
Mr. Jerome Powell, the new 
Federal Reserve Chair, and 

the new FOMC (which will be 
dominated by new appointees of Mr. 
Donald Trump) will be the primary 
determinant of the trajectory of the 
US stock markets (and global equities, 
by implication) over the course of the 
year. The theme that underpins all 
of these is how Mr. Powell and the 
new FOMC will view growth going 
forward. Mr. Powell has been in the Fed 
Chair´s office for about two months, so 
we don´t know much about his, and 
the new FOMC´s thought-processes, 
regarding the issue. But we do know 
the following: 

(a) Mr. Powell defended and reaffirmed 
the Yellen Fed´s policies of interest 
rate hikes, in his recent testimony to 
Congress. After all, Powell voted for the 
current policies, and he is not backing 
away from those commitments. Mr. 
Powell told the Senate Banking 
Committee on Thursday last week: 
“By continuing to gradually raise 
interest rates over time, we’re trying 
to... achieve inflation moving up 
to target but also make sure the 
economy doesn’t overheat... There’s 
no evidence the economy is currently 
overheating.” That kind of reasoning 
goes a long way towards justifying 
the course of both interest rate hikes 
(at least 3 in 2018) and shrinking of 
the Fed´s balance sheet on a regular, 
periodic basis over time (see two first 
charts on this page). More alarmingly, 
Mr. Powell stressed that the stock 
markets are not the economy, and 
the Fed´s focus was the real economy. 
That was the reason why US equities 
sold off sharply on his testimony.

(b) Mr. Powell´s views on the stock 
market are a distillation of New York 
Fed chair William Dudley’s sentiments, 
on a speech delivered Dec. 1, 2014. Dr. 
Dudley took pains to deny and decry 
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22 / The Fed will be the primary determinant of equity markets 
in 2018, as The Donald choses Main Street over Wall Street; the 
Fed will stay its tightening regime, or worse

the idea that the Fed was managing 
the stock market. He said: «Let me be 
clear, there is no Fed equity market 
put. To put it another way, we do not 
care about the level of equity prices, 
or bond yields or credit spreads per 
se. Instead, we focus on how financial 
market conditions influence the 
transmission of monetary policy to 
the real economy. At times, a large 
decline in equity prices will not be 
problematic for achieving our goals. 
For example, economic conditions may 
warrant a tightening of financial market 
conditions. If this happens mainly via 

the channel of equity price weakness 
— that is not a problem, as it does 
not conflict with our objectives.» This 
is essentially true – the Fed had paid 
close attention to domestic financial 
conditions rather than to Core CPI and 
asset prices during the past few years 
(see 1st chart on next page).

Market lore has been insistent that 
there is a so-called «Fed Put» on 

the stock markets, meaning that the 
Fed establishes a price floor under the 
market, preventing serious declines, so 
the optimal strategy is to «buy the dip» 
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if one occurs, because the Fed will come 
to the rescue. Both Messrs. Powell 
and Dudley have just shot down the 
notion of a «Fed Put» in the markets. 
We know now that their focus lies 
elsewhere, and that the priority is not 
really to support asset prices but to 
make sure that financial conditions 
are optimal for the economy (see 1st 
chart on this page).

(c) We do know that the Fed can be 
inflation-phobic when it is focusing 
on this issue -- and the FOMC is now 
doing exactly that. Sometimes, the 
Fed over-focuses on inflation, and 
since inflation lags behind growth and 
activity, the timing of their reaction-
function to this data can sometimes 
be awkward (to say the least); see 2nd 
chart on this page. 
Example: the FOMC´s statement 
following its late June, 2008 meeting. 
The Great Financial Crisis (GFC) is already 
full-blown by that time but nobody, not 
even the Fed, knew it. During the 7th 
month of the GFC, the Fed said, after 
acknowledging the existence of certain 
financial strains: «Recent information 
indicates that overall economic activity 
continues to expand... the upside risks 
to inflation and inflation expectations 
have increased.» The Fed was not 
aware that a recession was going on 
even though it was month 7, and it 
kept a tightening bias. The FOMC was 
so overly concerned with inflation that 
there was one dissent, from a voting 
member who wanted the Fed to raise 
interest rates then and there.

Lesson: the Fed will not allow 
unfettered actual inflation, and 

the committee will likely overreact 
to tamp down any inflationary surge. 
The Fed will «fight inflation» with 
interest rate increases, even if they are 
inconvenient to market investors (and 
for the economy, as it turned out). But 
this zeal often creates issues for the 
central bank and the markets because 
the Fed’s reaction function is often 
late, and lags behind developments in 
growth and inflation (see 2nd chart on 
this page). 

