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Little Impact From Fed Actions On Inflation

One measure of core inflation peaked the same month that

the Fed lifted interest rates off the zero bound. Since then,

the annual growth in this version of core inflation is up just

2.7%. Moreover, the real fed funds rate is now significantly

positive. Given the lags in monetary policy, the full effects of

tightening have not been felt. If there is a recession, inflation

will slow further, potentially rekindling fears of deflation.

Source: FRB, BLS, Haver, SMBC Nikko
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Why Has Core Inflation Declined?

Most of the decline in inflation has been the result of a

loosening in economy-wide supply bottlenecks. This is

evident from the historic collapse in supplier deliveries as

illustrated in the ISM manufacturing and services surveys.

This improvement has had nothing to do with monetary

policy but rather was the result of full economic reopening

post-pandemic.

Source: Institute of Supply Management, Haver, SMBC Nikko
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A Broken Fed Inflation Model 

If there is any doubt the improvement in inflation was due to

Fed policy, then the economy would have already seen a

decline in the output gap. Instead, the current unemployment

rate is above policymakers’ estimate of full employment and

yet inflation within core services is rapidly slowing. The

output gap is a poor predictor of inflation so the Fed should

adopt a different approach.

Sources: BEA, CBO, Haver, SMBC Nikko

-8

-6

-4

-2

0

2

4

6

8

-8

-6

-4

-2

0

2

4

6

8

90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20 22

%
%

CPI Services Less Shelter (YoY) Output Gap



4

Massively Restrictive Borrowing Costs

The historic speed with which the fed funds rate has risen

now places it above the estimated potential growth in

nominal GDP. This has critical importance to the economic

outlook because when the funds rate has been above

nominal activity, it acts as a major break on economic

activity. Put another way, when the “risk free” rate is above

the economy’s long-term ability to service that interest, high

borrowing costs eventually cripple business and consumer

spending. This time is unlikely to be different.

Sources: FRB, Haver, SMBC Nikko
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This Time Is Never Different

Lastly, the Index of Leading Indicators continues to decline.

Over the last year, the series is down nearly 8%. Declines of

this magnitude have always signaled recession but the lead

times can vary. It took nearly two years from its 2006 cyclical

peak before the onset of recession in early 2008.

Sources: Conference Board, BEA, Haver, SMBC Nikko
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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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