countries and a lengthy annual time-series (1990- 
2012). The model recognizes the particular roles of 
a country’s currency strength, international trade 
balances, debt, savings rate, and economic growth. 
Other variables are tested including foreign direct 
investment inflows, short- and long-term govern-
ment bond yields, yield curve shape, changes in the 
labor force and unemployment, and money supply 
growth.  

The cross-section/time-series analysis exhibits a 
positive correlation between the inflation rate and 
both a country’s savings rate and its debt-to-GDP 
ratio. There is a negative correlation between infla-
tion and a country’s current account balance and 
nominal exchange rate with the U.S. Dollar. The 
coefficient of economic growth is statistically sig-
nificant for the G7 countries. GDP Growth is nega-
tively correlated with inflation, which is explained 
from a theoretical perspective below. 

The paper is structured as follows: Section 1 
presents the determinants of inflation. Section 2 
gives the data. While section 3 proposes inflation 
models. Conclusions from the model and conse-
quences for U.S. monetary policy and U.S. interest 
rates, follow in final section. 

1. Determinants of inflation 

Gordon (2013, page 289) explained that sustained 
inflation requires a continuous increase in aggregate 
demand. He notes that inflation expectations and 
unexpected demand or supply shocks can influence 
the inflation rate. Krugman emphasizes three factors 
that impact a country’s prices – excess demand for 
output and labor, inflationary expectations, and raw 
materials prices (Krugman and Obstfeld, 2009). 

This study tests impacts of important economic va-
riables on inflation across the G7 countries. There is a 
wealth of sophisticated literature that analyzes the 
effectiveness of monetary policy when interest rates 
and/or inflation are low and what many authors con-
sider to be a liquidity trap. Among the major studies 
are ones by Bernanke and Reinhart (2004), Eggertsson 
(2010), Ito and Miskin (2006), Iwamura, Kudo, and 

Watanabe (2006), and Reifschneider and Williams 
(2000). 

1.1. Inflation and potential impacts on inflation. 
Inflation for the G7 countries is calculated as year-
on-year changes of end of period consumer prices, 
using data from the IMF’s World Economic Out-
look Database. Inflation rates are generally calcu-
lated in individual countries by constructing con-
sumer price indices containing varying categories of 
goods and services produced and sold in the econ-
omy, and then tracking changes in the average pric-
es of those categories. Various countries allocate 
different weights to the categories. 

Expected inflation is included implicitly in the 
model since each potential impact on inflation is 
somewhat a function of expected inflation. Moreo-
ver, the potential explanatory variables are histori-
cal. Across the heterogeneous G7 countries, there 
would be high variation in the measurement and 
interpretation of expected inflation. To some extent 
expected inflation is dealt with in the error analysis 
in Table 3 in Appendix. 

Current account balance: a larger current account 
surplus, which could indicate higher exports, could 
encourage price increases, higher wage demands, 
and inflation. A decreasing trade balance could 
indicate increasing domestic demand for goods, 
which can increase wage pressure and subsequently 
encourage inflation. 

Debt/GDP ratio: a high debt-to-GDP ratio reduces 
resources available to the private sector, and crowds 
out private sector investment. With a high debt ra-
tio, a government will face pressure to reduce ex-
penditures to assuage bond investors’ concerns. 
This reduces government demand for goods, mak-
ing the labor market more reliant on the private 
sector. Alternatively, a higher debt-to-GDP ratio 
could indicate new fiscal stimulus, which can lead 
to greater aggregate demand, especially if there is 
slack in demand left by the private sector. 

Savings rate: consumers who accumulate aggre-
gate savings may be more likely to purchase expen-
sive homes and luxury goods at inflated prices. As 
an alternative, more savings could reduce inflation 
in anticipation of higher taxes and weaker demand 
(lower consumption), which discourage price in-
creases.  

Nominal exchange rate vs. U.S. dollar: the value 
of a country’s currency may have a significant im-
pact on the global competitiveness of its exports and 
manufacturing sector. A weaker currency could lead 
to more domestic manufacturing jobs, which in-
creases wage pressure and inflation.  
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Money supply (M2): the quantity theory of money 
dictates a positive correlation between a country’s 
money supply and its inflation rate. The essence 
behind the monetary policy of many central banks 
that are continuing to grapple with slow growth fol-
lowing the global financial crisis is to reduce short-
term interest rates to near zero and, in some cases, 
increase the money supply by purchasing long-term 
treasury securities and other assets, commonly re-
ferred to as “quantitative easing”. While countries are 
still exiting the financial crisis, quantitative easing has 
not led to inflation, but central banks are vigilant about 
the likelihood of increasing prices.  

