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Commodity-based 
indicators: separating the 
wheat from  the chaff

In terms of pedigree, commodity pric
es are the ultimate economic indica
tors, as they have been used to assess 
business conditions since markets were 
invented. During the early days of 
market economies the preeminence of 
commodity prices rested on two funda
mental economic truths. First, since 
these economies offered few other 
goods or services, commodities had a 
direct and strong link to the perfor
mance of the overall economy. Sec
ond, since commodities of one sort or 
another were often used as units of 
account, commodity prices were also 
excellent measures of inflation. In 
modern economies neither of these 
truths still holds. Today, commodities 
make up only a very small proportion 
of overall economic output, and un
backed national currencies dominate 
the exchange process. In modern 
industrialized economies, any contin
ued usefulness of commodity prices to 
measure business conditions is more 
statistical in nature than the result of 
any logical necessity.

Nevertheless, the run-up in commodity 
prices and commodity price indexes 
that occurred between January 1993 
and March 1993 (see figure 1) generat
ed significant concerns about inflation. 
Should we have been concerned? Not 
really. Commodity prices are among 
the most sensitive and volatile of exist
ing economic indicators, and this 
characteristic is both their strength 
and their weakness. In fact, since com
modity prices respond with vigor to a 
wide variety of economic events, it is 
a difficult and often treacherous exer
cise to determine the meaning of any 
pardcular surge. Weather-related phe
nomena, for instance, often affect

commodity7 prices enor
mously without signal
ing anything about 
inflationary pressures.

In this Chicago Fed Letter 
we present a new ap
proach to interpreting 
commodity7 price chang
es that allows us to sepa
rate price changes that 
have significant implica
tions for inflation and 
output grow th from 
price changes that mere
ly reflect the rapidly 
shifting idiosyncratic 
circumstances of individ
ual commodity7 markets.
We use this year’s run
up as an example of how a superficial 
interpretation of commodity price 
changes can be highly misleading.

Our analysis begins with two simple 
but critical realities. First, at any given 
moment, not all commodity7 prices are 
signaling the same events. Second, 
each commodity price is signaling 
something about price and about 
output at the same time. Once we 
recognize the importance of these two 
attributes, we can identify the price 
signals, analyze their individual con
tent, and then compare and contrast 
signals in order to understand better 
the forces behind them.

Commodity price indexes: tiirning 
apples and oranges into juice

One w ay of translating a wide range 
of individual price signals into com
mon units is by constructing indexes. 
In simple terms, commodity' price 
indexes are typically calculated as the 
weighted average of the different com
ponent commodity prices. In our 
analysis, we look at three indexes: 
the Commodity Research Bureau’s

Futures Price Index (CRB) of 21 equal
ly weighted commodities, the Journal 
of Commerce Industrial Price Index 
(JOCCI) of 18 components with indi
vidual weights, and the Change in Sen
sitive Materials Prices (SMPS).1 SMPS 
is calculated as the moving average of 
the monthly changes in the Index of 
Sensitive Materials Prices, which itself 
includes 25 components.

Analysts often use commodity7 price 
indexes to construct forecasts of future 
infladon. A sudden surge in any of 
these composite indexes may need to 
be viewed with caudon, however, since 
it may result from a temporary run-up 
in just one component o f the index.
An alternative approach to using these 
indexes to forecast inflation is to con
struct forecasts based on the prices of 
single commodities. Typically, each of 
these individual forecasts is less accu
rate than a forecast based on the 
composite index, since the composite 
index at least allows some of the ran
domness that affects individual com
modity prices to average out. Nev
ertheless, the overall pattern of the 
individual commodities’ forecasts can
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still tell us something about isolated 
and short-lived price surges.

In our analysis, we produce inflation 
forecasts both from commodity' price 
indexes—CRB JOCCI, SNIPS—and 
individual commodity' prices, which we 
call indicators. We measure inflation 
as the percent change in the level of 
the Consumer Price Index (CPI) from 
fourth quarter to fourth quarter, and 
our forecasts rely on past data of both 
the CPI and the indicator. Moreover, 
our results are estimated with data 
through the first quarter of 1993. This 
allows us to focus on the run-up in 
commodity prices that occurred at the 
beginning of 1993 to show how com
modity prices can at times be mislead
ing indicators of future inflation.

Lumber: the effect o f an outlier

Lumber underwent a temporary' surge 
in prices during the first three months 
of 1993. That surge was due to a 
weather-related drop in lumber pro
duction combined with a temporary' 
increase in the demand for building 
materials. The spot price of lumber 
reached an unprecedented $439 per 
thousand board feet in March. By 
June, the price of lumber had fallen to 
approximately $236 per thousand 
board feet, which was close to its late-
1992 level. The surge in lumber prices 
produced a surge in the commodity' 
price indexes, which also rose from 
January through March. For example, 
JOCCI went from 98 in January to over 
100 in March. Similarly, CRB rose 
from 201 to 210 over the same period. 
By June 1993, JOCCI and CRB had 
fallen back to approximately 96 and 
205, respectively.

