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Introduction

THIS BOOK IS ABOUT economic indicators. It must be—it says so on the cover! But it’s more than that. It’s about helping you protect your money. No matter how much or how little that is, you deserve to keep it and, with a little luck and a lot of savvy, see it grow. The best way to do that, we think, is to watch trends in data. Not just a few key metrics followed by everyone (yes, those too) but a whole slew of them, many of which most people have never heard of. We think to really have an edge, investors need to get creative, maybe even a little wacky, and look at the economy not just outside the box but inside the diner, the fast-food restaurant, and out on the street. You’ll see what we mean by that later on, near the end of the book.

Anyone with any investment portfolio whatsoever knew pain when the Great Credit Crunch hurled stock markets into turmoil in 2008 and into 2009. Investors large and small watched while their wealth shrank by the day, and sometimes even by the hour.

This book is about you not letting that happen again. To achieve that we’ll show you how the economic indicators we’ve chosen can help you see the turns in the economy before they happen. With that prescience you can then make changes to your investments ahead of time and avoid the suffering you probably felt during the past couple of years.

Protecting one’s nest egg in this way is crucial to investing success. After all, what is the sense of beating the market for five, ten, or twenty years only to have the market beat you senseless in a financial crash? And after the ugliness is over, will you have the foresight and the guts to jump back in while the getting is still good? The financial crisis of 2008–9 and its aftermath suggest that most investors were insufficiently nimble because they were looking at what the economy was rather than what it would become.

While collectively these investors lost trillions of dollars, the problem is that many appear to be no wiser about the economy or investing than they were before the crisis. They seem destined to play it too safe when they should be making risky trades, and making risky investments when they should be playing it safe. In essence they will buy high then sell low, and then eventually buy back high again. That is the exact opposite of a profitable investment strategy.

Such an unhappy outlook for investors will remain the same—unless, that is, they digest the lessons of this book, which aims to teach investors how to invest across the business cycle, not just when prices are rising. In other words, this book intends to provide investors with sophisticated ways of thinking about the economy, not to lead them by the nose to specific investments. You know the parable about how giving a man a fish only feeds him for a day, but teaching him how to fish feeds him for a lifetime? The same goes for investing.

Use the Clues

Discerning the economy’s direction—whether it will soar, plummet, or stagnate—may sound difficult, and it certainly isn’t easy, but the economy can’t help but constantly provide statistical clues about its health. Those clues can be seen using economic indicators. Some, called leading indicators, point to where the economy is heading. Others, called coincident, provide clues about its current position. Yet others, so-called lagging indicators, tell us where the economy has been. Leading indicators provide the most obvious basis for profit-making ideas, but concurrent and lagging indicators are important, too.

In case you haven’t sensed it yet, at the points at which we discuss specific investment strategies and not just simple economics, we think mostly about intermediate and long-term investing, not day trading, foreign exchange dealing, derivatives swapping, or other forms of short-term speculation. That sort of stuff is best left to technical analysts, computers, and large sophisticated players.

Who we can help are people who want to use economic data and indicators to discern what is actually going to happen to the economy next month or next year and invest accordingly now to reap gains later.

If you look around enough bookstores, you’re bound to encounter other books on economic indicators, including one that purports to unlock their secret clues and at least one that explicitly aims to help people with below-average intelligence understand some of the most complex concepts known to humanity.

We make neither claim. This book is certainly not for novices, but at the same time you don’t have to already have a PhD in economics to understand it. It also contains no “secrets.”

The information contained in this book, though often obscure to some people, is mostly readily available. All we have done is to find, compile, and explain it in what we hope readers will find a succinct and entertaining way.

We also believe that people have to do at least some research and forecasting on their own. A wet-behind-the-ears beginner can’t tell the difference between a true expert, a quack, and a knave. So it is important to develop some expertise of your own.

The Fantastic 50

When we decided to put together a list of indicators to help readers understand what was going on in the economy we wanted to develop one that covered the entire economy. We also decided to exclude some of the big indicators that you’ve likely heard of. So you won’t find the CPI (the Consumer Price Index measure of price inflation) in our list because even those with just a casual interest in the economy have heard of that common measure of inflation. Knowing what everyone else knows will not put you ahead of the pack.