3-Month treasury bill and 10-year government 
bond: these rates represent a country’s short- and 
long-term borrowing costs. Bond yields typically 
maintain a positive correlation with inflation. As bond 
yields increase, investors transition away from safe 
assets towards more risky asset classes, which is a sign 
of an expanding economy. 

Yield curve: 10-year government bond rate minus 
3-month treasury bill rate: this difference between 
long and short rates represents the shape of the yield 
curve. A negative value is often interpreted to suggest 
a recession approximately 12 months into the future. 

FDI Inflows as a percentage of GDP: an increase in 
Foreign Direct Investment (FDI) inflows can indicate 
an advantageous economic environment. As investors 
put money into the economy, prices of varying asset 
classes may rise and make it easier for businesses to 
obtain credit to expand. Over time, rising asset prices 
and available credit could lead to increasing wages, 
increased spending from strong consumer confidence, 
and rising prices. 

Labor force: changes in the total labor force can im-
pact competition for jobs, which influences wages and 
consumer prices. A declining labor force can indicate 
an aging population, which is more reliant on social 
welfare programs. This can lead to inefficiencies in 
how resources are allocated in a country, leading to a 
drop in productivity, wages, and prices. 

Unemployment rate: wages are a driver of aggre-
gate demand and a country’s inflation rate. A low 
unemployment rate can indicate excess demand for 
labor, which could increase wages and thus inflation. 

GDP growth rate: traditional economic theory 
suggests a positive correlation between GDP 
Growth and inflation. Growth leads to more jobs 
and higher wages, which in turn will lead to infla-
tion. But alternatively, there can be a negative cor-
relation between GDP growth and inflation. Gor-
don discusses that the rate of inflation can accele-
rate or decelerate due to shifts in aggregate demand 
or aggregate supply (Gordon, page 289). A shift in 
aggregate supply, or a supply shock, would consti-

tute a change in an important commodity, such as 
an unexpected rise in the price of oil. Gordon 
attributes the low cost of energy, a drop in the price 
of computers, and a reduction in imports prices to 
low inflation in the U.S. during rapid economic 
expansion in the late 1990’s (Gordon, page 326). 

2. Data 

Annual data from the IMF’s International Financial 
Statistics, the World Bank Global Financial Data-
base, and country central banks are employed to 
develop models for 1990-2012 for inflation (I), as a 
function of the current trade balance (CURR), the 
ratio of debt-to-GDP (DEBTR), the nominal ex-
change rate against the U.S. dollar (EXR), the sav-
ings rate (SAVR), and the GDP growth rate 
(GDPG). The definitions and characteristics of the 
variables are provided in Table 1.  

Annual rather than quarterly data are employed to 
avoid quarterly seasonality across the G7 countries. 
Binary variables representing countries’ distinct 
seasons would exhaust many degrees of freedom. 
1990 is selected as the initial year for the empirical 
models since German reunification began in 1989, 
the USSR dissolved in 1991, much of Eastern and 
Central Europe began their transitions to market-
based economies in the early 1990s, and the Japa-
nese economy entered its first lost decade in 1991. 
This study demonstrates the variables that impact 
inflation in the current economic environment. 

3. Inflation models 

Estimation: the cross-section/time-series model for 
the G7 countries (j = 1,…,7) across the 23 years (t = 
1990,…, 2012) can be expressed as: 

Ijt  = f (Xjt) + ejt,                                                                                     (1) 

where Xjt is a vector of independent variables and ejt  

are the error terms that explain inflation, Ijt. Pooling 
is ideally suited for this analysis because neither 
seven countries nor 23 annual observations would 
be sufficient for a sophisticated analysis without 
mixing them (Dielman, 1989).  

Primary models. The null hypothesis is that infla-
tion (I) for the G7 countries across 23 years can be 
explained as a function of a small number of va-
riables. The hypothesized independent variables are 
presented in Table 1; models 100 and 101 trace the 
development of the primary model – model 102. 
model 100: Savings Rate (SAVR), Nominal Ex-
change Rate (EXR) model 101: GDP Growth Rate 
(GDPG), Savings Rate (SAVR), Nominal Exchange 
Rate (EXR) model 102: GDP Growth Rate 
(GDPG), Savings Rate (SAVR), Nominal Exchange 
Rate (EXR), Current Account Balance (CURR), 
Debt-to-GDP Ratio (DEBTR).  
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Model 100 explains inflation on the basis of one do-
mestic and one international rate: the domestic savings 
rate and the international exchange rate; each coeffi-
cient is statistically significant at the five percent level. 
Model 101 includes the GDP growth rate in addition 
to the first two rates; the coefficient of GDP growth is 
statistically significant with a  
t-statistic of -2.53, R-squared of 75.4 percent, and 
Durbin-Watson statistic of 1.53.  

