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Chicago Fed National Activity Index

Summary

The Federal Reserve Bank of Chicago will begin releasing its new monthly
indicator of U.S. economic activity.  The new data series, the Chicago Fed
National Activity Index (CFNAI), is a weighted average of 85 existing, monthly
indicators of national economic activity.  The CFNAI provides a single, summary
measure of a common factor in these national economic data.  As such, historical
movements in this Chicago Fed index closely track periods of economic
expansion and contraction, as well as periods of increasing and decreasing
inflationary pressures.  The Chicago Fed’s goal in releasing this index monthly is
to provide an objective, real-time statistical measure of coincident economic
activity derived from a wide-range of monthly economic indicators.  Research
studies by economists at Harvard, Princeton and the Federal Reserve Bank of
Chicago have shown that this economic indicator often provides early indications
of changes in inflationary pressures.

Origins of the CFNAI

Methodologically, the Chicago Fed National Activity Index is the same index of
economic activity developed by James Stock (Harvard University) and Mark
Watson (Princeton University) in a 1999 article on inflation forecasting.1  Stock
and Watson’s article assessed the relative forecasting performance of over 100
economic indicators as well as Phillips curve models.  They found that a single
index constructed from the first principal component of 85 economic activity
series forecast inflation as well as or better than the other models.  In the March
2000 Chicago Fed Letter, “Forecasting inflation with a lot of data,” Senior
Economist Jonas Fisher reported that substantial increases in the activity index
within the period 1960-1999 forewarned periods of accelerating inflation.

                                                       
1 James Stock and Mark Watson, 1999, “Inflation forecasting,” Journal of Monetary Economics.
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What is the CFNAI?

The economic indicators comprising the CFNAI are drawn from five broad
categories of data: (1) output and income (21 series); (2) employment,
unemployment and hours (24 series); (3) personal consumption, housing starts
and sales (13 series); (4) manufacturing and trade sales (11 series); and (5)
inventories and orders (16 series).  All of the data are adjusted for inflation, and a
complete list is contained in appendix A.

The CFNAI is a weighted average of the 85 economic indicators.  A precise
technical description of the index is contained in appendix B.  Put simply, the
index is the first principal component of the 85 data series.  If all 85 series were
proportional to a single common variable plus individual noise discrepancies, the
CFNAI would be the estimate of the common variable that minimizes the implied
noise discrepancies in a least-squares sense.

Figure 1
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Figure 1 displays the CFNAI from 1967-1999.  The index is constructed to have
an average value of zero and a standard deviation of one.  Since economic
activity tends toward trend growth rate over time, an index reading of zero
corresponds to an economy growing at trend.  The underlying monthly data
series are somewhat volatile; consequently, the monthly CFNAI is also quite
volatile.  Figure 2 displays the three-month moving average of the CFNAI,
CFNAI-MA3, and the reduction in month-to-month volatility is readily apparent.



CFNAI Background Release

Page 3 of 8

Figure 2
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Intuitively, the CFNAI is the single indicator which best captures the comovement
of all 85 economic indicators within a month.  To the extent that all 85 series
track together in a month, the degree of comovement will be high.  In this case,
the individual weights on each data series are relatively unimportant.  But when
the data point in different directions, the degree of comovement is low.  In this
case, the individual weights critically determine how the CFNAI resolves the
conflict and reports the common element.  Since the CFNAI is the first principal
component of the data, the CFNAI weights are determined by the historical
importance of each variable’s contribution to the overall comovement of the 85
series.
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The CFNAI-MA3 tracks economic expansions and contractions

The CFNAI is a coincident indicator of economic expansions and contractions.
To highlight useful benchmark measures, it is best to focus on the CFNAI-MA3.
Over the period 1967-1999, there have been five economic recessions identified
by the National Bureau of Economic Research (NBER).  The shaded regions in
Figure 3 correspond to these recession periods.  Although five recessions is a
small number of events, the CFNAI-MA3 appears to be a useful guide for
identifying whether the economy has slipped into and out of a recession.  This is
useful because the definitive recognition of business cycle turning points usually
occurs many months after the event.  For example, even though the 1990-91
recession ended in March 1991, the NBER business cycle dating committee did
not officially announce the recession’s end until 21 months later in December
1992.  The official announcements of the end of the 1980 and 1981-82
recessions occurred 12 and 8 months after the trough, respectively.

Figure 3
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• In each of the five recessions, the CFNAI-MA3 fell below -0.70, which
corresponds to the negative horizontal line in Figure 3, near the onset of the
recession.  Specifically, the index first fell below the -0.70 threshold in the first
month of the 1970, 1981-82 and 1990-91 recessions.  In the 1973-75 and
1980 recessions, the index fell below -0.70 in the third and second months,
respectively.
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• The only false recession alarm occurred in July 1989 when the CFNAI-MA3
fell to -0.9383, one year prior to the NBER business cycle peak.  From mid-
1988 through the spring of 1989, the Federal Open Market Committee
pursued a policy to reduce inflationary pressures.  This led to an increase in
the federal funds rate to 9.75 percent.  The CFNAI-MA3 struggled
unsuccessfully towards positive territory into the spring of 1990.  But by April
1990, the index began a steady decline that accelerated following the Iraqi
invasion of Kuwait in August 1990.

