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		Abstract

		This paper considers forecasting a single time series using more predictors than there are time series observations.  The approach is to construct a relatively few indexes, akin to diffusion indexes, which are weighted averages of the predictors, using an approximate dynamic factor model.  Estimation is discussed for balanced and unbalanced panels.  The estimated dynamic factors are (uniformly) consistent, even in the presence of time varying parameters and/or data contamination, and forecasts based on the estimated factors are efficient.  In an application to forecasting U.S. inflation and industrial production using 224 monthly time series, these forecasts outperform various state-of-the-art benchmark models. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Stock,  James H. and Watson,  Mark W., Diffusion Indexes (August 1998). NBER Working Paper No. w6702,  Available at SSRN: https://ssrn.com/abstract=226366
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						James H. Stock (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Harvard University - Department of Economics  ( email )

			

			
			
				
				
				
					Littauer Center
Cambridge, MA  02138
United States
617-496-0502 (Phone)
617-496-5960 (Fax)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Harvard University - Harvard Kennedy School (HKS)  ( email )

			

			
			
				
				
				
					79 John F. Kennedy Street
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Mark W. Watson

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Princeton University - Princeton School of Public and International Affairs  ( email )

			

			
			
				
				
				
					Princeton University
Princeton, NJ  08544-1021
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				      266

			

		
		
		
			Abstract Views

			    8,438

		

		
		 
		
			Rank

			  210,271

		

		
	


	

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    NBER Working Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                NBER Working Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           12,243

                                    

                                    
                                        PAPERS

                                           32,681

                                    

                                

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        The Generalized Dynamic Factor Model: One-Sided Estimation and Forecasting

                        
                            By
                                
                                
                                    
                                    Mario Forni, 
                                    
                                
                                    
                                    Marc Hallin, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Arbitrage, Factor Structure, and Mean-Variance Analysis on Large Asset Markets

                        
                            By
                                
                                
                                    
                                    Gary Chamberlain
                                     and 
                                
                                    
                                    Michael Rothschild
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Arbitrage and Mean-Variance Analysis on Large Asset Markets

                        
                            By
                                
                                
                                    
                                    Gary Chamberlain
                                     and 
                                
                                    
                                    Michael Rothschild
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Monetary Policy in a Data-Rich Environment

                            
                                By
                                    
                                    
                                        
                                        Ben S. Bernanke
                                         and 
                                    
                                        
                                        Jean Boivin
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Eurocoin: A Real Time Coincident Indicator of the Euro Area Business Cycle

                            
                                By
                                    
                                    
                                        
                                        Filippo Altissimo, 
                                        
                                    
                                        
                                        Antonio Bassanetti, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Are More Data Always Better for Factor Analysis?

                            
                                By
                                    
                                    
                                        
                                        Jean Boivin
                                         and 
                                    
                                        
                                        Serena Ng
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Implications of Dynamic Factor Models for VAR Analysis

                            
                                By
                                    
                                    
                                        
                                        James H. Stock
                                         and 
                                    
                                        
                                        Mark W. Watson
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Monetary Policy in Real Time

                            
                                By
                                    
                                    
                                        
                                        Domenico Giannone, 
                                        
                                    
                                        
                                        Lucrezia Reichlin, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Monetary Policy in Real Time

                            
                                By
                                    
                                    
                                        
                                        Domenico Giannone, 
                                        
                                    
                                        
                                        Lucrezia Reichlin, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Tracking Greenspan: Systematic and Unsystematic Monetary Policy Revisited

                            
                                By
                                    
                                    
                                        
                                        Domenico Giannone, 
                                        
                                    
                                        
                                        Lucrezia Reichlin, ...
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.120 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	