Model 102 builds on the previous two models plus the 
explanatory capacity of debt-to-GDP and the current 
account balance. All of the variables in model 102 
have statistically significant coefficients at the 0.10 
level or better. In model 102, 76 percent of the varia-
tion in inflation is explained by five variables. The F-
statistic is (12.41), and much of the autocorrelation is 
removed (Durbin-Watson statistic = 1.60, which is 
inconclusive for positive autocorrelation). 

Model 102 projects greater inflation with (1) a higher 
rate of savings, as a precursor to expected higher tax-
es, (2) a larger fiscal debt ratio and (3) a depreciating 
currency relative to the dollar. With elastic demand, 
prices rise more rapidly than aggregate consumer and 
business demand may decline, resulting in inflation. A 
negative current trade balance (with greater resource 
imports) encourages inflation. Increasing GDP growth 
could occur at the expense of wages for unskilled 
workers – who are replaced by technological advances 
or off shore of jobs – keeping inflation depressed in a 
developed economy. The significant, positive coeffi-
cient of the nominal exchange rate suggests that as a 
country’s currency depreciates, its exports are more 
competitive, increasing employment and wages.  

Tests of alternative issues. Model 102 is an effective 
basis to test other potential factors that may explain 
aspects of G7 country inflation. Models 103-109 pro-
vide tests for coefficients of seven additional potential 
determinants of inflation. These variables were tested 
since well-established theories of inflation might in-
clude unemployment and changes in the labor force, 
the growth of the money supply, yields on government 
securities, and foreign direct investment.  

model 103: Foreign direct investment inflows as a 
percent of GDP. 
model 104: Changes in the labor force. 
model 105: Growth in the money supply. 
model 106: Unemployment rate. 
model 107: Yields on 10-year government bonds.  
model 108: Yields on 3-month treasury bills. 
model 109: Yield curve shape (10-year Bond Yield 
minus 3-month T-Bill Yield). 

The results for these seven tests can be summarized 
very simply. None of the factors delineated in models 
103-109 has a statistically significant coefficient at 
any meaningful level or a significant impact on infla- 
 

tion across the G7 countries without reducing the im-
portance of other variables. Some of the excluded 
variables that would represent other established theo-
ries are highly correlated with included variables. For 
example, the growth of the money supply for Germa-
ny and the exchange rate for Germany have a correla-
tion coefficient of 0.54 and the growth of the money 
supply for UK and the savings ratio for the UK have a 
correlation coefficient of 0.55.  

The coefficients for foreign direct investment inflows, 
money supply growth, and the unemployment rate 
each have a t-statistic below 1.0. The coefficient for 
the change in the size of the labor force has a t-statistic 
of 1.41, indicating that increasing the number of 
workers can have a weak, positive impact on inflation. 
The coefficients for both the 10-year Treasury bond 
yield (t-statistic of 4.09) and 3-month T-bill (t-statistic 
of 1.98) are individually statistically significant; how-
ever, each variable appears to be correlated with the 
nominal exchange rate, resulting in an insignificant 
coefficient for the nominal exchange rate. Long ago 
Fisher showed the interaction between interest rates 
and inflation and over the past couple years central 
banks in emerging market nations – such as India and 
Turkey – have increased interest rates to help maintain 
the value of their currencies, again demonstrating the 
relationship (Candemir and Parkinson, 2014). 

The results are fairly robust. The means and medians 
for inflation are quite similar for all of G7 countries. 
For all but Japan, the standard deviation of inflation is 
well below the mean. The standard deviations of the 
explanatory variables for Japan are approximately 
one-third of the means, except for GDP growth, which 
reflects the lost decade. To some extent, the error 
analysis below also reflects on the robustness of the 
results. 

Error analysis. Across the 161 observations for years 
and countries, ejt = Ijt   f (Xjt) is assumed to satisfy 
the usual least squares assumption with a zero mean; 
E (ejt ) = 0 so that expected inflation Ijt* = f (Xjt). For 
country k (k = 1,…, 7), however, the assumption that 
E (ekt ) = 0 needs to be explored.  

