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The second finding is the close relationship that global inflation has with US 
inflation.  In fact, the correlation between global (excl. US) and US headline 
CPI is 0.74, while the core inflation relationship is even stronger at 0.91.  
The greatest deviations appear to occur when the US has enjoyed several 
years of continued expansion, as in the mid and late nineties and today, yet 
the US is experiencing relatively higher inflation today as opposed to lower 
inflation in the nineties.  The deviations could be occurring because of the 
different measurements of core CPI across nations and the shelter influence 
within the US.   

The Internet adjustment  
Data were separated into two time periods: Pre-Internet and Post-Internet 
acceptance.  Acceptance was viewed as the majority of US households with 
Internet access.  In 2001, the US Census7 found that 50.4% of households 
had Internet access, compared to 41.5% in 2000.  Thus, 2001 will be the 
beginning of the Post-Internet Acceptance period.  Despite the fact that 
BBVA USA’s GII begins in 1988, the two periods of 1990-2000 and 2001- 
2007 were used.  The reasoning was based upon the symmetry of each 
period starting with a brief recession and followed by an expansion.8  We do 
acknowledge China’s WTO entry in 2002 as being influential in US import 
prices and globalization, but China is not part of OECD.9  The chosen time 
periods emphasize the Internet’s, or enhanced communication, influence 
upon globalization.  All variables were the global indices, excluding US, 
measured as a year over year (YoY) percentage change.   
The Internet increased the flow and knowledge of financial, economic and 
news related items, thus there is potential for relationships between these 
variables to change.  GII suggests that such adjustment has occurred when 
focusing on core inflation.10  OLS Regressions suggest that the importance 
of foreign factors upon US core CPI have heightened while the lagged US 
inflation measure has declined; hence, our concern about the global 
influence upon US inflation appears to be justified.  Worth mention is the 
increased significance and coefficient of the inflation expectation variable. 
Ben Bernanke and other members have continued to emphasize the 
importance of controlling domestic inflation expectation11 (Bernanke, 2007); 
however, this work suggests that resources should also be devoted to 
following foreign expectation levels.   Although expected change in inflation, 
within foreign countries, is the second most important foreign factor in the  
post-Internet period, foreign unemployment gaps continued to play a 
significant role.  The negative coefficient on the unemployment gap follows 
theory, and likely the relatively high coefficients stems from the US 
outsourcing opportunities lowering domestic production costs and 
decelerating foreign labor costs as unemployment gaps expand.   This 
appears to be supported by the noticeable decrease (from 12 to 2 months) 
in the wages lag within the post-Internet regression.  Again, this likely arises 
from enhanced communication and the ability for businesses to react, 
partially through outsourcing.   
 It is surprising that the productivity variable is not significant in either time 
period.  We believe a productivity measure of output per hour, rather than 
the proxy of GDP per worker, would rectify the issue.  Another surprise is the  
relationship between the dollar’s strength and core inflation.  This contradicts  
textbook theory, but the likely explanation is the effect of ‘residual demand.’  
As foreign products require fewer dollars, more purchasing power is 
available for domestic items. Higher demand for domestic goods and 

                                                 
7 Cheeseman-Day, Jennifer et al., 2005, Computer and Internet Use in the United 

States, 2003, US Census Bureau: Current Population Reports, October. 
8 As identified by NBER 
9 Including China’s share of US import did change the results. 
10 Given the distorting influence of energy within headline CPI and the FOMC’s concern with 
core measurement, this analysis will focus on core inflation. 
11 Bernanke, Ben S., 2007, Inflation Expectations and Inflation Forecasting speech 

delivered at the Monetary Economics Workshop of the National Bureau of Economic 
Research Summer Institute, July 10, Cambridge, Massachusetts.    

Variable                  
(YoY% Change) Coef. t-Stat. Prob.

PPI (all) (-6) 0.040 2.974 0.004
Ex. Rate (FX=1USD) (-9) 0.007 1.995 0.048
M3 (-6) 0.020 1.788 0.076
Exp. Inflat. Change (-5) -0.039 -1.991 0.049
Unemploy. Gap (-6) -0.364 -4.696 0.000
Wages (-12) 0.112 3.818 0.000
Productivity -0.015 -0.384 0.701
Govt. Bond Yield (10 yr) (-3) 0.075 3.152 0.002
US Core CPI (-1) 0.740 15.361 0.000

R2 0.985
Adj. R2 0.984
S.E. of Reg. 0.124
Sum Residual2 1.903
Log Likelihood 92.516
Durbin-Watson 1.957

US CPI Core as Dependent Variable
Pre-Internet (1990-2000)

Variable                  
(YoY% Change) Coef. t-Stat. Prob.

