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Key principles rather than forward guidance

Fed Chair Warsh laid out his criticism of forward guidance and provided some clues about what a
more data-dependent Fed will be watching. However, these are more “key principles” than a
contingent or scenario-based reaction function.

¢ Warsh remains deeply critical of forward guidance particularly the sort used during the financial
crisis and during COVID. He argues that deterministic, pre-committed guidance leads to
policy errors once the economy normalizes as occurred after COVID.

o While economists now widely accept that pre-committing to keep rates low for long is ill-judged
once the economy is off the zero lower bound, there is more debate about other forms of forward
guidance.! The Fed could, for example, outline its medium-term outlook while highlighting the risks
in the forecast and how it might react. Mapping out a reaction function anchored to a forecast
allows policy to remain flexible and data dependent. The market judges for itself what the Fed
is likely to do by comparing the current data to the medium-term forecast. Alternatively, it could
provide scenarios that outline possible policy paths. Either way, policy is contingent on the
state of the economy and the data flow.

o However, Warsh seems a little skeptical about even this type of guidance. He argues that
forecast-based guidance works “better in the lab than in the field”. For example, he notes
that FOMC members consistently forecasted inflation would return to 2% despite signs it wasn’t
after COVID.

¢ Instead, he believes policy should be guided by a set of “key principles”. This means putting
more emphasis on “trends” rather than “isolated data”. Policy is implemented through changes in
short-term interest rates; rather than QE. Price stability is defined by the PCE index — although
in his discussion of current conditions he noted other measures including the dispersion of prices
within the CP as well as commodities. That said, he thinks wages are less helpful for predicting
inflation. Finally, he argues that “we should pay attention to money created by the central
bank”. We think this is an oblique reference to the size of the Fed’s balance sheet.

¢ While the Chair clarified the general principles guiding policy, these may still not be detailed
enough to give a sense of how the Warsh Fed will respond to different economic scenarios.
Markets were relieved that he sounded more hawkish and reiterated the Fed’s 2% PCE goal for
price stability. But without more direction, the Fed and markets are in a bit of a hall of mirrors —
each reflecting back what it thinks the other is thinking.

' See, “Current Issues in Forward Guidance”, T. Adrian, International Monetary Fund, August 2026.


mailto:joseph.abate@smbcnikko-si.com
https://www.smbcgroup.com/americas/getmedia/3ab84234-2015-486c-934c-cb268d842c39/forwardguide.pdf

SMBC US Rates Strategy

Disclaimers

This document is provided by SMBC Group (including, collectively or individually, Sumitomo Mitsui Banking Corporation,
SMBC Nikko Securities America, Inc., and their affiliates, as applicable) for informational purposes only, solely for use by
the client(s) or potential client(s) to whom such document is directly addressed and delivered. This document does not
constitute an offer or solicitation of the sale or purchase of securities or other investments. This document was prepared by
SMBC Group’s economist(s). The information contained herein is obtained or derived from sources believed to be reliable,
but SMBC Group and the economist(s) make no representations as to its accuracy or completeness. In some cases, such
information may be incomplete or summarized. The views, statements, assumptions, and forecasts expressed herein are
those of the economist(s) and do not reflect the judgment of any other person or of SMBC Group. This document has been
prepared based on assumptions and parameters determined by SMBC Group’s economist(s) in good faith. The
assumptions and parameters used are not the only ones that could have been selected, and therefore no guarantee is
given as to the accuracy, completeness, or reasonableness of any such quotations, disclosures, or analyses. Past
performance is not a reliable indicator of any future results.

This document has been prepared for, and is directed at, institutional investors and other market professionals and is not
intended for use by retail customers. It does not take into account any specific investment objective, financial situation, or
particular need of any recipient(s). The information contained herein should, for whatever purpose, be used solely at the
discretion and responsibility of the recipient(s). SMBC Group does not accept any liability or responsibility for any results in
connection with the use of the information. Recipients are responsible for making final investment decisions and should do
so at their own discretion following their own independent analysis and assessment of the merits of any transaction prior to
execution, after conducting a careful examination of all documentation delivered, explanatory documents pertaining to listed
securities, prospectuses, and other relevant documents. Any financial instruments discussed in this document may be
speculative and may involve risks to principal and interest.

Conflicts of Interest Disclosures

The views, statements, assumptions, and forecasts expressed herein may differ from those expressed in the globally branded
research produced by SMBC Group. The trading desks of SMBC Group trade or may trade as principal in the financial
instruments that are the subject of this document, and the economist(s) may have consulted with the trading desks while
preparing the document. The proprietary interests of SMBC Group may conflict with those of the recipient(s). SMBC Group
may seek to do business with companies mentioned in this material and the trading desks may accumulate, be in the process
of accumulating or have accumulated, long or short positions in financial instruments mentioned and may have acquired them
at prices no longer available. The trading desks may also have or take positions inconsistent with the views expressed in this
document or may have already traded on those views.

This document is not a research report, and neither the document nor the economist(s) is/are subject to policies and
procedures that apply to the globally branded research reports and research analysts of SMBC Group or to legal requirements
designed to promote the independence of investment research. This document is not subject to any prohibition on dealing
ahead of the dissemination of investment research. This means that SMBC Group, and its directors, representatives, or
employees, may have a long or short position in any financial instruments mentioned in this document and may make a
market or trade in financial instruments economically related to the securities, derivatives or other underlying assets
mentioned herein, in each case either as principal or as agent, at any time.

No part of economist compensation was, is, or will be, directly or indirectly related to the specific recommendations or views
expressed herein. The personal views of economists may differ from one another.

This document is the property of SMBC Group, subject to copyright. Any reproduction of this document, in whole or in part,
is prohibited and you may not release this document to any person, except to your advisors and professionals to assist you
in evaluating the document, provided that they are obligated by law or agreement to keep the document confidential.
Distribution, possession or delivery of this document in, to, or from certain jurisdictions may be restricted or prohibited by law.
Recipients of this document are required to inform themselves of and comply with all such restrictions or prohibitions.

© 2026 SMBC Group. All rights reserved.



