AIER’s leading indicators
rebound in August as
economic activity remains
robust, but risks linger
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AIER’s Business Cycle Conditions Leading Indicators index rebounded in the
latest month, registering an 83 in August. The Roughly Coincident Indicators
index held at 100 while the Lagging Indicators index also held steady, posting an
83 (see chart below). With all three indicators well above the neutral 50 level,
the AIER business cycle indicators signal continued economic expansion and
support a positive outlook with a low probability of recession.

Most measures of economic activity suggest that the economy remains robust.
Consumer spending remains well-supported by a tight labor market and high
levels of consumer confidence. Business investment in equipment continues at a
healthy pace, supported by corporate sales and earnings growth. Housing appears
to be one soft area. Lingering concerns are the impact of tariffs and trade policy,
federal debt, and typical late-cycle risks of accelerating price increases and
excessive debt accumulation. For now, the outlook remains positive, but careful
monitoring of potentially destabilizing risks is warranted.
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Notes: Shaded areas denote recessions. A score above 50 indicates expansion. Source: AIER.



Two of July’s five indicators with
neutral trends improved in
August, but one turned lower

Consumer spending rebounded
in the second quarter, and early
indications are consumers
maintained positive momentum
as the third quarter began
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Leading indicators rose in August, reversing a two-month pull back

The July update of the ATER Leading Indicators index saw a total of five indicators
trending flat, leaving seven indicators trending higher and none in a downward
trend. In the latest month, two of the five moved back to positive trends while
one turned downward, pushing the index slightly higher to a reading of 83 versus
79 in July. August was the first month since February in which a leading indica-
tor was trending lower.

Housing permits weakened to a downtrend in August after turning downward
to a neutral trend in June. As discussed last month, the housing market may

be struggling with a combination of rising home prices and rising interest rates.
While affordability overall remains favorable, it has become significantly less
favorable over the past few years.

Offsetting the weaker trend from housing permits, real stock prices and real new
orders for consumer goods both turned from a neutral trend to a positive trend in
August. Both reflect solid fundamentals. Consumers are benefiting from a strong
labor market and slowly accelerating growth in income as well as increases in
net worth. Real stock prices are benefiting from gains in sales and earnings as
well as ongoing stock buybacks, partially driven by strong corporate cash flow.

The Roughly Coincident Indicators index held at a perfect 100 in August. The index
has hit perfect 100s in 14 of the past 18 months, with the most recent dip below
100 occurring in June. The strong performance of the index is consistent with the
majority of economic data, from both public and private sources, that suggest

the economy is performing well more than nine years into the current expansion.

AIER’s Lagging Indicators index also held steady in the latest month, posting

a reading of 83 in August following three months at 92 from April through June.
Overall, four indicators are trending higher, none are trending lower, and two are
neutral. Real manufacturing and trade inventories as well as real nonresidential
construction were neutral indicators in the latest month.

The three AIER business cycle indicator indexes are well into favorable territo-
ry, suggesting a continued positive economic outlook with a low probability of
recession in the coming months.

Retail sales start third quarter off on a positive note

Real consumer spending grew at a 3.8 percent pace in the second quarter following
a dismal 0.5 percent increase in the first quarter. That gain contributed 2.55
percentage points to the 4.2 percent real GDP growth for the quarter. Durable
goods, nondurable goods, and services all posted solid growth. In nominal
terms, consumer spending rose 5.7 percent in the second quarter. Over that same
period, nominal retail sales posted an annualized growth rate of 7.3 percent.

In July, the first month of the third quarter, retail sales rose 0.5 percent. The July
gain in retail sales was led by strong increases in clothing stores (1.3 percent),
restaurants (1.3 percent), non-store retailers (0.8 percent), gasoline stations (0.8
percent), general-merchandise stores (0.7 percent), and grocery stores (0.6 percent).
Electronics stores’ sales rose a modest 0.1 percent.

Motor vehicles and parts dealers saw sales rise 0.2 percent for the month as auto
sales came in at a 16.77 million-unit annual rate. Auto sales for August have
already been tabulated; sales were about the same as in July, coming in at a 16.72
million-unit annual rate. The latest data continue to show a trend away from
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Manufacturing activity has reaccel-
erated, and new orders remain
strong. Among the risks to the out-
look are trade policy, rising input
costs, and labor shortages

Second-quarter sales and earnings
for the S&P 500 post strong growth
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cars and toward light trucks. In August, light trucks (pickups and SUVs) account-
ed for 69.3 percent of all light vehicles, with domestic production totaling 56.0
percent and imports taking 13.3 percent. Domestic production of cars totaled 22.5
percent of light vehicles while car imports made up 8.2 percent.