PPI (all) (-2) 0.024 2.092 0.040
Ex. Rate (FX=1USD) (-6) 0.014 3.545 0.001
M3 (-10) 0.065 2.937 0.005
Exp. Inflat. Change (-2) 0.124 3.039 0.003
Unemploy. Gap (-8) -0.393 -2.471 0.016
Wages (-2) 0.122 1.989 0.051
Productivity -0.003 -0.030 0.976
Govt. Bond Yield (10 yr) 0.000 -0.009 0.993
US Core CPI (-1) 0.695 12.387 0.000

R2 0.956
Adj. R2 0.950
S.E. of Reg. 0.106
Sum Residual2 0.753
Log Likelihood 67.512
Durbin-Watson 2.079

US CPI Core as Dependent Variable
Post-Internet (2001-April 2007)

Foreign Factor Estimation of US Core CPI*
(YoY%; forecast is shaded)
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services brings higher prices, hence inflation occurs.  Recall that imports 
account for less than 14% of US GDP.   Yet, one must also consider that 
with the variable’s small coefficient and average change in the exchange 
rate (-2.00 since 2001), the model’s predicted annual change in core CPI is 
slight (-0.03).   
Finally, monetary variables present an interesting result. Not surprising, the 
regression suggests that an increase in foreign money will spur US inflation.  
But, the model suggests that foreign monetary policy12 has become less 
important to US core inflation.  However, we hesitate to say it is not 
important, as the high insignificant variable could suggest, because inflation 
expectations are influenced by monetary policy and this variable has already 
been discussed as important to US core CPI.  Rather, the fall in significance 
and coefficient could stem from greater dependence upon domestic 
monetary policy and/or the relatively stable OECD inflation rate since 2001.    

Upside risk from foreign factors to increase and 
then stabilize, while future to GII looks steady 
A forecast of foreign factor’s influence upon CPI inflation was calculated, 
and it suggests that core CPI will see growing positive risks from global  
influences.13 Similar to our overall core CPI forecast, the global risks will 
decelerate and then accelerate during the year end.  BBVA USA’s 
acceleration in US core CPI is more moderate than the foreign factor 
forecast because of the predominant influence of shelter costs’ deceleration 
in CPI’s measurement and  domestic “monetary policy actions and other 
factors restraining the growth of aggregate demand” (Governor Randall 
Kroszner, June 1st).  
The GII appears to lag the US core CPI, and the lag has recently shifted to a 
longer lag.  With the assumption of a 24 month lag, it seems that global 
inflation (ex. US) will continue to rise for approximately 18 months.  
However, we believe the US rise in 2006 and recent decline in 2007 
primarily stem from the shelter cost influence within CPI’s measurement.   
Since global inflation measures will not have this distortion, we believe GII 
will begin to see the stability that US core CPI 2H05-1Q06 and maintain that 
stability for at least another year.  The BBVA’s forecast of ECB raising rates 
in 2007, BoJ’s expected raises and Bank of England and Canada’s July rate 
hikes suggest action is being taken to assist the GII14 stability.    
Bottom Line 
Global inflation and US inflation appear to move in tandem; and the 
enhanced communication and globalization, as proxied by the acceptance of 
the Internet, has heightened the global influence upon US inflation.  BBVA 
USA’s foreign factor’s forecast suggests that foreign upside risks will grow in 
late 2007 and stabilize, at a higher level, in 2008.   Given this information, 
we continue our concern about global pressures being a primary upside risk 
for long term inflation.  It should be emphasized that only the foreign factors 
were studied, hence domestic influences also play a role in our core CPI 
forecast.   
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12 The yield on a ten year government bond was a proxy for the establishment of monetary 
policy.  The stated policy rate was an available variable, but the bond rate allowed one to 
measure the actual effectiveness of the policy rather than the intended rate.   
13 It was assumed that variables will return to historical averages (2001-April 2007) 
14 Japan, the Euro area and UK comprise approximately 76% of the OECD (excl. US) index. 
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Appendix A 
Index Late Entrants Excluded 

Core CPI 
1989: Greece 
1990: Hungary and Korea 
1991: Portugal 

1994: Iceland 
1995: Poland, Slovakia 
1996: Czech Republic 

Turkey (observations were 2 S.D. causing 
outlier distortions) 

