
LAGGING 
INDICATORS: 
GUIDE TO THE 
FUTURE?
by Charles J. Haulk

An indicator of business cycle turns that is 
getting more attention lately is the ratio of 
the composite index of coincident in
dicators to the composite index of lagging 
indicators. This ratio has been a good 
predictor of changes in real growth three 
to four quarters ahead. Year-long declines 
in the ratio have been followed, on the 
average, by real growth reductions of three 
percentage points. If past relationships 
hold, the decline in the ratio, which began 
in the second quarter of 1977, is signaling 
a weakening economy in 1978.

Background. Components of the 
coincident composite index include: non- 
agricultural employment, personal income 
less transfer payments in 1972 dollars, 
industrial production, and manufacturing 
and trade sales in 1972 dollars. The 
selection of these variables as components 
of the index was based on the commonly 
held view that the purpose of economic 
activity is to produce goods, services, and 
income for the population. Hence, income, 
industrial production, sales, and employ
ment are obvious choices —employment 
is related to both output and income. A 
preferable, narrower coincident indicator 
would be GNP. However, GNP data are 
only available quarterly, and it is desirable 
to have more frequent measures of 
coincident activity.

The components of the composite 
lagging index include: the average duration 
of unemployment, manufacturing and 
trade inventories in 1972 dollars, unit labor 
costs in manufacturing, the average prime

rate, commercial and industrial loans 
outstanding at large weekly reporting 
commercial banks, and the ratio of 
consumer instalment debt to personal 
income. Lagging indicators are those 
economic variables whose movements 
have been empirically determined to trail 
those of the coincident indicators by 
several months or quarters.

Only in an economy which had reached 
a completely steady state would all 
economic variables grow at constant rates. 
Interest rates would be unchanging. In an 
economy given to cyclical behavior, some 
measures of economic activity will lag.
The rate of change of the lagging in
dicators relative to movements in the 
coincident indicators illustrates the degree 
of balance or imbalance in the economy. 
Thus, the ratio of the coincident com
posite to the lagging composite index 
(RCL) is a measure of economic balance. It 
moves up when the coincident indicators 
rise faster than those which lag or when 
the coincident indicators are falling more 
slowly than the lagging. The RCL declines 
when the coincident indicators rise more 
slowly or fall more quickly than the 
lagging.

Three of the lagging indicators are 
measures of conditions in credit markets. 
When these three are rising more rapidly 
than the coincident index, it indicates that 
the financial markets are beginning to 
come under stress and that growth in the 
real sector is nearing a cyclical limit. In 
general, a steady decline in the RCL means 
that economic activity has peaked or is 
about to peak. Only a slowdown sufficient 
to relieve financial market strain can 
return the coincident indicators to a faster 
rate of growth than the lagging indicators.

Historical Behavior. From 1948 to 1976, 
the RCL had eight peaks, six of which 
appear to be major and two temporary 
aberrations (see chart). After each major 
peak, there was a recession. The lead time 
from the peak of the RCL to the beginning 
of the recession has varied from one to 
four years. Before the 1953-54 and the
1970 recessions, a major war effort in
tervened between the time of the peak in 
the ratio and the eventual recession. Those 
two cases aside, the lead time from the 
peak of the RCL to the onset of recession
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has averaged slightly more than a year, 
with the 1957-58 recession lagging two and 
one-fourth years and the others one year 
each.

More to the point, however, the year fol
lowing a year of increase in the RCL has 
been one of good to strong real growth 
and the year after a decline in the RCL has 
been one of weak or negative growth. 
Declines in the ratio have not always been 
followed immediately by full-fledged 
recessions, but, in every instance except 
1963, they have been followed by 
slowdowns in the economy. Generally, the 
weakness in the economy has appeared 
three or four quarters after the RCL began 
to fall. Regression results confirm a highly 
significant three-quarter lead of the RCL 
on real growth. On the average, a year of 
declines in the RCL has been followed by a 
reduction of the rate of real GNP growth 
by three percentage points the next year. 
And the greater the rate of decline in the 
RCL the greater the drop in real growth the 
following year.

To carry the idea a little further, we also 
examined the ratio of leading to lagging in
dicators. If the ratio of coincident to 
lagging indicators is a measure of im
balance in the economy, then the ratio of 
leading to lagging indicators might provide 
an even earlier signal. However, a plot of

this ratio from 1948 to date suggests that it 
offers little additional information. The 
primary difference from the RCL is that 
the swings have been greater in amplitude. 
The turning points have been very nearly 
the same at the peaks and perhaps slightly 
ahead at the troughs.

Outlook. Based on the RCL decline in 
1977, the slowing of growth in the first and 
second quarters of 1978 will not be pre
cipitous. But further rapid decreases in the 
RCL in the first quarter of 1978* would 
augur ill for fourth quarter 1978 and first 
quarter 1979.

How likely are further declines? One of 
the components of the lagging indicator 
index is manufacturing and trade in
ventories. Careful monitoring of in
ventories thus far in the current expansion 
suggests that the excesses of 1973-74 may 
not happen again, but slower, better 
managed inventory growth will probably 
occur. Also, the ratio of consumer in
stalment debt to income, another lagging 
component, may be close to a peak and, 
therefore, may not contribute very much 
to further increases in the lagging in
dicator. However, with wages and interest 
rates subject to upward pressures, unit 
labor costs and the prime rate could in
crease further, pushing the lagging in
dicator up faster than the leading or 
coincident indexes. So, the leading in
dicators may continue to rise after the 
RCL has signaled a downturn.

As with any set of findings about the 
relationship of economic indicators, the 
usual caveats must hold. The past is not a 
perfect guide to the future. Relationships 
change, and shocks from external or 
unexpected sources can undermine the 
usefulness of predictors. As with any 
forecasting tool, once it is widely observed 
and heeded, it could lose its effectiveness. 
However, the reliable past performance of 
the RCL gives us confidence that it will be 
a useful tool for predicting directional 
changes in the economy for some time to 
come. ■

Preliminary first-quarter results obtained just prior to publication show the RCL 
dropped to 0 978 (about 3 percent), the largest quarterly decline in the current 
downward trend
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