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Financial Conditions and Economic Activity:

Financial indicators contain considerable information regarding
the course of future economic activity.

Asset prices reflect news regarding both future cash flows and
current and future discount rates inclusive of risk premia.

Financial indicators may also exert a causal influence on
economic activity through changes in the implied cost of capital
relevant for households and firms.



Constructing FCI: GS

Construct a financial indicator that reflects the “cost of capital”
shift variable relevant for the IS curve.

Rely on simple cointegrating model to deduce relevant
relationships. Example:

log(I/Y ) = log(I/K) + log(K/Y )

= log(g + δ)− log(rb + δ)

= log(g + δ)− γ(rb + δ)

Use model to estimate business-cycle sensitivity of GDP from
relevant financial indicators:

FCI = 0.45i10yrt + 0.4sbbbt + 0.04iFFR
t + 0.05

Dt

Pt
+ 0.06FXt



Observations:

Nominal rather than real yields.

First rather than second moments.

Weighting implies we are very close to simply constructing the
nominal yield on BBB corporate bonds.



Constructing FCI: Alternatives

Chicago Fed Index – “agnostic” approach that computes the first
principal component of a variety of financial variables.
Gilchrist and Zakrajsek – single index that summarizes
conditions in bond markets.

EBP: Corporate bond spread after controlling for default risk

Weighted average of financial indicators based on Bayesian
posterior forecasting weights?



Questions:

Do FCI help forecast?

Do FCI provide a guide to the source of fluctuations?

Does monetary policy pass through to FCI?

Should monetary policy respond to FCI?



BMA Forecasting Performance with Credit Spreads:
Faust, Gilchrist, Wright and Zakrajsek (2013)

CSV Model Gilchrist, Yankov & Zakrajšek (2009) Gilchrist and Zakrajsek (2012) BMA Forecasting: FGWZ (2012)

BMA OUT-OF-SAMPLE PREDICTIVE ACCURACY
Predictor Set: All Variables

Forecast Horizon (h quarters)

Economic Activity Indicator h = 0 h = 1 h = 2 h = 3 h = 4

GDP 0.94 0.82 0.73 0.79 0.85
[0.04] [0.01] [0.00] [0.02] [0.05]

Business fixed investment 0.89 0.70 0.87 0.87 0.86
[0.01] [0.00] [0.02] [0.03] [0.03]

Industrial production 0.97 0.95 0.95 0.93 0.87
[0.06] [0.06] [0.07] [0.08] [0.06]

Private employment 0.88 0.79 0.83 0.89 0.84
[0.01] [0.00] [0.01] [0.05] [0.03]

Unemployment rate 0.92 0.78 0.73 0.74 0.77
[0.01] [0.00] [0.00] [0.00] [0.02]

NOTE: Relative MSPEs; bootstrapped p-values in brackets.

CSV Model Gilchrist, Yankov & Zakrajšek (2009) Gilchrist and Zakrajsek (2012) BMA Forecasting: FGWZ (2012)

BMA OUT-OF-SAMPLE PREDICTIVE ACCURACY
Predictor Set: All Variables

Forecast Horizon (h quarters)

Economic Activity Indicator h = 0 h = 1 h = 2 h = 3 h = 4

GDP 0.94 0.82 0.73 0.79 0.85
[0.04] [0.01] [0.00] [0.02] [0.05]

Business fixed investment 0.89 0.70 0.87 0.87 0.86
[0.01] [0.00] [0.02] [0.03] [0.03]

Industrial production 0.97 0.95 0.95 0.93 0.87
[0.06] [0.06] [0.07] [0.08] [0.06]

Private employment 0.88 0.79 0.83 0.89 0.84
[0.01] [0.00] [0.01] [0.05] [0.03]

Unemployment rate 0.92 0.78 0.73 0.74 0.77
[0.01] [0.00] [0.00] [0.00] [0.02]

NOTE: Relative MSPEs; bootstrapped p-values in brackets.



BMA Forecasting Performance without Credit Spreads:
Faust, Gilchrist, Wright and Zakrajsek (2013)

CSV Model Gilchrist, Yankov & Zakrajšek (2009) Gilchrist and Zakrajsek (2012) BMA Forecasting: FGWZ (2012)

BMA OUT-OF-SAMPLE PREDICTIVE ACCURACY
Predictor Set: All Variables Except Option-Adjusted Credit Spreads

Forecast Horizon (h quarters)

Economic Activity Indicator h = 0 h = 1 h = 2 h = 3 h = 4

GDP 0.96 0.95 0.95 0.98 0.98
[0.12] [0.11] [0.12] [0.13] [0.14]

Business fixed investment 0.90 0.91 0.92 0.96 0.92
[0.01] [0.04] [0.07] [0.10] [0.07]

Industrial production 0.98 1.04 1.11 1.11 1.07
[0.10] [0.51] [0.63] [0.50] [0.32]

Private employment 0.97 1.00 1.09 1.13 1.07
[0.07] [0.23] [0.53] [0.45] [0.24]

Unemployment rate 0.93 0.94 1.04 1.11 1.08
[0.01] [0.02] [0.32] [0.47] [0.28]

NOTE: Relative MSPEs; bootstrapped p-values in brackets.