Figure 3 provides inflation (Ikt), expected inflation 
(Ikt*), errors (ekt), and errors as a percentage of infla-
tion (100ekt/Ikt). The estimated mean error, E (e) = 
  0.0027, across the 23 years and seven countries, is 
well below the mean error attributed to any single 
country. Germany has the smallest mean error of 0.05. 
Virtually the same result is observed for the percen-
tage error/Inflation ratio. This reflects the power of the 
cross-section/time-series analysis in developing model 
102. The assumption that: 

E (ejt) ≈ 0 appears to be satisfied for j = 1,…, 7 and t 
= 1990,…, 2012.  
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Conclusions 

The inflation model developed in this study provides 
insight into why U.S. economic policy has remained 
accommodative and why long-term U.S. interest rates 
are not likely to rise very much, even if short-term 
rates are increased by the Federal Reserve as currently 
predicted. With 2013 data for the explanatory va-
riables in the model, U.S. inflation would have been 
predicted to be 1.6 percent, which compares favorably 
with the actual U.S. 2013 inflation rate of 1.5 percent 
measured by the consumer price index and the core 
inflation rate of 1.7 percent (US Bureau of Labor Sta-
tistics, 2014). These rates did not cause the Federal 
Reserve to change interest rate policies substantially. 

Expansionary monetary policy is needed to prevent 
the U.S. dollar from rising too quickly, which should 
reduce the level of inflation well below the target lev-
el. The importance of accommodative U.S. monetary 
policy is exacerbated by continued discourse in the 
U.S. Congress for tighter fiscal policy, meaning the 
country will not receive the fiscal stimulus needed to 
jolt consumer prices. Further, reductions in commodi-
ty and oil prices are suppressing energy prices while 
increases in U.S. oil production have reduced imports 
and the current account deficit – and with it inflatio-
nary pressure. 

An ancillary reason for continued low long-term U.S. 
interest rates is that yields in the U.S. are above those 

of many industrialized countries, including those 
deemed not as credit-worthy, such as Spain. As such, 
investors looking to purchase safe assets, and more 
specifically government bonds, will likely purchase 
U.S. treasuries before those of other nations. This 
result is seen in U.S. bond price increases despite im-
proving economic indicators and financial market 
expectations for monetary tightening. If the Federal 
Reserve did raise short-term interest rates, the result 
would be a flattening of the yield curve, as long-term 
yields will remain depressed despite short-term yields 
rising. 

The Federal Reserve is in a tight bind, one it most 
certainly recognizes. U.S. employment figures are 
improving, with the unemployment rate dropping to 
5.8 percent in December 2014, and non-farms payroll 
figures consistently above 200,000 new jobs per 
month. Traditionally, the employment market indica-
tors would probably lead the Federal Reserve to tigh-
ten policy. But real wages have remained low, sup-
pressing consumer demand. And most importantly, 
with other major central banks undergoing loose ac-
commodative policy, a hawkish Federal Reserve will 
drive up the value of the U.S. Dollar to levels that will 
drop inflation and derail a somewhat fragile economic 
recovery. As such, expect minimal action from the 
Federal Reserve with short-term interest rates, and no 
rise in long-term interest rates over the medium-term. 
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Table 1. Characteristics of data and variable definitions 

Canada characteristics of data 

 Mean Median Standart deviation Maximum Minimum 

Inflation rate 2.08 2.05 1.13 4.92 0.04 

Debt to GDP ratio 84.16 82.66 10.54 101.72 66.52 

Nominal exchange 
rate 1.27 1.27 0.19 1.59 0.99 

Savings ratio 20.26 20.93 3.50 25.13 12.94 

Current account 
balance -0.81 -0.86 2.27 2.51 -3.79 

GDP growth rate 2.28 2.53 1.97 5.21 -2.71 

France characteristics of data 
Inflation rate 1.87 1.77 0.69 3.21 0.27 

Debt to GDP ratio 60.88 59.40 14.42 90.23 35.21 

Nominal exchange 
rate 2.63 1.00 2.30 5.99 0.68 

Savings ratio 19.57 19.52 1.32 21.96 17.52 

Current account 
balance 0.25 0.47 1.50 3.15 -2.19 

GDP growth rate 1.55 1.84 1.50 3.68 -3.15 

Germany characteristics of data 
Inflation rate 1.97 1.85 1.01 4.22 0.22 

Debt to GDP ratio 61.32 60.75 12.27 82.44 39.54 

Nominal exchange 
rate 1.13 1.00 0.40 1.79 0.68 

Savings ratio 22.32 22.29 1.95 26.71 19.74 

Current account 
balance 

2.22 1.89 3.42 7.45 -1.73 

GDP growth rate 1.69 1.66 2.24 5.72 -5.09 

Italy characteristics of data 
Inflation rate 3.21 2.58 1.80 9.31 1.10 

Debt to GDP ratio 111.04 108.58 8.50 126.98 94.26 
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Table 1 (cont.) Characteristics of data and variable definitions 

