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A s s e s s in g  B u s in e ss  C y c l e  In d ic a t o r s

Current attitudes toward business cycle indicators in the United States and other 
countries reveal an interesting contrast. In the OECD countries, and in China, South 
Africa, and Eastern Europę -  diverse countries, indeed -  there is rising interest in 
monitoring business cycle developments by means of the cyclical indicators, 
particularly the leading indicators. In the United States, on the other hand, where use of 
indicators originated, a variety of doubts emanate from recent devclopments in 
business cycle thcory, measurcment, and policy. These include the ideas that:
1. Instability in the modern economy is primarily the result of exogenous disturbances 

(the real business cycle theory) and, therefore, indicators are inappropriate as a 
means of capturing the primary causes of disturbances;

2. Cyclical indicators are intrinsically inferior to morę sophisticated econometric 
forecasting techniąues;

3. The business cycle is merely the normal adjustment process of a modem profit- 
driven economy, and so disturbances are too minor to deserve elaborate monitoring 
techniąues (in other words, indicators are unnccessary or at best unimportant);

4. Even among some who profess to see valuc in the cyclical indicators, it is asserted 
that they are not performing as well as previously.

Each of these four ideas deserves consideration.

1. The Mitchellian perspective

Business cycle indicators are an outgrowth of the work of W.C. Mitchell, who argued 
that business cycles are a combination of “seąuences among business phenomena ... 
that are substantially uniform [and] propitious event[s] arising from other than 
domestic business sources.” While every business cycle is in a sense uniąue, it is the 
“seąuences among phenomena” that they have in common.

It is these seąuences that cyclical indicators reflect. For example, it is logical that 
the average workweek (a leading indicator) will be shortened or lengthened before 
workers are unemployed or employed (coincident indicators). Changcs in employment, 
in tum, precede changes in the number of workers unemployed for a long time (a 
lagging indicator). In addition to labour seąuences, there are seąuences in production, 
in investment, in financial developmcnts, and in the psychology of entrepreneurs and *
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consumers. Indicators, therefore, reflect business cycle theory that focuses on the 
seąuences in economic activity to which Mitchell called attention.

Because of the uniąue aspect of cvery cycle, Mitchell recognised from the outsct 
that “a thoroughly adeąuate theory of business cycles, applicable to all cycles, is ... 
unattainable.” It follows, incidentally, that a totally reliable set of indicators is eąually 
unattainable. But in 1941, Mitchell also argued that the commonality in all cycles 
implies that “the theory of business cycles ... need not be given up in despair because it 
cannot satisfy ideał reąuirements.” Implication: The ongoing cffort to capture morę of 
the ways in which cntcrprise activity in our profit-motivated economy unfolds by 
improving the indicator system is a realistic and useful task. A better analytical 
approach, based on the cyclical indicators, can be of real assistance in the ongoing 
effort to improve the understanding and forecasting of cyclical developments, and to 
better shape counter-cyclical economic policies.

2. Modern cycles -  partly exogenous

The indicators can bc expected to principally reflect the impact of cyclical changcs on 
the way these seąuences manifest themselves over time. The seąuences are primarily 
endogenous. At the same time, exogenous events can have impact on the way these 
seąuences play out at particular moments. So the indicators also at least partially reflect 
exogenous events, but a first argument would be that no indicator system can truły 
capture the total impact of exogenous events (such as the oil-price shocks of the 
1970s). Such events are reflected in idiosyneratie ways generally uniąue in time and 
place. It is the prevailing seąuences visible in many cycles that indicators principally 
reflect, and it is this aspect of cyclical indicators that makes them useful in forecasting. 
Indicator systems werc not designed, nor can they be expected to fully reflect, 
exogenous factors. This is not their function. What indicator systems are mainly 
designed to do is shed light on the endogenous aspects of economic instability.

3. Indicator systems and econometric models

What of the second argument that econometric techniąues are superior to indicators? In 
1990, L. R. Klein put this idea into appropriate perspective when he wrote that 
G. H. Moorc was correct in urging that it was important to include leading indicators of 
cyclical activity in econometric model construction. Writing of Moore’s view that 
leading indicators enhanced econometric models -  in light of all those who have urged 
that indicators and econometric models were competitive approaches to improving 
forecasts -  Klein asserted, “We have come a long way in several decades toward 
following Moorc’s suggestion.” In short, indicators and econometric models, far from 
being competitive approaches, are complementary in naturę. The State of economic 
forecasting is still sufficiently imprecise that diverse methodological approaches, far 
from being appropriately discouraged, need to be encouraged.
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4. Business cycles -  a “normal” part of dynamie equilibrium?