CSV Model Gilchrist, Yankov & Zakrajšek (2009) Gilchrist and Zakrajsek (2012) BMA Forecasting: FGWZ (2012)

BMA OUT-OF-SAMPLE PREDICTIVE ACCURACY
Predictor Set: All Variables Except Option-Adjusted Credit Spreads

Forecast Horizon (h quarters)

Economic Activity Indicator h = 0 h = 1 h = 2 h = 3 h = 4

GDP 0.96 0.95 0.95 0.98 0.98
[0.12] [0.11] [0.12] [0.13] [0.14]

Business fixed investment 0.90 0.91 0.92 0.96 0.92
[0.01] [0.04] [0.07] [0.10] [0.07]

Industrial production 0.98 1.04 1.11 1.11 1.07
[0.10] [0.51] [0.63] [0.50] [0.32]

Private employment 0.97 1.00 1.09 1.13 1.07
[0.07] [0.23] [0.53] [0.45] [0.24]

Unemployment rate 0.93 0.94 1.04 1.11 1.08
[0.01] [0.02] [0.32] [0.47] [0.28]

NOTE: Relative MSPEs; bootstrapped p-values in brackets.



Bayesian Posterior Weights:
Faust, Gilchrist, Wright and Zakrajsek (2013)

CSV Model Gilchrist, Yankov & Zakrajšek (2009) Gilchrist and Zakrajsek (2012) BMA Forecasting: FGWZ (2012)

WHICH PREDICTORS ARE THE MOST INFORMATIVE?
(BMA posterior probabilities by predictor type)
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FCI and Business Cycle Fluctuations

CSV Model Gilchrist, Yankov & Zakrajšek (2009) Gilchrist and Zakrajsek (2012) BMA Forecasting: FGWZ (2012)

ADVERSE EBP SHOCK
Macroeconomic Variables
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NOTE: Shaded bands denote 95-percent confidence intervals.



Does Monetary Policy Pass Through to FCI?
Gilchrist, Lopez-Salido and Zakrajsek (2015)

96	 American Economic Journal: macroeconomics� January 2015

yield 10 basis points leaves all credit spreads—other than the 3-year BBB spread—
unchanged; the short-term BBB spread, by contrast, is estimated to increase about 
4 basis points. An easing of the same magnitude orchestrated through the long end 
of the yield curve also leads to no change in most credit spreads—implying a com-
plete pass-through of monetary policy—the one exception being the 10-year BBB 
credit spread, which is estimated to widen about 3 basis points in response to such 
a policy easing.

The exclusion of the LSAP-related announcements from the unconventional pol-
icy sample yields very similar conclusions regarding the efficacy of unconventional 
monetary policy. Indeed in that case, the pass-through of policy to short– and long–
term borrowing rates is estimated to be one-to-one across the investment-grade 
corporate sector, as both the “short” and “long” policy surprises imply no move-
ments in credit spreads. The differential behavior of BBB credit spreads between 
the two unconventional policy samples likely reflects the fact that the full sample 
contains the LSAP announcements made at the nadir of the financial crisis in late 
2008, a period characterized by poor liquidity in many asset markets. A resulting 
deterioration in the functioning of asset markets is consistent with the less than a 

Table 5—Monetary Policy and Long-Term Corporate Borrowing Costs

Conventional a Unconventional b Non-LSAP c

Dependent variable Short Short Long Short Long

A (10y) 0.559 1.535 1.374 1.881 1.206
(0.106) (0.489) (0.227) (0.396) (0.276)

BBB (10y) 0.565 1.425 1.241 1.987 1.253
(0.104) (0.418) (0.173) (0.399) (0.255)

Real yield response d

A (10y) 0.557 1.479 1.111 0.769 0.794
(0.101) (0.474) (0.247) (0.522) (0.334)

BBB (10y) 0.563 1.369 0.978 0.875 0.840
(0.088) (0.406) (0.208) (0.522) (0.315)

Credit spread response e

A (10y) 0.172 −0.082 −0.162 −0.346 −0.329
(0.072) (0.265) (0.171) (0.538) (0.270)

BBB (10y) 0.177 −0.192 −0.295 −0.240 −0.283
(0.057) (0.248) (0.119) (0.532) (0.263)

Notes: For the conventional policy regime, the entries under the column heading “Short” denote the OLS estimates 
of the response coefficients to an unanticipated change in the two-year Treasury yield. For the unconventional pol-
icy regime, the entries under the column heading “Short” denote the NLLS estimates of the response coefficients 
to an unanticipated change in the two-year Treasury yield, while the entries under the column heading “Long” 
denote the estimates of the response coefficients to an unanticipated change in the ten-year Treasury yield that 
is orthogonal to the surprise in the two-year Treasury yield. All specifications include a constant (not reported); 
heteroskedasticity-consistent asymptotic standard errors are reported in parentheses.

a 83 FOMC announcements (Jan-04-1999–Nov-24-2008). 
b 47 LSAP– and non-LSAP–related policy announcements (Nov-25-2008–Oct-31-2013). 
c 35 non-LSAP-related policy announcements (Nov-25-2008–Oct-31-2013). 
d �The response of the (approximate) ten-year real corporate bond yield is computed as the difference between 

the estimated response of the ten-year nominal corporate bond yield and that of the ten-year inflation 
compensation. 

e �The response of the credit spread is computed as the difference between the estimated response of the ten-year 
nominal corporate bond yield and that of the ten-year nominal Treasury yield. 



Final Comments

Financial conditions are an important component of forecasting
process and arguably an important source of business cycle
fluctuations.

How best to measure FC is an open question (though in my view
credit spreads appear to be particularly informative relative to
other measures).

Relationship between monetary policy and FC is relatively stable
across policy regimes – primary effect is through the level of real
yields due to expectations hypothesis and/or movements in term
premia rather than compression in spreads.


