ABSTRACT

This study evaluates Phillips curve forecasts of inflation for Rwanda. The study relies on the
use of various single equation prototype Phillips curve models, as described by Stock and
Watson (2008). Pseudo out-of-sample comparison tests are used to evaluate the forecast
performance of these Phillips curve forecasts relative to the AR (autoregression) benchmark
forecasts. In this regard, tests of equal forecast accuracy based on mean square forecast error
and those based on forecast encompassing as used by several scholars (for example, Clark
and McCracken (2001, 2005), Rapach and Weber (2004)) are reported. Furthermore, the
results from forecasts using inflation in levels and in differences as the dependent variable are
reported, to check the sensitivity to this specification issue. The study finds that the Phillips
curve and augmented Phillips curve forecasts outperform the AR benchmark forecasts at one-
and two-quarter horizons. The output gap, exchange rate and money supply (M3) are found to
be good predictors of inflation in Rwanda in the generalised Phillips curve context. It is
therefore strongly recommended that Rwandan economic policymakers take into

consideration these variables when forecasting inflation.