The weakest categories of retail sales in July were sporting-goods, hobby, and
book stores (-1.7 percent), furniture and home-furnishings stores (-0.5 percent),
health and personal-care stores (-0.4 percent), and miscellaneous store retailers
(-0.3 percent). Building-materials and garden-equipment store sales were un-
changed for July versus June.

Over the past year, retail sales have increased in almost every category. Only
one category—sporting-goods, book, hobby, and music stores—has declined in
sales over the past year, having dropped 4.9 percent.

Manufacturing outlook remains positive

Industrial production is up 4.2 percent over the 12 months through July. Within
total industrial production, manufacturing accounts for about three-quarters of
the total output. Manufacturing production has increased 2.8 percent through
July, led by a 4.5 percent increase in durable goods. Within durable goods, motor
vehicles were up 8.8 percent, computers and electronics were up 8.5 percent,
and fabricated metals, wood products, and nonmetallic mineral products were
each up 5 percent or more. Aerospace-equipment, furniture-products, and mis-
cellaneous-products production each declined over the past year. Nondurable-
goods production increased 1.4 percent over the year, led by a 2.3 percent rise
in chemicals production. That increase was partially offset by declines in paper
products as well as printing and support products.

Data from the Census Bureau within the Department of Commerce show orders
for future manufacturing production fell 0.8 percent in July, pulled down by sharp
drops in orders for defense and nondefense aircraft. Excluding all transportation
equipment, orders for manufactured goods rose 0.2 percent for July.

Data from the Institute for Supply Management suggest orders for future manu-
facturing picked up a bit more in August. The new-orders index from the ISM
Manufacturing Report on Business increased to 65.1 in August, the 16th month
above 60 and the 32nd month above the neutral 50 level. Together, the data from
the Department of Commerce and the ISM on new orders suggest a positive out-
look for manufacturing in the months ahead.

Corporate sales and earnings

Second-quarter corporate profits reported in the GDP release from the Bureau of
Economic Analysis showed corporate profits after tax on a NIPA (national income
and product accounts) basis rose 2.4 percent in the second quarter following an
8.2 percent rise in the first quarter. From a year ago, profits are up a robust 16.1
percent. Removing inventory-valuation adjustments and capital-consumption
adjustments made in accordance with NIPA accounting methods, bringing the fig-
ure closer to private sector accounting standards, after-tax profits rose 3.7 percent
in the second quarter following an 8.5 percent gain in the first quarter. After-tax
profits on this basis totaled $1,968.5 billion at an annual rate, a new record.

For the S&P 500, as of September 7, second-quarter revenues are up 9.5
percent from a year ago, according to Thomson Reuters. The energy, materials,
technology, and real estate sectors all posted double-digit growth. With 497 of



Stock buybacks continue, but the
pace is modest

the 500 reporting, 72 percent beat expectations while 28 percent fell short.
Bottom-line earnings posted a 24.8 percent gain relative to the second quarter of
2017, led by a 122 percent jump in the energy sector. Eighty percent of companies
beat expectations for bottom-line earnings.

After-tax profits are benefiting from strong economic growth and from recent
cuts to corporate tax rates. Solid corporate-profit growth helps support future
hiring and investment as well as supporting stock prices.

Stock buyback and corporate debt issuance

Strong sales and profit growth can influence stock buybacks. If strong profits
and cash flow result in the accumulation of capital in excess of investment needs,
companies may return capital to shareholders.

Goldman Sachs recently estimated that companies in the S&P 500 will authorize
$1 trillion in stock buybacks in 2018, up 46 percent from a year ago and a

new record high. While those numbers are substantial, there are other factors to
consider. Two important figures are the high level of stock prices, which makes
the dollar figure larger, and the amount of new issuance taking place. Because
prices rise over time, calculating net issuance (new issuance minus buybacks) as
a share of market cap outstanding provides a better analysis. For the first quarter
of 2018, nonfinancial corporate businesses issued net equity of -$386 billion at
an annual rate. The total market cap of nonfinancial corporate equity outstanding
as of the end of 2017 was $26.87 trillion, making net issuance in the first quarter
-1.4 percent of market cap. While that is a sizable percentage, it is significantly
below the 13-year average of -2.4 percent and well below the -7.8 percent peak
in 1988. If businesses are generating cash in excess of investment needs, prudent
policy is for that capital to be returned to shareholders, who might then redeploy
it to more productive investments.

