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Construction and utility test of
financial condition index based on FAVAR

XU Dilong, LIU Yanqgiong, GUO Yaoqi

(1. Finance and Statistics School of Hunan University, Changsha 410079, China;
2. Mathematics and Statistics School of Central South University, Changsha 410083, China)

Abstract: A general revision shows that the current study, most papers chose specific benchmark interest rate,
exchange rate, house price and stock price to build FCI index, losing a lot of economic information. This paper
establishes factors enhancing vector auto-regression model system, chooses interest rate categories, exchange rate
categories, house price categories and stock price categories about 69 economic indicators, constructs the nation’s
financial conditions index through the generalized impulse response function empowering, and empirical analyzes
predictive ability of financial conditions index to Chinese inflation rate. The results show that financial conditions index
compiled by employing of FAVAR model can predict the next 5~8 months inflation running trend of inflation rate,
which has a leading role to inflation rate. Finally, it suggests the government agencies to compile financial condition
index regularly and proactively develop policies so as to timely help reduce the level of inflation.

Key Words: Financial Conditions Index (FCI); FAVAR Model; Inflation Rate; Generalized Impulse Response
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