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Introduction

INVESTING WITHOUT UNDERSTANDING the economy is like

taking a trip without knowing anything about the climate of

your destination or what season you’ll be in when you get

there. Just as inclement weather can wreak havoc with a

vacation, putting hard-earned money into the stock or bond

market when economic conditions are unfavorable or selling

investments for the wrong reasons can destroy financial

plans for a comfortable retirement, a new house, or a child’s

college education. This is as true today as it was when the

first edition of this book was being written in late 2003.

No one understands this better than Wall Street

investment banks, brokers, and research institutions. All

have adopted a top-down approach to securities analysis

that begins with a forecast of the general economic climate,

including interest-rate projections, currency forecasts, and

estimates of domestic and foreign economic growth. In this,

they are following one of the precepts laid down by

Benjamin Graham and David Dodd in their 1934 investors’

bible, Security Analysis: “Economic forecasts provide

essential underpinning for stock and bond market, industry,

and company projections.”

You don’t need to manage millions or billions of dollars,

however, to study economic conditions and plan your

investment strategy accordingly. You can get much of the

same information that Wall Street professionals use in their

analyses from the business sections of the nation’s

newspapers, magazines, evening news programs, the

Internet, and cable business channels.

Furthermore, you don’t need a degree in economics or

mathematics to interpret this information. In fact, many



graduates of such programs at the nation’s top universities

find themselves entirely unprepared for the real world of

finance.

This book attempts to bridge the wide gap between the

sometimes mind-numbing theories of textbook economics—

the principles that are taught on college campuses—and the

everyday world of Wall Street. It does so by focusing on a

dozen economic indicators, plus several others from fixed-

income and commodity markets that have been added in

this revised and expanded edition. These key indicators are

among the most valuable of any analyst’s or economist’s

tools.

Over the past century, thousands of economic indicators

have emerged, predicting everything from the demand for

gasoline to the size of harvests. Some are more fun than

functional, such as those claiming links between stock

performance for the year and which football conference, the

NFC or the AFC, wins the Super Bowl, or whether women’s

hemlines rise to midthigh or fall to mid-calf. Others

indicators are more serious, solidly based in economic

observations. These range from the arcane—such as the

indicator connecting the production level of titanium

dioxide, a constituent of pigments used in paints and

plastics, with the demand for building materials—to the

commonsensical. The price of copper, used in wiring and

many other construction elements, for instance, has a clear

relationship with the pace of housing activity. The same

could be said of economic growth and railroad car loadings,

shipping container production, wooden pallet shipments,

and the manufacture of corrugated boxboard and

packaging, all of which are connected with transporting

freight or manufactured goods. Over time, economists have

weeded out the least successful indicators, based on the

most dubious relationships, to arrive at a core of about fifty

consistently reliable ones that are must-haves in any



analytical toolbox. The indicators covered in the first edition

—and revisited in this new one—are among the most

accurate at depicting economic relationships that can

engender big swings in the financial markets.

After the first edition came out, I received close to a

hundred inquiries about the omission of certain significant

indicators. Many of my clients and other investors

questioned the exclusion of the import price index, for

example, or the absence of the consumer credit report.

There are indeed thousands of indicators currently in use,

some with exceptional track records of projecting economic

conditions such as employment, inflation, manufacturing

activity, and consumer spending. But including those would

have taken us further from the primary goal of the book,

which was to limit the list to a manageable number of key

economic indicators that are most relevant to the Street.

Nonetheless, across the many inquiries one reoccurring

and noteworthy theme presented itself: I had not included

any market-determined indicators, which many investors

felt were important components of their indicator tool sets.

Most of the indicators presented in the first edition are

constructed by U.S. government agencies such as the U.S.

Department of Commerce’s Census Bureau, the U.S.

Department of Labor, and the Board of Governors of the

Federal Reserve System, or are products of private

organizations such as the Institute for Supply Management,

the Conference Board, and the University of Michigan. Some

reflect principally the current state of the economy. Others

have excellent predictive powers, highlighting, for example,

industries that might outperform, thus helping identify the

likely path of economic activity. But many influential money

managers, hedge fund participants, and proprietary traders

rightfully raved about the usefulness of indicators that are

determined by the markets themselves.



For this reason I felt that, in revising this book, it was

important to include some of the more popular market-

determined measures. They conveniently fit into two

categories, fixed income and commodities, which we will

examine in Chapters 13 and 14 respectively.

All the indicators brought up to date in this new edition

still have one thing in common, however: In one way or

another, they all relate to the business cycle. Understanding

how they work will make the study of economics more

palatable and can make the pursuit of investment gains

more profitable.