Canada characteristics of data 

 Mean Median Standart deviation Maximum Minimum 

Nominal exchange 
rate 

592.39 1.00 766.79 1759.19 0.68 

Savings ratio 19.98 20.31 1.86 22.76 16.44 

Current account 
balance 

-0.48 -0.74 1.92 3.05 -3.51 

GDP growth rate 0.87 1.45 1.92 3.65 -5.49 

Japan characteristics of data 
Inflation rate 0.32 0.35 1.28 3.54 -1.98 

Debt to GDP ratio 146.14 153.64 55.63 238.03 66.49 

Nominal exchange 
rate 

109.56 114.00 15.99 134.40 77.72 

Savings ratio 27.73 27.32 3.59 33.83 21.61 

Current account 
balance 

2.74 2.83 0.91 4.87 1.01 

GDP growth rate 1.14 1.60 2.25 5.57 -5.53 

U.K. characteristics of data 
Inflation rate 2.67 2.13 1.76 7.77 0.86 

Debt to GDP ratio 47.77 42.76 16.19 88.81 30.99 

Nominal exchange 
rate 

0.61 0.62 0.06 0.69 0.50 

Savings ratio 15.20 15.38 1.63 18.09 10.86 

Current account 
balance 

-1.78 -1.65 0.99 -0.11 -3.79 

GDP Growth rate 2.20 2.94 2.27 4.95 -5.17 

U.S. characteristics of data 
Inflation rate 2.66 2.71 1.06 5.76 0.71 

Debt to GDP ratio 69.38 65.62 13.76 102.73 53.00 

Nominal exchange 
rate 

1.00 1.00 0.00 1.00 1.00 

Savings ratio 18.04 17.85 1.86 21.26 14.37 

Current account 
balance 

-3.00 -2.95 1.65 0.05 -5.76 

GDP growth rate 2.51 2.75 1.79 4.85 -2.80 

Variable definitions: 

Current account balance (CURR): Current account is all transactions other than those in financial and capital items. 
Source IMF, World Economic Outlook Database, October 2013. 

Debt-to-GDP ratio (DEBTR): Gross debt consists of all liabilities that require payment or payments of interest and/or 
principal by the debtor to the creditor at a date or dates in the future. Sources IMF, World Economic Outlook Database, 
October 2013; http://www.reinhartandrogoff.com. 

Nominal exchange rate (EXR): National Currency per U.S. Dollar, end of period. Source IMF, International Finan-
cial Statistics. 

GDP growth rate (GDPG): Annual percentages of constant price GDP are year-on-year changes. Sources IMF, World 
Economic Outlook Database, October 2013; Worldwide Inflation Data. 

Inflation rate (I): Annual percentages of end of period consumer prices are year-on-year changes. Source IMF, World 
Economic Outlook Database, October 2013. 

Savings ratio (SAVR): Expressed as a ratio of gross national savings in current local currency and GDP in current 
local currency. Source IMF, World Economic Outlook Database, October 2013. 

Unemployment rate (U): Unemployment rate can be defined by either the national definition, the ILO harmonized 
definition, or the OECD harmonized definition. Source IMF, World Economic Outlook Database, October 2013. 

Labor force (LF): Total labor force comprises people ages 15 and older who meet the International Labor Organiza-
tion definition of the economically active population. Source World Bank. 
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Foreign direct investment (FDI): Foreign direct investment are the net inflows of investment to acquire a lasting 
management interest (10 percent or more of voting stock) in an enterprise operating in an economy other than that of 
the investor. Source World Bank. 

Money supply (M2): Average annual growth rate in money and quasi money. Sources: World Bank, IMF International 
Financial Statistics, Global Financial Database, Bank of Canada. Statistics for Germany and France in 1999 were aver-
aged from 1998 and 2000 figures. 

3-Month treasury bill (T3B): Annual End of Period Yield of 3-Month Treasury Bill. Source: Global Financial Data-
base; United States is Secondary Market Rate Discount Basis. Source: Federal Reserve Board. 