Figure 2 presents inflation forecasts for
1993 and 1994 based on each of the 
three commodity price indexes and 
on 28 individual commodity prices.2 
Forecasts for 1993 range from a low7 of 
2.76% to a high of 6.12%, with a mean 
and median of 3.32% and 3.27%, re
spectively. Lumber produced the high
est 1993 inflation forecast, 6.12%. 
Clearly, the 1993 inflation forecasts 
from commodity price indexes in fig
ure 2 would have been lower were it 
not for the temporary surge in lumber

prices. The 1994 inflation forecasts, 
also in figure 2, confirm this point. In 
fact, they are considerably lower than 
the 1993 forecasts and range between 
1.28% and 3.89%, with a mean and 
median of 2.91% and 2.96%, 
respectively. The apparent price pres
sures displayed in 1993 by some of the 
indicators clearly disappear in 1994.

The wide range of inflation forecasts 
for 1993 shown in figure 2 indicates 
that because commodity prices vary 
considerably, forecasts based on the 
price of a single commodity are not 
useful by themselves. Moreover, 
composite indexes may also produce 
very different forecasts depending on 
the weight assigned to any one compo
nent and on the price variability' of that 
component. It is possible, in fact, that 
a transient price increase in just one 
component of the index may cause a 
commodity’ price index to send an 
unwarranted signal of inflationary 
pressures.

Despite these compositional concerns 
in interpreting commodity' price index 
movements, it appears that many econ
omists and business analysts react to 
these temporary run-ups in commodity 
prices by changing their forecasts of 
inflation. For example, the Blue Chip 
Economic Indicators’ forecast of CPI 
growth for 1993 stood at 3.1% in Feb
ruary, just before the sharp rise in 
prices.3 After the large r-than-anticipat- 
ed increases in some commodity7 
prices, the Blue Chip’s consensus fore
cast of CPI growth for 1993 rose to 
3.2% in April and 3.3% in May, sug
gesting that a number of economists 
had altered their expectations of infla
tion in response to the surge in com
modity' prices. By the time the indexes 
fell in August 1993, however, the Blue 
Chip’s consensus forecast for CPI 
growth in 1993 wras back to a little 
more than 3.1%.

Taking the analysis one step further

To get a clearer assessment of the reli
ability' of the forecasts produced by the 
indicators in our analysis, we use each 
indicator in figure 2 to produce fore
casts of CPI and real gross domestic 
product (GDP) growth rates for 1993

2. Inflation Forec —

In d ica to r 1993 1994

4 t h  q u a r t e r / 4 t h  q u a r t e r

JOCCI 3 .7 8 3.14

SM PS 3 .3 9 3.02

CRB 3 .2 9 2.91

L u m b e r 6 .12 1.28

Cocoa beans 2 .97 2.72

B urlap 3.11 3.13

C offee 3 .02 2.87

C oppe r scrap 3 .3 0 3.14

C o tton 3 .7 4 2.85

Eggs 3 .42 3.17

F lou r 2 .76 2.24

Hogs 3 .29 3.07

Lead 3 .3 6 2.79

S oybean  o il 3 .35 2.96

C o ttonseed  o il 3 .1 3 2.79

Pork be llie s 3 .2 3 2.89

B ro ile rs 3 .39 2.94

R ubber 3 .1 2 2.66

S teel scrap 3 .6 8 3.00

S ilve r 3 .2 8 3.03

S teers 3 .4 5 3.08

W o rld  su g a r 3 .27 2.83

W o o l 2 .85 3.89

W h e a t 2 .7 9 2.23

Z inc 3 .1 5 3.35

G o ld 2 .9 6 3.08

P lyw oo d 3 .32 2.46

P la tin u m 3 .1 3 3.10

C o tton  c lo th 2.91 3.76

Fuel o il 3 .2 6 3.02

C oppe r 3 .22 2.80

and 1994. We consider an indicator 
reliable if the forecasts it provides for 
CPI and GDP growth seem reasonable 
and can be rationalized in the light of 
other economic conditions. For exam
ple, if the price of tea in China pro
duced a CPI forecast of 5% and a GDP 
forecast of -20%, that would be difficult 
to rationalize in the absence of a large, 
identifiable supply shock to the U.S. 
economy. The two forecasts could 
thus be rationalized but w7ould not 
seem reasonable given the current 
state of the U.S. economy. Using this 
approach, w7e can filter out indicators 
that seem subject to idiosyncratic ab
normalities.

We plot the indicators’ forecasts of CPI 
and GDP grow th (fourth qarter over
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fourth quarter) in figures 3 and 4. The 
horizontal axis measures each indica
tor’s GDP growth forecast; indicators 
that predict rapid growth in GDP tend 
towards the right-hand side, slow 
growth towards the left. The vertical 
axis measures each indicator’s CPI 
growth forecast; indicators that predict 
high inflation tend toward the top, low 
inflation towards the bottom.