Companies may also buy back their stock to optimize capital structure. In a

low interest rate environment, substituting debt for equity may be beneficial.
While nonfinancial corporations had net issuance of -$1.9 trillion of equity over
the last four years, debt issuance has increased by $1.33 trillion while new loans
have increased by $524.9 billion, for a total of about $1.85 trillion.

Locking in low interest rates for long periods can indicate prudent financial
management. The risk is that servicing the debt becomes onerous during an
economic slowdown or recession. What may be prudent capital-structure
management today might be a problem in the future. At some point, investors
might see strong balance sheets as a desirable and differentiating characteristic,
but for now debt issuance and stock buybacks are popular.
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CAPITAL MARKET PERFORMANCE

(Percent change)
August Latest Latest Calendar Year Annualized
2018 3M 12M 2017 2016 2015 3-year 5-year  10-year

Equity Markets
S&P 1500 31 7.2 17.8 18.8 10.7 -1.0 13.8 12.2 8.7
S&P 500 - total return 33 7.8 19.7 21.8 12.0 1.4 16.1 14.5 10.9
S&P 500 - price only 3.0 7.3 17.4 19.4 9.5 -0.7 13.7 12.2 8.5
S&P 400 3.0 5.1 18.1 145 18.7 -3.7 13.0 11.6 9.6
Russell 2000 4.2 6.6 239 131 19.5 -5.7 145 115 8.9
Dow Jones Global Large-Cap Index 0.5 3.0 9.3 42.9 -10.0 -4.4 9.8 75 4.2
Dow Jones Global Large-Cap ex. U.S. Index -25 -2.0 0.7 41.0 -10.7 -8.3 5.3 2.8 0.5
STOXX Europe 600 Index -2.4 -0.2 2.2 7.7 -1.2 6.8 1.8 5.2 2.9

Bond Markets

iShares 20+ year Treasury bond 1.1 -0.2 -5.5 6.5 -1.2 -4.2 -0.1 2.7 2.6
iShares AAA-A Corporate bond -0.1 0.0 -4.3 2.9 1.7 -2.4 0.0 0.5 NA
Commodity Markets

Gold -1.6 -7.8 -8.6 126 9.0 -10.5 2.1 -3.0 3.7
Silver -5.0 -11.5 -15.5 3.8 17.5 -13.5 0.5 -9.1 0.6
CRB all commodities -4.8 -7.8 -5.6 22 12.9 -14.4 0.4 -2.8 -0.9

CONSUMER FINANCE RATES

(Percent)
August Latest Latest Average for Year Average over Period
2018 3M 12M 2017 2016 2015 3-year 5-year  10-year
30-yr. fixed mortgage 4.5 46 4.2 4.0 37 39 4.0 4.0 43
15-yr. fixed mortgage 4.0 4.0 3.6 33 29 3.1 33 3.3 3.6
5-yr. adjustable mortgage 3.8 3.8 35 3.2 29 2.9 3.2 3.1 3.4
48-month new car loan NA 5.1 4.8 4.6 43 4.2 4.5 4.4 5.1

Note: New-car loan rates are quarterly data. Values shown are for latest quarter.
Calculations for annualized returns have changed to use daily data instead of monthly averages.

Sources for tables on this page: Bankrate, Barron’s, Commodity Research Bureau, Dow Jones,
Federal Reserve, Frank Russell, iShares, Standard & Poor’s, STOXX Europe 600, Thomson Reuters.



LEADING INDICATORS (2000-2018)

New orders for consumer goods
(constant dollars, billions)

New orders for core capital goods
(constant dollars, billions)

Retail sales and food services
(constant dollars, billions)

Consumer sentiment (expectations)
(index)

Heavy truck unit sales
(thousands)

New housing permits
(thousands)
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Sources for Appendix: Bureau of Economic Analysis, Bureau of Labor Statistics, Department of Labor,
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Initial claims for unemployment insurance

(thousands, inverted)

Index of common stock prices

(constant purchasing power)

Average workweek in manufacturing

(hours)

Debit balances in margin accounts at broker/dealers
(constant dollars, billions)

Ratio of manufacturing and trade sales to inventories

(ratio)

10-year—1-year Treasury spread

(percentage points, inverted)
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Federal Reserve, New York Stock Exchange, Standard & Poor’s, The Conference Board, University of Michigan,

U.S. Census Bureau (Thomson Reuters Datastream).

Note: Shaded areas denote recessions.
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ROUGHLY COINCIDENT INDICATORS (2000-2018)

Nonagricultural employment
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