Instead you need to look beyond the obvious. That’s why our list is mostly well off the beaten track. The indicators included can help you understand where inflation (and not just consumer prices), GDP (gross domestic product, the measure of the entire output of goods and services in the economy), and (un)employment are going next—but before they go there.

If fifty sounds daunting, keep in mind that the economy is a shape-shifting beast best examined from many angles and multiple perspectives. Some perspectives are more important than others, but all help to provide a more nuanced and textured portrait of the business cycle. And you really do need a sophisticated portrait of the economy because there is no one-size-fits-all indicator.

Many indicators move wildly up and down from month to month for random reasons, such as a freak storm or a fluke order. Moreover, due to pressure to put numbers out quickly, many indicators are merely guesstimates that will be revised later, sometimes drastically. Finally, many indicators, like house sales, have to be seasonally adjusted. Adjustment techniques, however, are far from foolproof and may over- or undercompensate for seasonal fluctuations.

Analyzing a selection of carefully chosen indicators is a better way of sorting out what’s known as “statistical noise.” The intuition behind our view that many indicators should be consulted is simple: the more indicators that point in the same direction, the more likely they are pointing to a real economic phenomenon and not a random or seasonal change. We consider the indicators we chose to be the best based on four simple criteria:


1. Timeliness: If the information is stale before it is available, why bother?

2. Accuracy: If the data is unreliable or is frequently revised, why bother?

3. Exoticness: If most investors already know and use it, why bother?

4. Degree of linkage to the real economy or the practical world of investing: If it doesn’t tell us where things are going, where the economy is now, or where it has been, why bother?



Having spent a combined period of over half a century engrossed in economics and economic history, we had a good sense of where to start. But that alone wasn’t enough. Like anyone else we are prone to human error. So we asked colleagues—journalists, financial market professionals, and academics—to see what they thought of our list. We took note of their comments and made the necessary modifications. We are grateful for the input.

One thing we note about our selection process: Even among the people we know— people who spend all day, every day, thinking about economics and investing—no one was previously aware of every one of the Fantastic 50. That’s right. It seemed there was a surprise for everyone—a Christmas come early for economists if you like.

In short, if you want to know where the economy has been, where it is, and where it is headed, start here!

How This Book Works

We describe our Fantastic 50 in a standardized four-part format. Section 1 provides a short description and section 2 a time series graph or other illustration. Section 3 is called “Investment Strategy” and provides tips on how to use the indicator. Finally, section 4 briefly summarizes the indicator’s key aspects and provides a short discussion of where to get the data.

The most famous equation in physics is Einstein’s E=MC2. The equivalent for macroeconomics is GDP = C + I + G + NX. This equation represents the components of GDP, the most widely accepted measure of economic activity in the economy. More plainly, it tells us how much stuff the economy produced in a given quarter or year.

With that equation in mind we arranged our indicators alphabetically within those broad categories of consumption (C), business investment (I),1 government (G), and net exports (NX). Those components encompass everything that happens in an economy, and we have indicators for each one.

We also put together an additional category for indicators that point simultaneously to multiple GDP components. On top of that we included a final category for indicators that point to inflation, fear, and/or uncertainty. While this way of organizing the material will be intuitive to anyone who has taken basic courses in economics, it also means that the book begins with some of the more technical indicators. Those interested in the sexier chapters should not fret, however, as the ending is spicier and can be skipped to at any time with a few flicks of the thumb and forefinger or clicks on the computer keyboard. The Fantastic 50 is not a linear narrative that must be encountered page by page but rather a web that can be explored at will.

As part of our research for each indicator, we interviewed seasoned professionals who are intimate with how different statistics reflect changes in the underlying economy. You will find quotes and explanations from them to give you the benefit of their wisdom and to help give you a three-dimensional, textured view of the economy in general and investing in particular. As you will see, we cast our net wide in this endeavor.

We have also embedded our Fantastic 50 with a few helpful “apps.” For faster reference, each indicator is clearly labeled as leading, coincident, lagging, or some combination thereof. Cross-references to related or similar indicators are prominently displayed too. Finally, at the end of each indicator you’ll find an “Exec Summary” box that concisely reviews seven of its most important attributes:


• When to look for the data.

• Where to look for the data.

• What to watch for in the data.

• What that means in terms of the outlook for the economy or a particular sector.