Figure 3 shows just how aberrant lum
ber’s 1993 inflation forecast is. Most 
of the other forecasts in the figure tend 
to group between 2.97% and 3.74%. 
Viewed in this context, lumber’s 6.12% 
seems more than a little odd. Of 
course, an inflation rate of over 6% in 
1993 might not seem so unlikely if one 
believed that real activity7 * was going to 
grow 5% in 1993, which is lumber’s 
forecast for GDP growth. Lumber was

not just signaling previ
ously undetected infla
tion, it was also forecast
ing a massive undetec
ted surge in economic 
activity. Clearly, lum
ber’s forecasts can be 
rationalized, but they 
do not seem reasonable. 
It is important, there
fore, to analyze a fore
cast based on an individ
ual commodity price not 
only in the context of 
other such forecasts, but 
also in the context of 
whatever else that com
modity price is forecast

ing. A two-part reality check such as 
this can help one assess the reasonable
ness of other forecasts based on single 
commodity prices.

Unpredictable price movements such 
as those in lumber are not one-time 
events. Between March and June 1993, 
when lumber prices fell almost 50%, 
the spot price of gold jumped over 

12%. It continued to 
rise to a peak of over 
$400 per ounce during 
the week of August 4, 
then declined rapidly. 
This surge in gold prices 
generated another dis
tortion in the commodi
ty indexes, which with
out detailed analysis 
might have seemed like 
a continuation of the 
earlier warning based 
on lumber prices.

There is still another 
reason to believe that 
price increases during 
the first half of 1993 in 
commodities such as 

lumber and gold were only temporary 
surges due to a variety7 of short-lived 
economic events. As figure 4 shows, 
anomalous inflation forecasts clearly 
disappear in 1994, and the “cloud” 
of forecasts from commodity prices 
and commodity price indexes moves 
towards the lower portion of the 
graph, indicating lower overall inflation 
forecasts.
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Conclusion

The above analysis points out that 
forecasts from economic indicators can 
be distorted by a large variety7 of events, 
and that the simple use of any single 
indicator can be misleading. No 
amount of statistical analysis can deal 
with the incredible variety of special 
factors that can distort any specific 
model. But breaking those predictions 
apart can often yield valuable qualita
tive information.

—Francesca Eugeni, Charles Evans, 
and Steven Strongin

'T he  Com m odity Research B ureau’s Future 
Price Index  (1967=100) is com piled by the 
Commodity Research Bureau, Inc., Chica
go. T he Jou rna l of Commerce Industrial 
Price Index  (1980=100) is compiled by the 
C enter for International Business Cycle 
Research at Columbia University, New York. 
T he C hange in Sensitive Material Prices 
(1982=100) is compiled by the U.S. Depart
m en t o f Comm erce, U.S. D epartm ent 
o f Labor, an d  Commodity Research 
B ureau, Inc.

C o m m o d ity  prices are averages o f spot 
prices from  the Wall Street Journal

3T he data a re  from Blue Chip Economic 
Indicators, Capitol Publications, Inc., Alex
andria, VA, February-August 1993. The 
Blue C hip Economic Indicators’ consensus 
forecast is th e  average forecast from a sur
vey o f 51 economists. In this Chicago Fed 
Letter, we quote  the Blue C hip’s inflation 
forecasts o n  a fourth quarter over fourth 
quarte r basis. We calculated them  as the 
average o f the  Blue C hip’s consensus fore
casts o f the CPI quarterly percen t changes 
at annual rates.
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The Midwest Manufacturing Index (MMI) depicted a modest increase in industri
al output in August. After the surge in output in late 1992 and early 1993, there 
was a clear loss of momentum during the summer. Within the overall MMI, a 
number of important Midwest industries experienced slower growth or actual 
declines in the summer, most notably the motor vehicle sector.

Industry assembly data during June, July, and August echoed the erosion in the 
motor vehicle component of the MMI, but much of this decline can be attributed 
to factors other than slowing demand. Auto dealers’ share of total retail sales has 
continued to rise in recent months, and has helped shore up expectations for 
expansion in Midwest manufacturing activity during the balance of 1993. 
Purchasing managers’ surveys showed renewed vigor in September.

Sources: T h e  M idwest M anufacturing  Index  
(MMI) is a com posite  index o f 15 industries, 
based  on  m on th ly  hours worked and  kilowatt 
hours. IP rep re sen ts  the FRBB industrial p ro
d u c tio n  ind ex  fo r the  U.S. m anufacturing  sec
tor. A utos an d  ligh t trucks are m easured  in an 
nualized  physical units, using seasonal adjust
m en ts dev e lo p ed  by the Federal Reserve Board. 
T h e  PMA ind ex  fo r the U.S. is the p roduction  
c o m p o n en ts  from  the NPMA survey an d  for the 
M idwest is a w eigh ted  average o f  the p ro d u c
tion c o m p o n e n ts  from  the Chicago, D etroit, 
an d  M ilw aukee PMA survey, with assistance 
from  B ishop Associates and  Com erica.
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