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Shifting expectations about the economic outlook impact 

the performance of the stock market. The Bloomberg U.S. 

Economic Surprise Index (Chart 1) provides a good indication 

of changes in consensus economic sentiment. It is a running 

tally updated daily since 2000 which records the degree to 

which U.S. economic reports exceeded general expectations 

during the previous six months. This index rises when most 

economic releases outpace expectations and declines when 

economic reports prove disappointing. Moreover, a positive 

(negative) reading implies that a majority of the economic 

reports during the last six months have proved to be better 

(worse) than anticipated. Consequently, positive readings 

(i.e., mostly positive surprises on the economy during the last 

six months) probably re! ect periods of economic optimism 

among investors. And, a negative surprise index probably 

indicates heightened economic fears among investors.    

Since 2000, U.S. stock market risk has been notably lower 

and returns significantly higher when the Economic 

Surprise Index is positive compared to when it has been 

less than zero. During the last 18 to 24 months, the U.S. 

stock market has been volatile and flat. Essentially it has 

been challenged by a trend of disappointing economic 

and earnings reports. This period of rising economic 

pessimism is illustrated in Chart 1 by an Economic Surprise 

Index which peaked in mid-2014 and has been almost 

continuously below zero since the start of 2015.    

Encouragingly, however, for stock investors, the U.S. 

Economic Surprise Index bottomed in deeply negative 

territory in mid-2015 and has been recovering steadily this 

year. Indeed, it appears this index is poised to soon rise 

above zero which may provide the foundation to " nally push 

the U.S. stock market to record highs.
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Chart 2 visually illustrates the relationship between the 

Economic Surprise Index and the U.S. stock market. It 

shows the S&P 500 Stock Price Index darkened for all days 

when the U.S. Economic Surprise Index was positive and 

dotted for all days when the surprise index was negative. 

Although far from a perfect relationship, the dotted 

portions of the stock market since 2000 clearly show more 

frequent declines and more volatility. The surprise index 

was negative during the start of the dot.com meltdown, 

during most of the 2008 meltdown, during the concerns 

surrounding a potential eurozone blowup in 2011-2012 and 

again during the last couple years of struggle for investors. 

By contrast, the stock market has experienced far more 

stable periods when the surprise index has been positive.  

Charts 3, 4, and 5 illustrate how significantly different 

the risk and return character of the stock market has 

been since 2000 when statistically, economic optimism 

was present compared to when economic pessimism 

dominated. We calculated the average annualized stock 

market return and annualized volatility of returns for all 

days since 2000 when the U.S. Economic Surprise Index 

was positive compared to all days it was negative. 

Chart 1

Bloomberg U.S. Economic Surprise Index 

 

Chart 2

S&P 500 Composite Stock Price Index 

Solid — All days when Economic Surprise Index is positive 

Dotted — All days when Economic Surprise Index is negative 

As shown, when the Economic Surprise Index was above 

zero, the annualized stock market return was more than 

twice as great as when the surprise index was below zero 

(i.e., 3.07% vs. 1.44%). 

Moreover, the annualized return stream was about 

25% less volatile with economic optimism compared to 

widespread economic pessimism (i.e., from Chart 4, the 

annualized standard deviation of returns was only 16.91% 

when the surprise index was positive compared to 22.55% 

during periods when the surprise index was negative). 

Finally, as shown in Chart 5, the return per unit of risk was 

nearly three times better (i.e., 18.13% vs. 6.36%) when the 

surprise index was positive versus when it was negative. 
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Average annualized percentage gains in the S&P 500 Index

since 2000 — Positive vs. negative readings on the 

Bloomberg Economic Surprise Index

Chart 3 Chart 4

Average annualized volatility in the S&P 500 Index 

since 2000 — Positive vs. negative readings on the 

Bloomberg Surprise Index 

Chart 5

Total gain per unit of risk in the S&P 500 Index 

since 2000 — Positive vs. negative readings on the 

Bloomberg Economic Surprise Index 

Summary 
The relationship of the stock market to the Economic Surprise 

Index may seem obvious. Of course the stock market does 

much better when economic optimism emerges as opposed 

to economic pessimism. This is not a surprising result. The 

di!  cultly for investors is in " guring out “when” economic 

optimism will emerge.  

The reason we believe investors should focus on this 

relationship today is because after a prolonged period of 

economic disappointment during the last couple years, it 

appears that economic optimism is indeed likely to improve 

in the intermediate term. Take another look at the Economic 

Surprise Index in Chart 1. Economic surprises are not random. 

They do not look like your EKG heart exam. Rather, this index 

tends to exhibit a high degree of trend. With the exception 

of 2007, every time since 2000 when the index was trending 

higher from a negative reading back toward zero, it ultimately 

broke positive, and remained positive for an extended period. 

That is, the historical “trendy” relationship exhibited by this 

time series suggests it is highly likely to soon rise into positive 

territory and remain positive for a signi" cant period. 
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Why is this series trendy? Why does the current trend 

in economic surprises, either toward improvement or 

worsening, tend to persist as opposed to reversing quickly 

back and forth? We think it re! ects the fact that this index 

is based on the consensus expectation or cultural mindset. 

Almost by de" nition, a consensus cultural mindset tends 

to lag behind a changing reality. Con! icting data to the 

consensus has to persist for some time before the cultural 

mindset changes. As shown, economic reports have been 

coming in better than the consensus expectation for much 

of the last year (i.e., the index has mostly been rising since 

mid-2015). Still, the current consensus view remains at best 

subdued and in our view still fairly worried about the U.S. 

economic outlook. However, this index appears very close 

to rising above zero (when consensus economic optimism 

shows) and historical statistics strongly suggest the stock 

market’s risk-reward could soon become much more 

favorable compared to the last couple years.  

Brexit fears, Fed confusion, negative bond yields, and calls for 

global stagnation are all part of a contemporary consensus 

mindset which still looks fearfully at the U.S. economic outlook. 

However, despite this growing list of fears, the U.S. Economic 

Surprise Index has been improving in the last year suggesting

the consensus mindset is headed for a more optimistic period. 

Stock investors may want to consider becoming an early 

adopter of this future trendy consensus.  
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