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Most observers of the financial markets – including ourselves – seem to recognize that the steep decline
in the stock market in recent months is inconsistent with the current trends in actual economic activity
and corporate profits. Economic growth is indeed moderating, but not all that much. It looks
increasingly like the sell-off in stocks is coming mostly from computer-generated sell orders, disruptive
government policy changes, and mismanaged communications by political leaders.
All the same, there is some possibility that the downtrend in the market could feed back into the real
economy in a negative way. That would be especially true if the market turmoil undermines consumer
and corporate confidence. Fortunately, as shown in this week’s chart, a key index of consumer optimism
remains at elevated levels. The University of Michigan’s monthly consumer sentiment index currently
stands close to its highest level since 2004. The subindex on consumers’ view of current conditions is
actually still rising, which we believe should help provide powerful support to the stock market. It is true
that there’s been a flattening out of the subindex on consumers’ expectations for the future, but our
analysis of historical trends suggests that isn’t as important as the uptrend in the current conditions
subindex. In any case, we’ll be watching closely to see if the current market volatility eventually starts to
push these indexes downward. If we do see such a turndown, it might be an early sign that the turmoil
is having a real-world impact on the economy, in which case we would be more likely to accelerate our
efforts to cut our exposure to stocks and other riskier assets again. If these indexes don’t start to
decline, we think the chances of a stock market recovery would improve, and we probably wouldn’t feel
so compelled to cut our stock exposure ahead of schedule.
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