• When the economy is coming out of a recession, the CFNAI-MA3 moves
significantly into positive territory a few months after the official NBER date of
the trough.  Specifically, after the onset of a recession, when the index first
crosses +0.20, the recession has ended according to the NBER business
cycle measures.  The positive horizontal line in Figure 3 is at +0.2. The critical
question is: how early does the CFNAI-MA3 reveal this turning point?  For
four of the last five recessions, this happened within five months of the
business cycle trough.  Following the 1970 recession, the index exceeded
+0.20 two months after the trough.  For the 1973-75, 1980 and 1981-82
recessions, the threshold was crossed in the fifth, third, and fourth months
following the official trough.  Following the 1990-91 recession, the index did
not provide an early indication of the recession’s end, crossing +0.2 only in
the thirty-second month (November 1993) following the trough.  Figure 3
displays the choppy nature of the 1991-92 recovery.  This stop-go pattern is
consistent with contemporaneous business economists’ accounts of double-
and triple-dips in economic activity during this period, as well as the NBER
committee waiting 21 months to declare the recession’s end.

There is an important caveat regarding these threshold values.  The thresholds
have been identified with the benefit of hindsight and a CFNAI constructed using
a full-sample of revised data.  Until more research has been conducted on the
usefulness of these thresholds in real-time assessments, caution should be
exercised in using them as guides.  Nevertheless, the CFNAI-MA3 is a promising
early indicator of turning points in national economic activity.
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The CFNAI-MA3 tracks sustained accelerations of inflation

The level of the CFNAI-MA3 provides information about the likelihood of a near-
term, sustained acceleration of inflation.  Over the sample period 1967-99, we
have identified four episodes of a sustained acceleration of inflation: 1968-71,
1973-75, 1977-81, and 1987-91.  Figure 4 displays the CFNAI-MA3 with the four
inflation episodes in shading.  In each of these situations, the CFNAI-MA3 rose
above +0.70 (which is the lower horizontal line in Figure 4).  The first three
inflation episodes were more severe than the 1987-91 period, and the index rose
above +1.0 in these cases (the upper horizontal line in Figure 4).  It is important
to note that each of the four inflation episodes occurred at least two years
following the previous business cycle trough.  In the early months following the
completion of an economic recession, the index has often risen strongly (rising
above +0.7) without being associated with a sustained acceleration of inflation.
In general, negative or small positive readings of the average index have not
been associated with the onset of accelerating inflation.

Figure 4
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In determining the dates of sustained accelerations of inflation, some judgement
is required.  There currently are no formal dates determined by an official
government agency or an organization of distinguished economists.  For the
period 1967-1999, we have identified four episodes when two measures of
monthly consumer core inflation increased by at least 0.75 percentage point (on
a year-ago basis): 1968-71, 1973-75, 1978-81 and 1987-89.  Core rates of
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What is the purpose of releasing the CFNAI?

Research by James Stock, Mark Watson and economists at the Chicago Fed has
found that economic indexes such as the CFNAI provide useful information on
the current and future course of economic activity and inflation in the United
States.  A caveat in all statistical investigations of post-war business cycles is the
relatively small number of recession and inflation episodes.  By tracking the
CFNAI over time, additional information about its predictive power will be
obtained.  Perhaps just as importantly, each of the previously discussed analyses
has used a single set of economic data that contain substantial revisions from
their initial releases.  Evaluation of the importance of the real-time economic
measures requires a careful tracking of the data revisions.  By releasing the
CFNAI each month, the extent to which data revisions influence inferences from
the index should become clearer.

When will the CFNAI be released?

The initial release of the CFNAI will be the January 2001 index. This will be
released on March 5, 2001 at 9:00 a.m. CST. The following are the official
release dates for 2001.

Table 2: 2001 release dates for CFNAI
Date of Release Monthly Data for

March 5, 2001 January 2001
April 3, 2001 February 2001
May 2, 2001 March 2001
May 31, 2001 April 2001
July 5, 2001 May 2001
August 2, 2001 June 2001
September 4, 2001 July 2001
October 3, 2001 August 2001
November 5, 2001 September 2001
December 5, 2001 October 2001

Who can I contact to learn more about the CFNAI?

The primary contact for more information about the CFNAI is James Pieper,
Public Affairs Specialist in the Corporate Communications Department of the
Federal Reserve Bank of Chicago.  He can be reached at (312) 322-2387.


