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Introduction

Early last summer, we argued that inflation was primed to slow broadly

as the result of both a supply side over-response and slowing demand.

Our view is that many of these forces will continue to soften core

prices in the months ahead. Here we discuss the key inflation forces

we are monitoring and outline our core inflation forecast.

The Fed views core prices as both the best indication of underlying

supply/demand imbalances and the purest inflationary signal.

Recently, Fed Chair Powell has focused in on core services prices ex

housing to determine when their inflation mandate has been satisfied.

Inflation, broadly speaking, has broken lower especially for the items

that are most central to Fed decision making and households’ bottom

lines.
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Relief Coming for Core Prices

The best predictor of core inflation (which strips out volatile food and

energy prices) is the trajectory of real personal incomes. Why? As

purchasing powers rise, people spend more, and when they spend

more, firms raise prices. Empirically, this process takes one year

(shown below). The real income data suggests that core prices should

print at 3.2% YoY by the end of 2023 (from 4.7% at present) before

heading to 1.5% by yearend 2024.

Sources: BEA, BLS, Haver, SMBC Nikko
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Goods Supply Back to Normal — Disinflationary

Retail inventories are finally back to normal levels relative to sales.

This comes after record inventory growth in 2021 and near record

growth rates yet again in 2022. The lone sector which has yet to fully

recover is autos, where inventories are quickly recovering at the same

time that rising interest rates should dampen demand. This is key to

our view that goods inflation will move materially lower.

Sources: Census, Haver, SMBC Nikko
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Autos — Disinflationary

Although used car and truck prices only carry a 2.8% weight in the

consumer price index, do not forget that back in 2020 and 2021, auto

prices were the canary in the coal mine as the sector was the first to

succumb to widespread supply chain backlogs. Eventually this

plagued the broader economy.

Used car and truck prices are now down 5.6% YoY, and down almost

9% from their January 2022 peak. As judged by the Manheim Used

Vehicle index, which tends to lead the BLS’ measure of used car prices

by approximately two months (shown below), autos inflation should

continue to soften. The lesson here is that supply chain issues are

diminishing and thus prices are softening too. Could this again be a

leading indicator of inflation? We think so.

Sources: Manheim, BLS, NBER, Haver, SMBC Nikko
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Supply Chains — Deflationary

We see auto prices as a leading inflation indicator because they are

sensitive to supply chain inefficiencies and interest rates. As for the

former, the Federal Reserve Bank of New York has created a supply

chain pressure index which leads core goods prices by four months.

Amidst a variety of factors influencing goods prices, this one suggests

that we could be looking at outright goods deflation by yearend!

Sources: NY Federal Reserve, BEA, NBER, Haver, SMBC Nikko
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Home Prices Lead Shelter Costs  

The single biggest component of the consumer price index is shelter

with a nearly 35% weight. Where housing costs go, so too does overall

inflation. As mortgage rates rose and the demand for home buying

dropped, home prices decelerated markedly last year. This is key

because historically, home prices lead the BLS’ measure of shelter

costs, as shown below. This relationship alone tells us that the biggest

component of the consumer price index is just beginning a steep

decent to somewhere in the 3%-to-4% range. Indeed, modeling this

relationship statistically suggests shelter costs should decelerate to

4.7% YoY by yearend 2023 (from July’s reading of 7.7%), before falling

to 3.3% by July 2024.

Sources: S&P, BLS, Haver, SMBC Nikko
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Goods Prices are Last Shoe to Drop

Inflation can be broken up into a cyclical and acyclical component.

Cyclical prices (e.g.: housing, manufacturing) are influenced by Fed

policy while acyclical prices (e.g.: education and healthcare) have

already plunged. As a result, cyclical prices are the last shoe to drop

(see top chart). As monetary conditions tighten further, interest rate

sensitive cyclical prices should disinflate. The ISM Services index

leads these prices by 16-months and, statistically, suggests these

prices should fall to 3.2% and 2.5% by yearend 2023 and 2024.

Sources: San Francisco Federal Reserve, ISM, NBER, Haver, SMBC Nikko
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Fed’s Preferred Inflation Metric Below 2%

The Fed has homed in on core services prices ex housing as their

preferred inflation indicator. On a three-month annualized basis, it has

fallen precipitously from 9.3% in May 2022, to just 1.7% in July 2023.

Notice how this has occurred despite unemployment remaining at 54-

year lows, and flat for the last 12-months.

Sources: BLS, Haver, SMBC Nikko
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Conclusion

As demonstrated here, both observed core inflation and its various

drivers have fallen quickly this year. These variables, and others,

econometrically imply that core CPI will fall to 3.2% YoY by the end of

2023 and further decelerate to just 1.9% YoY by the end of 2024. Such a

result would mark a return back to the 2013-2019 average rate of core

inflation (1.9%).
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Disclaimer

This document is provided by SMBC Nikko Securities America, Inc. (“SMBC Nikko”), the US-registered broker-dealer affiliate of Sumitomo Mitsui
Banking Corporation, for informational purposes only. This document was prepared by SMBC Nikko’s economist(s). The views statements,
assumptions and forecasts expressed herein are those of the author(s) and do not reflect the judgment of any other person or of SMBC Nikko, it
does not constitute an offer, or solicitation of the sale or purchase, of securities or other investments. The information contained herein is obtained or
derived from sources believed to be reliable, but SMBC Nikko and the author(s) make no representations as to its accuracy or completeness. In
some cases, such information may be incomplete or summarized. This document has been prepared based on assumptions and parameters
determined by the 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. The information
contained herein should, for whatever purpose, be used solely at the discretion and responsibility of the recipient. SMBC Nikko and its affiliates do
not accept any liability or responsibility for any results in connection with the use of such information. Recipients are responsible for making final
investment decisions and should do so at their own discretion after conducting a careful examination of all documentation delivered prior to
execution, explanatory documents pertaining to listed securities, prospectuses, and other relevant documents, and their own independent analysis
and assessment of the merits of any transaction. The financial instruments discussed 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 globally branded research produced by
SMBC Nikko or its affiliates. The trading desks of SMBC Nikko and its affiliates trade or may trade as principal in the financial instruments that are
the subject of this material, and the author(s) of this document may have consulted with the trading desks while preparing this document. The
proprietary interests of SMBC Nikko and its affiliates may conflict with those of the recipient. SMBC Nikko and its affiliates may seek to do business
with the companies mentioned in this material and the trading desks may have accumulated, be in the process of accumulating, or accumulate long
or short positions in the 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 material is not a research report, and neither this material nor its author(s) is subject to SMBC Nikko policies and procedures that apply to the
globally branded research reports and research analysts of SMBC Nikko and its affiliates or to legal requirements designed to promote the
independence of investment research. It is not subject to any prohibition on dealing ahead of the dissemination of investment research. This means
that on the date of this document, SMBC Nikko, its affiliates, and their respective directors, representatives, or employees, may have a long or short
position in any of the instruments mentioned in this document and may make a market or trade in instruments economically related to the securities,
derivatives or other underlying assets mentioned herein, in each case either as principal or as agent.
No part of the author(s) compensation was, is, or will be, directly or indirectly related to the specific recommendations or views expressed herein.
The personal views of authors may differ from one another.
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.
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