10-Year government bond (T10YR): Annual End of Period Yield of 10-Year Government Bond. Source: Global 
Financial Database. 

Yield curve: 10-Year Government Bond Yield minus 3-Months Treasury Bill Yield (T10YR-T3B).  

Table 2. Regression models – dependent variable = inflation 

Model Intercept Savings ratio 
(SAVR) 

Debt ratio 
(DEBTR) 

Current account 
balance 
(CURR) 

Nominal 
exchange rate 

(EXR) 

Alternative 
variable 

Adj. R2 / 
F-statistic/ 

D-W 

100 
0.565 0.072 

N/A N/A 
0.001 

N/A 
0.74 

0.82 2.14* 2.81** 
12.42*** 

1.41 

101 
0.183 0.104 N/A N/A 0.001 GDPG 0.75 

0.26 2.94**   2.86** 
-0.153 
-2.53* 

12.73*** 
1.53 

102 
-3.620 0.243 0.012 -0.127 0.001 GDPG 0.76 

-1.78+ 3.20** 1.73+ -2.26* 2.30* 
-0.198 
-3.07** 

12.41*** 
1.60 

103 
0.526 0.071 N/A N/A 0.001 FDI inflows 0.74 

0.76 2.10*   2.75** 
0.037 
0.71 

11.99*** 
1.40 

104 
-0.990 

-0.76 

0.074 

2.20* 
N/A N/A 

0.001 

2.57* 

Labor force 0.75 
12.18*** 

1.42 
0.000 
1.41 

105 
 

0.568 
0.82 

0.072 
2.11* N/A N/A 0.001 

2.79** 

M2 
0.001 
0.12 

0.74 
11.93*** 

1.41 

106 
 

0.563 
0.51 

0.072 
1.83+ N/A N/A 

0.001 
2.71** 

U 
0.000 
0.00 

0.74 
11.93*** 

1.41 

107 
 

-1.613 
-1.92+ 

0.095 
2.96** N/A N/A 

0.000 
0.91 

T10YR 
0.352 

4.09*** 

0.77 
14.01*** 

1.46 

108 
0.061 
0.08 

0.076 
2.29* N/A N/A 

0.000 
1.53 

T3B 
0.122 
1.98* 

0.75 
12.42*** 

1.40 

109 0.490 
0.59 

0.074 
2.20* 

N/A N/A 
0.000 
2.94** 

 

Yield curve = 
T10YR-T3B 

0.070 
0.88 

0.74 
12.03*** 

1.42 

Note: ***significant at the .001 level; **significant at the .01 level; *significant at the .05 level; + significant at the .10 level. The 
second number in each cell represents the coefficient’s t-statistic or F-statistic for adjusted R-squared. The third number in the last 
column represents the Durbin-Watson statistic. 

Table 3. Error analysis 

 Inflation Expected Inflation Error % Error inflation 

Canada 

Mean 2.08 1.96 0.1201 -0.014 

Median 2.05 1.94 0.1090 0.006 

Stand.dev. 1.13 0.57 1.2928 0.57 

France 

Mean 1.87 1.53 0.3388 0.000 

Median 1.77 1.53 0.5290 0.003 

Stand .dev. 0.69 0.39 0.7825 0.008 

Germany 
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Table 3 (cont.) Error analysis 

 Inflation Expected Inflation Error % Error Inflation 

Mean 1.97 1.93 0.0460 -0.005 

median 1.85 1.86 -0.1435 -0.001 

Stand .dev. 1.01 0.34 1.0975 0.018 

Italy 

mean 3.21 3.05 0.1649 -0.002 

median 2.58 2.69 0.0302 0.000 

Stand .dev. 1.80 0.81 1.7139 0.006 

Japan 

mean 0.32 4.41 -4.0912 0.022 

median 0.35 4.38 -4.0151 -0.002 

Stand .dev. 1.28 0.39 1.3080 0.088 

U.K. 

mean 2.67 0.44 2.2274 0.008 

median 2.13 0.33 1.9357 0.009 

Stand .dev. 1.76 0.40 1.6018 0.002 

U.S. 

mean 2.66 1.48 1.1748 0.003 

median 2.71 1.52 1.3161 0.005 

Stand .dev. 1.06 0.31 1.1455 0.005 

G7 

mean 2.11 2.11 -0.0027 0.0018 

median 2.13 1.86 0.1090 0.003 

Stand .dev. 1.28 0.48 1.2853 0.04 

 

 