There is a genuine debate about the degree to which a modem economy can tolerate 
inflation and unemployment. The “eąuilibrium business cycle theory” seems 
inappropriatcly applied to, say, the Great Depression (a 25 percent unemployment ratę 
is difficult to describe as part of a normal process). How much instability is “normal” is 
subjective. But the global effort to improvc indicator systems supports the view that, 
even recently, much of the market-oriented world has seen recurring cyclical 
manifestations that participants in those economies felt were cxccssive. These 
excesses, in tum, justify the search for techniąues (including indicators) to better 
understand, forecast, and (one hopes) stabilise economic activity as it unfolds.

5. Performance of leading indicators

The fourth argument is that indicators are not performing well. There are many ways to 
evaluate the performance of cyclical indicators. In 1967, G. H. Moore and J. Shiskin 
devised a techniąue for grading indicators based on six critcria: conformity, consistent 
timing, currency, economic significance, statistical adcąuacy, and smoothness. These 
critcria were recently applied in The Conference Board’s updated revision of the 
compositc U.S. Business Cycle Indicators (TCB, BCI, November 1996).

In some of these criteria (e.g., statistical adeąuacy), there has been much 
improvement in the past fcw decades. Some years ago, for example, the U.S. 
Department of Commercc dropped all ąuarterly series in favour of an indicator system 
composed exclusively of monthly measures. In terms of other criteria (e.g., 
conformity), evaluation has been improved by inereased knowledge. Previously, the 
leading indicators were sometimes charged with giving false signals, anlicipating tums 
that never camc. It is now known that all the signals that seemed false were not 
necessarily so. Rather, some confirmed that the leading indicators anticipate not only 
downturns in economic activity, but slowdowns as well. Twice in the 1960s, the 
United States experienced “growth recessions,” and the indicator system is sufficiently 
sensitivc that it picked up changes in direction, as well as shifts in the ratę of change in 
aggregate economic performance.

To evaluate the indicators on some of the other criteria, a careful study of the 
degree to which each indicator tracks aggregate behaviour would be reąuired. Even 
casual perusal of the indicators shown regularly in Business Cycle Indicators, however, 
suggests that while there is considerable variation in the degree of volatility from one 
indicator to another, there have been no elear changes in volatility from earlicr post- 
war periods to the recent past.

Ultimately, the primary criterion for evaluating the performance of indicators, 
particularly leading indicators, is the consistency of their timing. This is the 
characteristic on which their reputation mostly rests, and here we do indeed havc 
cvidence to consider (see Table 1). The picture that emerges is ąuite elear:
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• From the outsct of the post-war period, the leaders have behaved better at peaks 
than at troughs;

• Data availability over the period has improved;
• There is no discernible tendency for leads to get shorter at later tums;
• Yariability in the length of the leads has always been a problem, and remains so;
• Conformity of all these leaders to the business cycle is high. Of the 75 peak and 76 

trough comparisons shown, only 4 perccnt of both the peak and trough tums were 
missed. 3 percent of the tums exhibited lags at peaks; 7 pcrcent at troughs. If the 
zero timing turns among those indicators that did not lead are included, it is seen 
that only 8 percent of the peak comparisons failed to show leads, while at troughs 
the figurę was 28 percent. Indeed, the consistency with which leading indicators 
lead at business cycle peaks is one of the striking findings;

• The leading index leads at all the tuming points shown.

