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Will Oil and the Stock Market Derail Fed Tightening?

The stock market has weakened recently and oil prices have moved lower. Unless the core rate of inflation
recedes, however, the Fed will probably tighten further, at least in the foreseeable future.

How Much Attention Does the Fed Pay to Oil and Stocks?

There have been two developments recently that could lead some observers
to question how much more tightening the Fed actually will deliver. First,
will the Federal Open Market Committee (FOMC) hike further if the stock
market goes further south?

FOMC policymakers do not care much about the stock market, per se.
Rather, the Federal Reserve has two objectives: “full employment” and “price
stability.” To the extent that the value of the stock market affects those two
variables, then the FOMC may change course. But as of this writing, the
S&P 500 index is down only 7% or so from its peak in September (top chart).
In our view, the decline in the stock market to date is not large enough to
have a meaningful effect on the Fed’s two primary objectives. In other words,
the FOMC probably won’t deviate from its publicly communicated tightening
path, unless the downdraft in the stock market becomes much deeper.

Of arguably more importance is the recent decline in oil prices. (The price of
West Texas Intermediate is down about 25% since early October.) This
significant decline in oil prices likely will pull the overall rate of consumer
price inflation lower in coming months which, conceivably, could threaten
the Fed’s objective of “price stability.” (The Fed prefers to measure consumer
price inflation using the PCE deflator rather than the consumer price index.)

In our view, however, the FOMC is likely to look through any near-term
decline in the overall rate of PCE inflation. Unless the recent swoon in oil
prices pulls down the core rate of PCE inflation, which excludes food and
energy prices, then the FOMC will probably continue to hike rates, albeit at
a gradual rate.

The core PCE inflation rate followed the overall PCE inflation rate lower in
2015-2016 after the collapse in oil prices (middle chart). However, there are
reasons to expect that the core rate of inflation won’t respond as much this
time around. First, oil prices nosedived about 80% between mid-2014 and
early 2016. As noted above, the decline in oil prices since September has been
much less extreme. Second, the sharp rise in the value of the dollar, which
appreciated roughly 30% in trade-weighted terms during the previous
episode, helped depress non-petroleum import prices. The dollar is up this
year, but only by a bit more than 10% since its low in January (bottom chart).
Third, tariffs could give some near-term boost to consumer prices. Finally,
the labor market today is much tighter than it was three years ago, which has
led to some wage acceleration. Unless the core PCE inflation rate recedes,
the FOMC likely will continue on its path of gradual tightening, at least for
the foreseeable future.

S&P 500 Index

3,500

—S&P 500: Nov @ 2,730.2

3,000

2,500 1

2,000 +

1,500 +

1,000 +

500 T

0

3,500

+ 3,000

T 2,500

+ 2,000

T 1,500

+ 1,000

T 500

90 92 94 96 98 00 02 04 06 08 10 12 14 16 18

PCE Deflator vs. Core PCE Deflator

Year-over-Year Percent Change

5%

5%

4% +

3% 1,

2% T

1% T

0%

+ 4%

T 3%

r 2%

T 1%

1% +

PCE Deflator: Sep @ 2.0%
—"Core" PCE Deflator: Sep @ 2.0%

-2% +————————————————

0%

+ 1%

92 94 96 98 00 02 04 06 08

L 2%

U.S. Trade Weighted Dollar Index

January 1997=100

140

90 +

‘ —Broad Currency Index: Nov-9 @ 128.6
T W

80

140

- 90

t t t t t
00 02 04 06 08 10

+ + + + 80
12 14 16 18

Source: Bloomberg LP, U.S. Department of Commerce and Wells Fargo Securities


mailto:jay.bryson@wellsfargo.com

Wells Fargo Securities Economics Group

Mark Vitner

Sam Bullard

Nick Bennenbroek
Azhar Igbal

Tim Quinlan
Sarah House
Charlie Dougherty
Erik Nelson
Michael Pugliese
Brendan McKenna
Abigail Kinnaman
Shannon Seery
Matthew Honnold
Donna LaFleur

Dawne Howes

Diane Schumaker-Krieg

Jay H. Bryson, Ph.D.