THE BUSINESS CYCLE

The business cycle is one of the central concepts in modern

economics. It was defined by celebrated economists Arthur

Burns and Wesley Mitchell in their pioneering 1946 study,

Measuring Business Cycles, written for the National Bureau

of Economic Research (NBER), which today is the official

arbiter of the U.S. business cycle. According to Burns and

Mitchell, the business cycle is “a type of fluctuation found in

the aggregate economic activity of nations that organize

their work mainly in business enterprises: a cycle consists of

expansions occurring at about the same time in many

economic activities, followed by similarly general

recessions, contractions, and revivals, which merge into the

expansion phase of the next cycle.”

Figure I.1 U.S. Business Cycle Durations

Source: NBER



Figure I.2 GDP and Highlighted Recessions

Sources: U.S. Department of Commerce, Bureau or

Economic Analysis; NBER



No two business cycles are the same. As illustrated in

FIGURE I.1, during the relatively short time that people

have been measuring the U.S. economy, the length of

expansions, from economic trough to peak, and of

contractions, from peak to trough, have varied widely—

although the former, especially recently, have generally

been longer and steadier than the latter. Expansions have

ranged from 120 months (April 1991 to March 2001) to 10

months (March 1919 to January 1920), and downturns from

43 months (September 1929 to March 1933) to 6 months

(February 1980 to July 1980). The amplitude of the peaks

and troughs has also differed significantly from cycle to

cycle.

One way to think of the business cycle is as a graphical

representation of the total economic activity of a country.

Because the accepted benchmark for economic activity in

the United States is currently gross domestic product (GDP),

economists generally identify the business cycle with the

alternating increases and declines in GDP. Rising GDP marks

economic expansion; falling GDP, a contraction (see

FIGURE I.2). That said, the business cycle, as defined by

Burns and Mitchell, can’t be fully captured by one indicator,

not even the GDP. Rather, a compendium of indicators

reflects various aspects of the economy.



Economic indicators are classified according to how they

relate to the business cycle. Those that reflect the current

state of the economy are coincident; those that predict

future conditions are leading; and those that confirm that a

turning occurred are lagging.

INDICATORS AND THE MARKETS

The organization responsible for an indicator generally

distributes its report about an hour before the official

release time to financial news outlets such as Bloomberg

News, Dow Jones Newswires, Reuters, and CNBC. The

reporters, who are literally locked in a room and not

permitted to have contact with anyone outside, ask

questions of agency officials and prepare headlines and

analyses of the report contents. These stories are

embargoed until the official release, at which time they are

transmitted by the newswires to be dissected by the Wall

Street community. Most Wall Street firms employ economists

to provide live broadcasts of the numbers as they run across

the newswires, together with interpretation and

commentary regarding the likely market reaction. This task,

known as the “hoot-and-holler” or tape reading, is among

the most stressful performed by an economist. One slipup

can cost a trader or an entire trading floor millions of

dollars.

The more an indicator deviates from the Street’s

expectations, the greater its effect on the financial markets.

A 0.1 percent decline in retail sales, for example, might not

move the markets much if economists were looking for a flat

reading or a 0.1 percent rise. But if the consensus were for

an increase of 0.7 percent, and instead the 0.1 percent

decline hit the tape, the markets might well be rocked. That

said, it is always prudent for traders and other market



participants to keep apprised of what the Street’s

expectations are for key economic indicators such as those

covered here.



HOW TO USE THIS BOOK

You’ve no doubt read in a paper or heard on television or

the radio forecasts of economic expansion or recession. You

also probably realize that one is desirable and the other is

not. But you may not know how the economists quoted

came up with their predictions. Without this knowledge, how

can you judge how well considered or rash they are—and

whether to trust them in creating your investment strategy?

This book seeks to help you form your own opinions about

the possible direction of the economy and the markets and

to decide how to act based on those opinions.

Each chapter corresponds to an indicator, beginning with

the most comprehensive—the GDP and indexes of leading,

lagging, and coincident indicators—and continuing with

those tied to particular aspects or segments of the overall

economy, such as consumer prices, manufacturing, housing,

and retail sales. Every chapter contains four principal

sections: an introduction sketching out the major attributes

of the indicator and its effect on the markets; a discussion of

its origins and development; a description of how the

relevant data are obtained, analyzed, and presented; and an

explanation of how to incorporate these data into your

investment process. The last section also contains at least

one “trick”—involving either a little-known subcomponent of

the indicator or a combination of subcomponents—that Wall

Street economists use to get a clearer or more timely

picture of business activity. At the end of the book is a

listing of additional reading and resources, organized by

chapter, pointing those interested to references that discuss

the relevant indicator in greater detail.



