
Will Oil Prices Handcuff The Fed?

After Friday?s weak employment report, there was a rebirth of the once-dead argument for a rate
cut at the Fed?s March meeting. Over the last six months, the economy has shed 6,000 jobs in
aggregate, including three months in which job growth shrank. Further consider that the civilian
workforce has been growing at 184k people per month. Needless to say, the case for a rate cut or
series of cuts is not hard to make based on BLS employment data. However, some media pundits
claim oil prices will handcuff the Fed. They argue: ?The Fed won?t cut rates when oil prices are
elevated due to the situation in Iran.?&#2013266080;

Regardless of popular opinion, history informs us that the Fed will cut interest rates, even if oil
prices remain high. For context, consider the graph below showing oil prices and Fed Funds before
and during the 2008 Financial Crisis. As we highlight, the Fed cut rates by 1.00% in the first quarter
of 2008. During that quarter, crude oil prices rose above $100 per barrel. Moreover, oil prices
continued to surge. Despite oil approaching an unthinkable $150 a barrel that summer, the Fed
kept rates stable. Ultimately, they lowered rates to address the growing financial crisis.

The Fed always states that it relies on core prices, which exclude energy prices. The graph below
shows this was the case in early 2008, and it will likely remain the case if they decide, for economic
reasons, to lower rates in March.
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Yesterday, we discussed the reflexive bounce off of support. The ongoing issues in the Middle
East are yet to be resolved, and may not be for a while. As we noted:

?Notably, the market sold off toward the 200-day moving average and was
sufficiently oversold for a technical, reflexive bounce.&#2013266080;As shown,
with the market more than 3 standard deviations below its 50-dma, relative strength
approaching 30, and momentum reversing sharply, the bounce was not unexpected.?

The market bounced right into the overhead resistance levels we discussed on Monday, and
sellers emerged. The resistance levels at the 20- and 50-day moving averages may prove
formidable near-term, as many ?trapped longs? look to exit. As we suggested, even though the
market is not overbought, the technical deterioration suggests raising cash levels modestly in
portfolios. Notably, the rotation to growth, from the ?reflation trade,? has been ongoing and
something we suggested was likely over the last couple of weeks.
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While the market may try to push higher over the next day or two, it seems unlikely, but not
impossible, that it can make a meaningful break above resistance. That is, unless we get some
very good news on inflation today, or progress is made on the Middle East front. Without a
&#2013266080;?catalyst,?&#2013266080;it seems stocks may be stuck below resistance for a
while, increasing the odds of a retest of the 200-day moving average.

With that in mind, consider rebalancing risk, raising cash levels somewhat, or hedging long
exposures until the market gives us a clearer entry point to increase risk. That entry point is likely
coming as historically,&#2013266080;when volatility reacts like this, it has marked a tactical
bottom in the S&P.
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Trade accordingly.

Oil?s Spike Then Plunge Teaches Patience

Yesterday?s oil market delivered one of its most dramatic intraday reversals in recent memory.
Crude oil surged by over $20 a barrel in early trading. The move was driven by fears that Iranian oil
infrastructure was under attack, and the Strait of Hormuz, through which approximately 20% of the
world?s oil supply passes, could be disrupted. The surge weighed on all financial markets, but
then, almost as quickly as oil prices rose, they reversed. By the afternoon, crude oil prices had
given back all of their gains and then some, closing down on the day. As we share below, the
intraday range of nearly 40% was among the widest recorded in the past decade, a statistical
reminder of how violently event-driven markets can move in both directions within hours.

Yesterday?s whipsaw provides a great lesson on why patient investors tend to outperform reactive
ones during periods of event-driven volatility. The investors who bought oil at the open, in a panic,
suffered significant losses within mere hours. The hard lesson oil markets and other markets
repeatedly teach investors is that, oftentimes, during a shocking event, markets tend to price in
worst-case scenarios instantly and then spend hours, days, or weeks walking them back as clarity
emerges. The right response to event-driven volatility is almost never to act immediately. It?s
usually best to wait, assess, and let the market separate the signal from the noise.
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Tweet of the Day
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?Want to achieve better long-term success in managing your portfolio? Here are our 15-trading
rules for managing market risks.?

Please subscribe to the daily commentary to receive these updates every morning before
the opening bell.

If you found this blog useful, please send it to someone else, share it on social media,
or contact us to set up a meeting.
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