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Easy Financial Conditions Mask Historic Tightening 

The Fed is miscalculating the current stance of monetary policy because traditional measures of financial conditions 
have not shown much tightening. In fact, the Chicago Fed National Financial Conditions Index (NFCI) shows a 
dramatic easing in financial conditions since last October to a level not seen since the Fed first began 
raising interest rates in March 2022. Financial condition indices effectively mask an historic increase in household 
borrowing costs, which is not unusual. 

As we can see in the chart below, the Chicago Fed NFCI series almost never shows any tightening in financial 
conditions, demarcated by a reading over zero. Strange. In fact, the index showed easy financial conditions before 
the onset of the 2001 recession despite a plunge in stock prices. And the NFCI eased further during the recession. 

Moreover, since the 2008-09 financial crisis, the NFCI has rarely shown any tightening either. For example, there 
were marginally tight conditions from September 2011 to December 2011 following the fallout of the debt ceiling 
debacle and ensuing US government downgrade.   

A reason for the unusual behavior of the NFCI could be an overengineering of the series which uses approximately 
100 variables in its construction. But whatever the reason, we have found that “financial conditions” for a large 
subset of the economy, namely the consumer, have massively tightened. This is apparent from our effective 
household borrowing rate, which is shown alongside the Chicago Fed NFCI.  

Our series is a weighted average of household debt with the weights determined by their respective share of total 
consumer borrowing. Mortgages (65%) have the largest weight, followed by personal loans (20%), then auto loans 
(8%) and finally credit cards (7%).   

Unlike the Chicago Fed NFCI, effective household borrowing costs have tightened dramatically since the 
Fed began raising rates, soaring to the highest reading in two decades. This explains the current deep 
recession in the housing market.  In general, the longer household borrowing rates remain high—and they are likely 
to go up more with further fed hikes—the greater the likelihood we see a capitulation in consumption.   

It would be prudent for Fed policymakers to scrap “traditional” measures of financial conditions, such as the Chicago 
NFCI, because they do not accurately capture what is going on in the real economy. Sadly, there is nothing to 
suggest this is going to happen, at least not until the unemployment rate begins to move sharply higher.  

 Sources: Chicago Fed, NY Fed, FRB, Freddie Mac, Haver, SMBC Nikko 
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This document has been prepared by SMBC Group (including, collectively or individually, Sumitomo Mitsui Banking 
Corporation, SMBC Nikko Securities America, Inc., SMBC Nikko Securities Canada, Ltd., SMBC Capital Markets, Inc., SMBC 
Leasing and Finance, Inc., JRI America, Inc., and SMBC Rail Services LLC) and is being furnished by SMBC Group solely 
for use by the client or potential client to whom such materials are directly addressed and delivered. SMBC Nikko Securities 
America, Inc. (“SMBC Nikko America”) is a US-registered broker-dealer. SMBC Nikko Securities Canada, Ltd. (“SMBC Nikko 
Canada”) is a US and Canadian registered broker-dealer. SMBC Capital Markets, Inc. (“SMBC Capital Markets”) is 
provisionally registered with the CFTC as a US swap dealer. In the US, capital markets and other investment banking activities 
for SMBC Group are performed by a combination of SMBC Nikko America, SMBC Nikko Canada, and SMBC Capital Markets. 
Lending and other commercial banking activities are performed by Sumitomo Mitsui Banking Corporation and its banking 
affiliates. Derivative activities may be performed by SMBC Capital Markets or Sumitomo Mitsui Banking Corporation. SMBC 
Group deal team members may be employees of any of the foregoing entities.  
 
This document is for informational purposes only and is not intended to be a research report, advice, a recommendation, an 
offer to sell or the solicitation of an offer to buy any securities, enter into any transaction or adopt any hedging, trading or 
investment strategy, or any commitment to underwrite, subscribe for, or place any securities, is not an offer or commitment 
to provide any financing or extension of credit or service, and does not contain any tax or legal advice. Any transactions or 
strategies discussed herein do not take into account the particular investment objectives, financial situations, or needs of any 
client, and may not be suitable for all parties. This document is not subject to the independence and disclosure standards 
applicable to research reports and research analysts under those laws and regulations. This document has been prepared 
for and is directed exclusively at Qualified Institutional Buyers, sophisticated institutional investors, and other market 
professionals.  It is not intended for distribution to or use by retail customers.  
 
In preparing this document, SMBC Group has relied on information available from third parties, including public sources, and 
we have assumed, without independent verification, the accuracy and completeness of such information. Specific prices, 
indices or measures, including ranges, listed in this document were prepared at or around the time the document was 
prepared, and are subject to change without notice. SMBC Group makes no representations to, and does not warrant, this 
document’s accuracy or completeness. SMBC Group expressly disclaims any liability for any results in connection with use 
of the information set forth herein, including, without limitation, any use of the information in the preparation of financial 
statements or accounting material. Prior to participating in any transaction or strategy, you should consult your own 
independent, competent, legal, tax, accounting and other professional advisors. SMBC Group does not provide tax advice. 
Accordingly, any discussion of U.S. tax matters contained herein (including any attachments) is not intended or written to be 
used, and cannot be used, in connection with the promotion, marketing or recommendation by anyone unaffiliated with SMBC 
Group or for the purpose of avoiding U.S. tax-related penalties.  
 
This document may contain forward looking statements, which may include projections, forecasts, income estimates, yield or 
return, future performance targets, or similar analysis. Any such forward-looking statements, prices, indices, or measures are 
based upon certain assumptions. All forward-looking statements are based on the information available at the time the 
document was prepared and SMBC Group is not obligated to provide an update. Actual events may differ from those 
assumptions or available information. Any opinions, projections, price/yield information or estimates are subject to change 
without notice. There can be no assurance that any estimated returns or projections will be realized, that forward-looking 
statements will materialize, or that actual results will not be materially different from those presented herein. Past performance 
should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or 
implied, is made regarding future performance. The value, price or income from transactions or strategies may fall as well as 
rise. SMBC Group or an affiliate may have a position in any of the underlying instruments, assets, indices or rates mentioned 
in this document.  
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