Table 1. Timing at business cycle turning points, ten leading indicators* and 
composite index, 1948-1999

Nov 1948 july 1953 Aug- 1957 Apr. 1960 Dec. 1969 Nov. 1973 Jan. 1980 Juty 1981 July 1990 o rL a g (* J

Ayerage weekly hours -11 •3 -21 - II -14 -7 -10 -7 0 9.3
Average tnitiaJ claims -22 •10 -23 -12 -7 -9 -21 -4 18 14 0
New order*, consumer goods N/A N/A N/A -13 -3 8 -10 i 2 -6.3
Vendor performance -7 8 •26 -14 -4 0 -9 -3 ♦ 1 -8 1
New order*, Capital goods N/A N/A N/A -13 -8 ♦ 8 -10 -3 -7 -5.5
Buildmg permtls N/A N/A -30 -17 -10 -II 19 -10 -58 -22.1
Stock pocę* 5 -6 -1 9 -12 -10 missed -a -f 4  5
Money eoppły N/A N/A N/A missed 9 10 24 missed -7 125
Interes! ratę spread N/A N/A -33 -21 -28 -Zł -47 -11 -33 -27.3
Consumer eapectations N / A " N / A " 9 " -2 -10 -15 15 -2 18 -to.i
Composite lndex 5 -5 -20 -11 -« -9 -15 -3 -6 -9.0

Lead (-) or Lag (*) at Troughs (months) Ayerage Lead (-)

Oct. 1949 May 1954 Apr. 1958 Feb. 1961 Nov. 1970 Mar. 1975 July 1980 Now. 1982 Mar. 1991 or Lag (♦)

Ayerage weekly hours -6 •1 0 -2 -2 0 0 -1 0 -1.3
Av#rag« inttial claims -4 ♦ 4 0 0 -1 -2 -2 -2 0 -1.0
New order*, consumer goods N/A N/A N/A 0 -1 0 2 -1 0 -0.7
Vendof performance -7 6 -4 11 ♦1 -1 -2 -8 0 -4.2
New orders, Capital goods N/A N/A N/A -3 -1 0 -2 ♦3 2 -0.2
Buikfing permits N/A N/A -12 -2 -10 0 -3 -13 2 6.0
Stock poces -4 8 -4 •4 5 3 missed 4 5 4.1
Money supply N/A N/A N/A missed -7 -2 ♦7 missed 4 -3.2
Interest ratę spread N/A N/A 4 -10 -IS -8 3 22 21 11.9
Consumer espectations N / A " 6 " ♦ 1 * * -3 -6 -1 4 4 -5 4 .0
Composite Inde* -7 -6 2 -3 -7 -2 -3 -8 -2 4 .0

* iN d  lim# tor mdryidual indicators »re preliminary They have not gon# through the normal revie« procedur#*.
• * llnofficial estimates.

Sówce: The Conference Board.

In sum, the leading indicators behave better (or at least as well) now as prcviously, 
and there is little evidence of deterioration.
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6. Evidence from other countries

The Economic Cycle Research Institute has cxamincd rough equivalcnts of indicators 
classified in the United States as leading for 13 other market cconomies. Table 2 shows 
that, as a group, these- indicators have exhibited leading behaviour in all the market- 
oriented countries studied thus far. The precise list of indicators includcd varies from 
country to country depending on data availability, but the conclusions coneerning how 
seąuences play out in market-oriented economies havc been repeatedly confirmed.

Table 2. Timing at business cycle peaks and troughs, long-range gauges,
13 countries

Assessing Business Cycle Indicators

Country
Number of 
Business Cycle: Average Leads (months) at:
Troughs Peaks Troughs Peaks Overall

United States 9 9 -6 -11 -8
Canada 2 2 -14 -12 -13
Germany 4 4 -10 -10 -10
France 4 4 -2 -9 -6
United Kingdom 3 3 -13 -20 -17
Italy 3 2 -11 -12 -11
Switzerland 4 4 -15 -13 -14
Sweden 4 3 -7 -10 -9
Japan 2 3 -12 -10 -11
Korea 2 2 -7 -1 -4
Australia 6 5 -7 -15 -11
Taiwan 1 1 -12 -10 -11
New Zealand 6 6 -5 -4 -4

Source: The Conference Board.

7. Conclusion

Since the appearance of the first short list of U.S. “reliable indicators” in 1938, they 
have been revised a number of times. These revisions almost invariably have reflected 
the creation of better statistics (better coverage, greater currency, etc.), rather than the 
appearance of capricious timing (leading indicators becoming lagging or coincident).

The cyclical indicators, it seems reasonable to conclude today, reflect cyclical 
activity about as well as ever. While there is (as indeed there always has been) ample 
room for other methods of assisting in the important task of monitoring and forecasting 
macroeconomic performance, the business cycle indicators continue to provide useful 
tools for forecasting and analysis.
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