• What to do to make yourself some money or to prevent yourself from losing some: Some of the advice is very specific, like what investment decisions to make under what circumstances. Some of it is more generic. In the simplest terms, make safer investments when the economy is going into a recession and riskier ones when it is coming out of a slump. We’ve also added a more technical note at the bottom of this page to help explain other aspects further. 2

• Risk level of the investment strategy suggested above.

• Profit potential of assuming the risks described above, where each $ represents up to 10% annual return: Risk and reward are of course positively correlated—the higher the risk assumed, the higher the potential reward. Please note we used the word “potential” in the previous sentence. The higher the possible payoff, the less likely it becomes. But you knew that (we hope!).



Is it really necessary to learn about and track all fifty of these indicators in order to thrive as an investor? No, you could get really, really lucky and stumble onto the next Google, a tech stock that made early investors rich. Of course you are just as likely to buy the next Enron or Lehman Brothers—both now-defunct firms that were once big players in financial markets. In simple terms, the more data you track the better an intuitive feel you will have for what is really going on in the economy. At first it may seem confusing or you may feel you are learning less and less. But pretty soon you’ll start seeing the big picture and that will help you invest better.

You’re human, so you’ll still make mistakes that will cost you money. However, if you use the knowledge contained in this book, such losses will likely be smaller and more quickly reversed. Additionally, if you learn to listen to the economy’s rhythms you can pick appropriate asset sectors before most other investors, giving you a distinct advantage. The indicators explained in the following pages will help you to maximize exposure in the right places and minimize it in the wrong ones, so read on and never stop studying.





Consumption
 (C)

THIS SECTION DETAILS FIVE indicators of consumption, a category that includes personal expenditures on durable goods such as cars, furniture, and appliances; nondurable goods such as food, clothing, and fuel; and services such as health care, transportation, education, and recreation.

These days, consumption constitutes about 70% of the U.S. economy, making it a category you can’t ignore. Monitoring the indicators in this section of the book will keep your finger on the pulse of this huge component of economic activity.





Chapter 1
 Automobile Sales

Leading into Recessions, Coincident with Lagging Recoveries
(See also ISM Manufacturing Survey)

BACK IN 1953 THE head of GM, Charles Wilson, said that “what was good for the country was good for General Motors and vice versa.” It’s still true that cars (GM’s or otherwise) count when it comes to the economy, especially for the manufacturing sector.

Just think about all the things that are needed to make a car or truck: steel sheet for body panels, paint, glass for wind-shields and lights, copper for electrical wiring, rubber for tires, plastic, fabric, and possibly leather for interiors. What it all means is that when the big car companies like Ford Motor, Toyota, General Motors, Chrysler, Honda, and Hyundai are making and selling cars, then businesses in a lot of ancillary industries are working hard too.

“This is not a niche indicator,” says Campbell Harvey, professor of finance at Duke University’s Fuqua School of Business. “The auto industry is interconnected with so much else that by watching its movements you get some view of the overall health of the economy.”

For most people, the cost of a car or truck is large—a major purchase second only to the cost of buying a house or apartment. A new car that costs thirty thousand dollars (not an unreasonable price at the time of writing in 2010) would be a large chunk of many folks’ pretax annual income, and greater than a year’s pay for some. As a result, many people borrow money to buy cars and trucks. When they do, it tells us something about how confident they feel about their economic and financial future. “They are not going to go out and buy a car if they think there is reasonable chance they’ll get laid off,” explains Harvey.
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Investment Strategy

Car sales are a decent leading indicator of impending recessions as people tend to back off buying cars when they don’t feel confident about their jobs. Coming out of a recession, car sales tend to lag because most people wait until the economy has clearly turned upward before making such a major purchase.

As shown in the accompanying chart, sales of new autos slowed before the 2000–1 downturn. They picked up a little during the mid-decade boom before dropping dramatically in 2007 as the economy began to show signs of weakness.

One of the keys with automobile sales is to focus on sales and leases of new cars because, in the end, they drive the other parts of the economy. The sale of a used car doesn’t actually mean any new materials were used, although it’s still a good sign that people want to buy another vehicle.

That said, when parsing the automobile sales data you need to look for trends.

“Try to detect a clear momentum, a positive or negative trend,” says Harvey. “Take a look at where we are relative to recent history and see if there is any consistency.”