Global Head of Research,
Economics & Strategy

Global Economist
Senior Economist
Senior Economist
Macro Strategist
Econometrician
Senior Economist
Senior Economist
Economist

Macro Strategist
Economist

Macro Strategist
Economic Analyst
Economic Analyst
Economic Analyst

Executive Assistant

Administrative Assistant

(704) 410-1801
(212) 214-5070

(704) 410-3274
(704) 410-3277
(704) 410-3280
(212) 214-5636
(704) 410-3270
(704) 410-3283
(704) 410-3282
(704) 410-6542
(212) 214-5652
(212) 214-5058
(212) 214-5637
(704) 410-1570
(704) 410-1681
(704) 410-3059
(704) 410-3279
(704) 410-3272

diane.schumaker@wellsfargo.com

jay.bryson@wellsfargo.com
mark.vitner@wellsfargo.com

sam.bullard @wellsfargo.com

nicholas.bennenbroek@wellsfargo.com

azhar.igbal@wellsfargo.com
tim.quinlan@wellsfargo.com
sarah.house@wellsfargo.com
charles.dougherty @wellsfargo.com
erik.f.nelson@wellsfargo.com
michael.d.pugliese@wellsfargo.com
brendan.mckenna@wellsfargo.com
abigail.kinnaman@wellsfargo.com
shannon.seery@wellsfargo.com
matthew.honnold @wellsfargo.com
donna.lafleur@wellsfargo.com

dawne.howes@wellsfargo.com

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S. broker-dealer registered with the
U.S. Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the Securities Investor Protection Corp. Wells
Fargo Securities, LLC, distributes these publications directly and through subsidiaries including, but not limited to, Wells Fargo & Company,
Wells Fargo Bank N.A., Wells Fargo Clearing Services, LLC, Wells Fargo Securities International Limited, Wells Fargo Securities Canada,
Ltd., Wells Fargo Securities Asia Limited and Wells Fargo Securities (Japan) Co. Limited. Wells Fargo Securities, LLC. is registered with the
Commodities Futures Trading Commission as a futures commission merchant and is a member in good standing of the National Futures
Association. Wells Fargo Bank, N.A. is registered with the Commodities Futures Trading Commission as a swap dealer and is a member in
good standing of the National Futures Association. Wells Fargo Securities, LLC. and Wells Fargo Bank, N.A. are generally engaged in the
trading of futures and derivative products, any of which may be discussed within this publication. Wells Fargo Securities, LLC does not
compensate its research analysts based on specific investment banking transactions. Wells Fargo Securities, LLC’s research analysts receive
compensation that is based upon and impacted by the overall profitability and revenue of the firm which includes, but is not limited to
investment banking revenue. The information and opinions herein are for general information use only. Wells Fargo Securities, LLC does
not guarantee their accuracy or completeness, nor does Wells Fargo Securities, LLC assume any liability for any loss that may result from
the reliance by any person upon any such information or opinions. Such information and opinions are subject to change without notice, are
for general information only and are not intended as an offer or solicitation with respect to the purchase or sales of any security or as
personalized investment advice. Wells Fargo Securities, LLC is a separate legal entity and distinct from affiliated banks and is a wholly owned
subsidiary of Wells Fargo & Company © 2018 Wells Fargo Securities, LLC.

Important Information for Non-U.S. Recipients

For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K. incorporated
investment firm authorized and regulated by the Financial Conduct Authority. For the purposes of Section 21 of the UK Financial Services
and Markets Act 2000 (“the Act”), the content of this report has been approved by WFSIL, an authorized person under the Act. WFSIL does
not deal with retail clients as defined in the Directive 2014/65/EU (“MiFID2”). The FCA rules made under the Financial Services and
Markets Act 2000 for the protection of retail clients will therefore not apply, nor will the Financial Services Compensation Scheme be
available. This report is not intended for, and should not be relied upon by, retail clients.

SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE

WELLS
FARGO