In putting what you learn from this book into practice, you

might take some pointers from Wall Street. Just about every

investment firm has a pre-market-opening meeting in which

the day’s events and potential trading strategies are

presented. This always includes a discussion of the

economic indicators scheduled for release that day. No

trader wants to be caught off guard by an unexpected

market-moving release. For the same reason, many traders

have on their desks calendars showing which economic

release is scheduled for a particular day and indicating both

the value or percentage change of the previous report and

the Street’s estimates—highest, lowest, and consensus—for

the upcoming report. That way, when the actual figure is

released, they will know how it compares with expectations

and can react accordingly.

Of course, no single economic indicator will tell you all you

need to know about the current or future economic climate.

Each has drawbacks and may send false signals because of

unforeseen shocks, faulty measurements, or suspect

collection processes. Piecing together the information from

all the indicators discussed in this book like tiles in a mosaic

will give you a dynamic representation of the economy. But

if you are truly serious about understanding the

macroeconomic climate and individual industry conditions,

you should also take advantage of the Securities and

Exchange Commission’s fair-disclosure regulation,

Regulation FD, which was adopted in 2000 and mandates

that individual investors have the same access to

companies’ quarterly earnings conference calls that

professional analysts have.

These calls provide a great deal of insight into corporate

spending plans, manufacturing and production activity,

international conditions, pricing, and the general business

climate. Especially informative are the announcements of

industrial behemoths such as Alcoa Inc., the Boeing



Company, Caterpillar Inc., Cummins Inc., Emerson Electric

Company, Ford Motor Company, General Electric Company,

Illinois Tool Works Inc., Johnson Controls Inc., and United

Technologies Corporation. Many companies also offer slide

presentations, handouts, and supplemental data with these

quarterly presentations, which often provide even greater

detail on their buying intentions, prospective employment

changes, and any threats to performance that they foresee.

There’s no cheaper and easier way to gather anecdotal

evidence about business conditions. If you can’t listen in,

the presentations are almost always archived on company

websites, from which they may be readily retrieved twenty-

four hours a day.



WHO CAN BENEFIT FROM THIS BOOK?

This book was written primarily for those traders and

investors lacking a formal introduction to the most popular

economic indicators on Wall Street. Just because an

individual is entrusted with investing millions of dollars does

not guarantee a practical command of economic indicators

and their meaning for investment. When newly minted

MBAs arrive on the trading floors of financial firms, for

example, few are equipped with a complete appreciation of

these indicators—no matter from which institution that

degree has come. My years of experience on a few of the

largest trading floors in the world has suggested the need to

fill what can be viewed as a surprisingly expansive void

regarding indicators, statistics, the economic meaning of the

associated figures, and the market’s likely reaction.

Those new to the field of investing and economics,

including students of the subject, also should benefit from

the fundamental, application-oriented nature of this book.

As most academics know, if students cannot see the results

or directly test theories with practical data, the knowledge

they hold tends to remain more theoretical than real-world

and they may eventually lose interest in the field. It is here

that many future economists are lost. As exercises within an

imperfect “science,” experiments conducted in the social

discipline of economics are predominantly theorized or

hypothesized and seldom tested with tangible data. In this

sense, economists are not as fortunate as physicists or

natural scientists, who conduct experiments in a controlled

environment such as a laboratory, riverbed, or ocean. The

economic indicators contained in these chapters serve as

concrete guideposts within the discipline of economics, and



as such make experimentation, testing, and study for

investments not only possible but also understandable.



1

Gross Domestic Product

ECONOMICS HAS RECEIVED A BAD RAP. In the mid-

nineteenth century, the great Scottish historian Thomas

Carlyle dubbed this discipline “the dismal science,” and

jokes about economists being more boring than accountants

abound on Wall Street. But truth be told, there is nothing

more exciting than watching the newswire on a trading floor

of a money-center bank minutes ahead of the release of a

major market-moving economic report. One of the top

excitement generators is the report on gross domestic

product (GDP)—an indicator that is a combination of

economics and accounting.

Economists, policy makers, and politicians revere GDP

above all other economic statistics because it is the

broadest, most comprehensive barometer available of a

country’s overall economic condition. GDP is the sum of the

market values of all final goods and services produced in a

country (that is, domestically) during a specific period using

that country’s resources, regardless of the ownership of the

resources. For example, all the automobiles made in the

United States are included in GDP—even those

manufactured in U.S. plants owned by Germany’s BMW and

Japan’s Toyota. In contrast, gross national product (GNP) is

the sum of the market values of all final goods and services

produced by a country’s permanent residents and firms

regardless of their location—that is, whether the production

occurs domestically or abroad—during a given period.

Baked goods produced in Canada by U.S. conglomerate Sara