If there is a consistent decrease in sales, then we are likely seeing the economy head into a period of weakness, he says. Likewise, if the trend is higher, then the economy may be improving. Harvey also notes that the fact that so many people borrow to buy cars can actually disturb the sales trends a bit. During economic slowdowns interest rates tend to fall, thus making borrowers’ car payments much lower, sometimes dramatically so. That added affordability can sometimes drive sales up a tad better than expected when the economy is weak.

When automobile sales look like they are signaling a slowdown or recession, it makes sense to avoid investing in assets usually sensitive to the economic cycle. In other words, shun stocks in favor of government securities and high-quality corporate bonds.



EXEC SUMMARY: AUTOMOBILE SALES

When to look: Auto sales figures are released on the first business day of each month. The data covers the previous month’s sales.

Where to look: Reporters working for The Wall Street Journal file breaking news stories on WSJ.com as the various auto companies release their data. When all the data is released, an overall story is published that explains all the figures and interprets the state of the industry.

Go to The Wall Street Journal online’s, “Market Data Center” for a quick read of the data and how it compares to what investors were expecting. You’ll find the data center at www.WSJMarkets.com. When you are there, you’ll need to go to the “Calendars & Economy” section and find the “Auto Sales” link.

Other sources include the website of the Bureau for Transportation Statistics: www.bts.gov/publications/national_transportation_ statistics/. The car-making companies, such as General Motors, Ford Motor, Chrysler, Hyundai, Honda, and Toyota, also provide detailed disclosures of their sales figures.

What to watch for: Decreases in new automobile sales and leases.

What it means: People are pulling back due to fears about their future employment status.

What to do: Avoid investing in assets usually sensitive to the economic cycle. In other words, shun stocks in favor of government securities and high-quality corporate bonds.

Risk level: Medium.

Profit possibility: $$







Chapter 2
 Chain Store Sales

Coincident

AMERICANS LOVE TO CONSUME stuff, and consumption is a vital part of our overall economic well-being. Because most of us go to retailers in order to buy goods and services, we can gain insights into the health of consumption by looking at retail sales.

Although much of the data on the retail sector is available only long after the fact, some of it is very timely, and it comes from some of the most sophisticated retailers in the world, including chain stores like Saks (SKS) and The Gap (GPS) and membership warehouse retail stores such as BJ’s (BJ) and Costco (COST). Together, the chain stores represent only 10% of overall retail sales, but the data about these companies’ sales is available every Tuesday for the week through the prior Saturday.

This data is important for more than just its timeliness. Chain stores tend to operate across the entire United States and not just regionally. So we can get a national read on the state of consumption.

In addition, chain stores are master sellers. They use the latest selling techniques and hire the savviest marketers. They also have the financial weight and the robust distribution systems to get first dibs on the latest new gadgets. Why does this matter? Because if the big guys aren’t selling, then the rest of the retail world stands little chance.

There are two sources of basic data: the Johnson Redbook Index and the ICSC-Goldman Sachs Weekly U.S. Retail Chain Store Sales Index. Both entities also put out monthly figures. (For a broader view that includes smaller retailers as well, see the Census Bureau’s monthly retail sales report.)

Investment Strategy

Economic forecasters should watch this data closely because of the giant portion of overall GDP that consumption represents. When the data shows that chain store sales have increased, then the consumption component of the overall economy is probably doing quite well. When chain store sales are weak or falling, then the opposite is likely true.

Data on chain store sales can also be used when deciding whether to invest in retail stocks like Saks (SKS), Target (TGT), and J.Crew (JCG).

But you need to be careful. “You have to be really good and nimble to buy a stock based on this data,” says Kristin Bentz, a veteran retail industry analyst at the Conshohocken, Pennsylvania– based investment bank PMG Capital.
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Still, she has some useful tips for the would-be investor. In the first place, not all of the chain store sales data is that useful to investors. Sales of big retailers go up and down for many reasons including the opening and closing of different stores. To get useful information, new stores (those open less than twelve months) need to be excluded.

Instead, investors in retail companies look at the sales of stores open for a year or more. The data is known as the same-store sales in the United States and (like-for-like sales in Britain). It’s a measure of the efficiency of retailing operations. This data is available the first Thursday every month, so it’s not as timely as the raw data but it’s far more useful for investors.

“When picking a stock to buy you want sequential and year-over-year same-store-sales growth,” Bentz says. More simply: The data should show increased sales when compared to the same period a year ago and when compared to the prior month.

