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Diffusion Index
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GDP Growth and the Philly Fed Index
Real GDP SAAR; Percent of Respondents Reporting a Decline
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Correlation: -0.667

 

Philly Fed Plummets: Noise or Signal? 
Weak early economic indicators for August have sent financial markets into 
a downward spiral, but how reliable are these indicators for forecasting 
recessions? Well, the most telling may be the sharp decline in the headline 
index of the Philadelphia Federal Reserve’s Business Outlook Survey 
(BOS). In August, the Philly Fed index plummeted to -30.7, the lowest 
reading since March 2009, with roughly 45 percent of manufacturing firms 
in the region reporting a decrease in activity. Moreover, the forward-
looking new orders component dropped to -26.8. While the BOS can be 
extremely volatile on a monthly basis, it can offer some insight on the 
plausibility of a recession.  

How Is the Survey Calculated? 
The BOS headline number is a diffusion index, which reflects how 
manufacturing firms in the Third Federal Reserve District feel about overall 
business activity. To construct the index, the percentage of firms reporting 
an increase in general business activity minus the percentage of 
respondents indicating a decrease in activity is calculated.  

What About the Possibility of Recession? 
Many forecasters know about the BOS’s ability to forecast national 
manufacturing activity, but how effective is it in projecting a recession? 
There are two ways to explore this question: first, by reviewing how the 
headline index performed in past recessions, and second, by drilling down 
to the percentage of firms reporting an increase or decrease. From a 
historical standpoint, we found that the index declined at least one month 
before every recession since 1969 with the exception of the 1973-75 and the 
2007-09 recessions. We also observed that since 1968, an index reading of  
-22 or less has always historically been associated with a recession.  

Another way to analyze the index is to use a simple regression. The first 
challenge with using a regression is that the index is based on a simple yes 
or no result, which can lead to spurious output. To alleviate this issue, we 
drill down and find that the percentage of respondents reporting a decrease 
is 67 percent correlated and statistically significant to real GDP growth with 
an R2 of 44 percent. We find that a one-point increase in the percentage of 
respondents reporting a decline can reduce real GDP growth by  
0.22 percentage points in the same quarter. Due to the high correlation, it 
turns out the spike in manufacturing firms reporting a decrease is indeed 
an early warning signal of looming economic distress. It is important to 
note, however, that while this one data point is convincing, one month does 
not make a trend. Our outlook is for real GDP to increase at around a  
1.0-1.5 percent pace in the second half of the year and a 1.1 percent pace in 
2012. While it is still too early to call a recession, we continue to 
acknowledge that there are significant downside risks to economic growth. 

Coeffticient -0.22

T-Value -11.66

R-Square 0.4443

Durbin-Watson 2.0662

Correlation -0.6665

Percent of Respondents Reporting a Decrease in Activity 
and Real GDP (SAAR)

Philly Fed General Business Activity 
and GDP Growth

 

Source: Federal Reserve Bank of Philadelphia, U.S. Department of Commerce and Wells Fargo Securities, LLC 
 

Philadelphia Fed Index: Can It Predict a Recession? 
Last week, the plunge in business activity in the Philadelphia Fed manufacturing survey roiled financial 
markets. While one month does not make a trend, the drop signals downside risks to real GDP growth. 



 

Wells Fargo Securities, LLC Economics Group 

 

Diane Schumaker-Krieg Global Head of Research 
& Economics 

(704) 715-8437 
(212) 214-5070 

diane.schumaker@wellsfargo.com 

John E. Silvia, Ph.D. Chief Economist (704) 374-7034 john.silvia@wellsfargo.com  

Mark Vitner Senior Economist (704) 383-5635 mark.vitner@wellsfargo.com 

Jay Bryson, Ph.D. Global Economist (704) 383-3518 jay.bryson@wellsfargo.com 

Scott Anderson, Ph.D. Senior Economist (612) 667-9281 scott.a.anderson@wellsfargo.com 

Eugenio Aleman, Ph.D. Senior Economist (704) 715-0314 eugenio.j.aleman@wellsfargo.com 

Sam Bullard Senior Economist (704) 383-7372 sam.bullard@wellsfargo.com 

Anika Khan Economist (704) 715-0575 anika.khan@wellsfargo.com 

Azhar Iqbal Econometrician (704) 383-6805 azhar.iqbal@wellsfargo.com 

Ed Kashmarek Economist  (612) 667-0479 ed.kashmarek@wellsfargo.com 

Tim Quinlan Economist (704) 374-4407 tim.quinlan@wellsfargo.com 

Michael A. Brown Economist (704) 715-0569 michael.a.brown@wellsfargo.com 

Tyler B. Kruse Economic Analyst (704) 715-1030 tyler.kruse@wellsfargo.com 

Joe Seydl Economic Analyst (704) 715-1488 joseph.seydl@wellsfargo.com 

Sarah Watt Economic Analyst (704) 374-7142 sarah.watt@wellsfargo.com 

 
 

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S broker-dealer 
registered with the U.S. Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the 
Securities Investor Protection Corp. Wells Fargo Securities, LLC, distributes these publications directly and through 
subsidiaries including, but not limited to, Wells Fargo & Company, Wells Fargo Bank N.A, Wells Fargo Advisors, LLC, 
and Wells Fargo Securities International Limited. The information and opinions herein are for general information use 
only. Wells Fargo Securities, LLC does not guarantee their accuracy or completeness, nor does  
Wells Fargo Securities, LLC assume any liability for any loss that may result from the reliance by any person upon any 
such information or opinions. Such information and opinions are subject to change without notice, are for general 
information only and are not intended as an offer or solicitation with respect to the purchase or sales of any security or 
as personalized investment advice. Wells Fargo Securities, LLC is a separate legal entity and distinct from affiliated 
banks and is a wholly owned subsidiary of Wells Fargo & Company © 2011 Wells Fargo Securities, LLC. 

 
 
 

 

SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE 


