Working Paper No. 409
Keep in mind

La serie Borradores de Economia es una publicacién de la Subgerencia de Estudios Econémicos del Banco de la
Republica. Los trabajos son de caracter provisional, las opiniones y posibles errores son responsabilidad
exclusiva del autor y sus contenidos no comprometen al Banco de la Republica ni a su Junta Directiva.

Autor o Editor

Eliana Gonzalez

Miguel Gomez Moreno

Luis Fernando Melo Velandia
José Luis Torres

Many developing countries are adopting inflation targeting regimes to guide monetary policy decisions. In such
countries the share of food in the consumption basket is high and policy makers often employ total inflation (as
opposed to core inflation) to set inflationary targets. Therefore, central banks need to develop reliable models to
forecast food inflation. Our literature review suggests that little has been done in the construction of models to
forecast short-run food inflation in developing countries. We develop a model to improve short-run food inflation
forecasts in Colombia. The model disaggregates food items according to economic theory and employs Flexible
Least Squares given the presence of structural changes in the inflation series. We compare the performance of
this new model to current models employed by the central bank. Next, we apply econometric methods to
combine forecasts from alternative models and test whether such combination outperforms individual models.
Our results indicate that forecasts can be improved by classifying food basket items according to unprocessed,
processed and food away from home and by employing forecast combination techniques.
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