(d) What is a complete surprise is the 
lack of a push-back from Mr. Donald 
Trump regarding Mr. Powell’s stance of 
tighter future policy. Many observers 
(including us), fully expected Mr. Trump 
to champion «lower rates for longer,» 
and in fact The Donald said so in many 
occasions that he likes low interest 
rates. The expectation was that Powell 
would want to move the Fed away from 
Quantitative Tightening and/or interest 
rate hikes to please the president who 
appointed him -- but no; here you are, 
Mr. Powell and the new FOMC are 
touting prospective growth, and as 
consequence of that, the tightening 
regime decided by the Yellen Fed will 
stay on course. 
We are not implying, of course, that 
Mr. Powell takes instructions from 

Mr. Trump, but we believe that there 
was convergence of interests which 
should allow the Powell’s Fed to 
pursue their agenda without the risk 
of receiving tweeted potshots from 
The Donald. And obviously, something 
has changed in the priorities of Mr. 
Trump, for we do not believe for a 
second that Mr. Powell would go on 
full tilt with the tightening regime, 
without some detente/understanding 
with The Donald. To us, Mr. Trump´s 
focus has turned to jobs, jobs, jobs, 
rather a buoyant stock market. All his 
recent legislative and administrative 
decisions (illegal immigration (jobs 
for Americans!), lower corporate 
tax, higher defense spending, tariffs, 
and soon, infrastructure) are focused 
towards job-creation. And so it is too 
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much to expect that with accelerated 
job creation (and corresponding wage 
growth), inflation will not become 
a problem. Already, NFIB survey of 
employers planning to raise wages and 
the Employers’ Compensation Index 
(ECI) are already flagging a substantial 
boost to Core CPI up to September 
2018, at least (see 1st chart on this 
page).

Jobs are vote-getters, and if that comes 
with a buoyant stock market so much 
the better, putting ourselves in the 
shoes of Mr. Trump. But between jobs 
and the stock markets, we believe 
The Donald will opt for the former. 
Conclusion -- the focus at least this 
year should be on job-creation, the 
wage-push inflation that it brings, 
and the reaction-function of the Fed 
to contain inflationary pressures.  
President Trump will accept possible 
«normalization» of stock and bond 
(lower) valuations, if the economy 
performs well, and jobs (votes) are 
created. It is choosing Main Street 
at the expense of Wall Street -- Main 
Street growth involves higher wages 
which redound to lower corporate 
profit margins. And lower profit margins 
will hurt equity prices; the only good 
thing about it is that profit margins flag 
the likely stock returns 2 quarters ahead 
(see 2nd chart on this page).

Certainly, risks have risen in terms 
of inflationary pressures, although 

that is somewhat mitigated by the 
absence of rip-roaring US GDP growth. 
Gains in the US jobs market have not 
been, so far, accompanied by similar 
domestic growth gains – and that has 
basically tied down wage growth. That 
presents a peculiar kind of risk, which 
is that the job market could become 
over-extended, then peak and tip-over, 
before wage growth has reached escape 
velocity. This is not mere speculation – 
employment data has been slowing for 
several quarters now on year-on-year 
basis, and that is causing our model to 
flag potential distress in the jobs market. 
Our modeling work suggests that wage 
growth is almost just about to close the 
cycle loop with Civilian Employment (see 

3rd chart on this page), then the cycle 
repeats from square one (recession). 
The risk that this model is outlining is 
that wage growth may fail to take off 

before unemployment starts to rise – 
and we know what happens thereafter: 
wage growth will stop dead on its tracks 
(see 3rd chart on this page).
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Food for thought: 

The stock markets have been 
recently dealt a sharp blow due 

to jitters that rising inflation (signified 
by a sharp rise in the breakevens and 
long-term bond yields) could mean 
that equity valuations will be at risk if 
the condition gets any worse (see first 
chart below). However, we reserve 
judgement because the 10yr bond 
yield, and indeed, the breakevens, have 
risen to these levels before without 
triggering a negative response from 
the equity markets. What we know is 
that there was a sharp drop in inflation 
expectations two weeks prior to the 
equity break. An equity market sell-
off would be the correct response to 
falling inflation expectations – it is easy 
to show that rising inflation has been 
a positive for rising stock markets, 
without exception, during the course of 
the Great Financial Crisis, and vice versa 
(see 1st chart on this page).

Moreover, it is not nominal bond 
yields that correlate with the 

twists and turns of the stock market. It 
is real short term interest rates (3 mo. 
Libor rate deflated by CPI as proxy) 
which make the difference. The equity 
market is negatively correlated to real 
interest rate trends – the stock market 
performs well when real interest rates 
are falling or are turning negative, and 
vice versa. However, the impact of 
the negative relationship takes circa 6 
quarters before the ill effects show up 
(see 2nd chart on this page).
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