CPI 
(all items) 

1990: Poland 
1992: Czech Republic 1993: Slovakia Turkey (observations were 2 S.D. causing 

outlier distortions) 

PPI 
(manufacturing) 

1991: Portugal 
1992: Czech Republic 
1996: Greece, Hungary, Slovakia 

1997: Poland 
2005: Iceland 

Turkey (observations were 2 S.D. causing 
outlier distortions) 

PPI 
(all items) 

1991: Portugal, Slovakia 
1992: Czech Republic 
1995: Greece 
1996: Finland, Ireland 

1997: Austria, Poland 
2000: Australia, France 
2005: Turkey 
2007: Iceland 

Turkey (observations were 2 S.D. causing 
outlier distortions) 

Import Prices 1990: Turkey 
1991: Sweden 

1994: Belgium 
2002: Czech Republic 

Austria, Hungary, Iceland, Luxembourg, 
Mexico, Norway, Portugal, Slovakia 

 
2005 exit:  New Zealand  

2006 exit: Netherlands, Turkey 

Policy Rate 

1991: Belgium 
1992: Czech Republic, Spain 
1993: Portugal 
1994: Sweden 
1998: Iceland, Poland 

1999: Korea, Mexico 
2000: Slovakia, Switzerland 
2002: Turkey 
2003: Norway 

Greece, Luxembourg, Netherlands 

Government 
Bonds 
(10 yr) 

1989: Japan 
1990: Austria 
1991: Italy 
1992: Iceland 
1993: Portugal 
1994: Luxembourg 

1997: Greece 
1999: Hungary 
2000: Czech Republic 
2001: Turkey 
2002: Slovakia 
2003: Poland 

 

Exchange Rate 
(Import weights 

taken from 
Federal Reserve) 

  

Czech Republic, Denmark, Hungary, 
Iceland, Korea, Norway, New Zealand, 

Poland, Slovakia, Turkey 
 

Austria, Belgium, Finland, France, 
Germany, Ireland, Italy, Luxembourg, the 

Netherlands, Portugal and Spain were 
replaced with Euro11 measurement 

M1 1990: Poland 
1992: Czech Republic 

1993: Hungary, Norway, Slovakia 
1998: Sweden 

Austria, Belgium, Finland, France, 
Germany, Ireland, Italy, Luxembourg, the 

Netherlands, Portugal and Spain were 
replaced with Euro11 measurement 

M3 
1992: Hungary 
1994: Czech Republic, Norway, 
Slovakia 

1997: Japan 
1998: Poland 

Greece 
 

Austria, Belgium, Finland, France, 
Germany, Ireland, Italy, Luxembourg, the 

Netherlands, Portugal and Spain were 
replaced with Euro11 measurement 

Productivity  
(Quarterly and 

calculated at YoY 
% change in 
output per 

worker) 

1989: Finland, Norway 
1991: France 
1992: Germany 
1993: Austria, Czech Republic 
1994: Italy 
1995: Japan 
1997: Switzerland 

1999: Ireland 
2000: Denmark, Hungary, Korea 
2001: Greece 
2002: Sweden 
2004: Spain 
2005: Slovakia 

Belgium, Iceland, Luxembourg, Mexico, 
Netherlands, Poland, Portugal, Turkey 

Wages 
(Quarterly) 

1989: Iceland 
1991: France 
1992: Germany 
1993: New Zealand 
1995: Czech Republic, Denmark, 
Ireland, Luxembourg, Sweden, UK 

1996: Austria, Belgium, Finland, Italy, 
Portugal, Spain  
1997: Canada, Hungary 
1998: Australia, Slovakia 

Greece, Switzerland, Turkey 

Unemployment 
Gap (actual-1 

year MA)  2 year 
MA has entry one 

year later 

1989: Finland 
1990: Norway 
1991: Poland, Switzerland 
1992: Australia 
1993: Germany 
1996: Slovakia 

1997: Hungary 
1999: Czech Republic, Greece 
2000: Korea 
2001: Mexico 
2006: Turkey 

Iceland 

Inflation 
Expectations 

(calculated 10 yr 
bond – policy 

rate) 

1989: Japan 
1990: Austria 
1991: Belgium, Italy 
1993: Spain, Portugal 
1994: Sweden 

1998: Iceland  
1999: Hungary, Korea, Mexico 
2000: Czech Republic, Switzerland 
2003: Norway, Slovakia, Turkey, 
Poland 

Greece, Luxembourg, Netherlands 

 