“That tells you the product is right, the trend is right, and the customers are coming back month after month,” she explains.

On top of that it’s important to look at what expectations of same-store sales were for that period. A company can have the right year-on-year and sequential results but still fall short of what analysts were expecting, and in that case the stock would likely suffer.

“When you get sequential and period growth, and the company is beating forecasts, then that’s a buy,” notes Bentz.

She adds that during the boom years it made some sense to look at exchange-traded funds that tracked the value of a basket of retail stocks, like the SPDR S&P Retail (XRT) ETF. But during the Great Recession things changed. Now, she says, not all retailers are created equal and it therefore makes sense to pick and choose which stocks to buy.



EXEC SUMMARY: CHAIN STORE SALES

When to look: For monthly same-store-sales data, be on watch the first Thursday of the month; weekly data from ICSC and Red-book data are available early Tuesday mornings.

Where to look: The Wall Street Journal closely follows retail sales figures. Journal reporters file breaking news reports on retail sales figures as the numbers are released. Check for articles covering the entire industry, as well as those with company-by-company detail.

Go to The Wall Street Journal online’s “Market Data Center” for a quick read of the data and how it compares to what investors were expecting. You’ll find the data center at www.WSJMarkets.com. When you are there, you’ll need to go to the “Calendars & Economy” section, look for “U.S. Economic Events,” and find the links to ICSC and Redbook on Tuesdays. Monthly same-store-sales data is available directly on many publicly traded retailers’ websites.

The Johnson Redbook Index is available to clients of Redbook Research, although there are some samples available at no charge on its website: www.redbookresearch.com.

For those willing to pay, Bentz recommends going to Retail Metrics, where proprietor Ken Perkins provides an “enormous” spreadsheet of all the data.

What to watch for: Increases (declines) in year-over-year same-store-sales growth, as well as month-to-month increases.

What it means: Stores are doing well (struggling).

What steps to take: Buy (sell) as expectations of year-over-year same-store sales improve (degrade).

Risk level: Medium.

Profit possibility: $$







Chapter 3
 Consumer Sentiment

Leading

THE UNITED STATES MAY be many things, but if nothing else it is a nation of spenders. As a result, investors and economists devote a massive amount of time worrying what “the consumer” thinks, or how he is feeling. Simply speaking, when consumers feel better they spend more.

Despite all that angst, very few economic indicators just plain ask the proverbial man on the street, “How are you feeling?” Most other indicators measure what people have done or are doing.

The simple idea of asking what you and I are thinking or feeling has been taken up by two institutions: The Conference Board and the University of Michigan, which publish the Consumer Confidence Index (CCI) and the Michigan Consumer Sentiment Index (Michigan Sentiment), respectively.

These two indices pretty much measure the same thing: How good are you feeling, economically speaking, right now and how do you feel about the future? The data is collected by polling households.

Simply speaking, higher numbers on these indicators indicate that consumers believe the economy will improve or that it will continue to chug along. For instance, if the CCI increases from 49 in April to 55 in May, consumers believe that conditions are improving. Likewise a lower or falling number does not augur well for the future of the economy.

The Michigan Sentiment survey is published twice each month, with the first reading out slightly ahead of the CCI. In addition, the Michigan Sentiment is included in other government statistics, which gives it added weight with observers.

But for those willing to dig beyond the headline figures, the CCI is useful also. It includes survey data on spending plans for big-ticket items such as cars and major appliances. There is also data on inflation expectations and a breakdown of sentiment by age and income.

A minor problem with both of these indices: They are very volatile, and there is frequently so much noise, so many random ups and downs in the results that it makes them hard to interpret.

Part of the reason for this volatility is that the psyche of the individual being polled can be affected by many things. For instance, a spike in gasoline prices or terrorist attacks can weigh down on consumer sentiment. The chart of University of Michigan’s index visually illustrates the short-run volatility. But it also shows that sentiment generally falls dramatically going into recessions.
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Investment Strategy

Because of the huge volatility in the two sentiment indicators, investors need to proceed with caution when using them. “What we really try to do is look at the trend, not a single point in time,” says Art Hogan, chief market analyst at investment banking firm Jefferies in New York. Or more simply, one sunny data point does not signal an economic summer. A jump in sentiment could occur for any number of reasons that don’t reflect a sustainable trend. “Try to blend out that one-month figure and look at a three-month moving average and that will
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