
The 2023 Slowcession

Joe Lavorgna
Chief US Economist

SMBC Nikko, Inc.

(212) 610-1741
Joseph.Lavorgna@smbcnikko-si.com

April 20, 2023



1

A Record Rise in Fed Funds

The Fed has raised rates at the fastest pace in more than four decades. The funds rate is in
highly restrictive territory. This is evident from the slope of the yield curve and the level of real
interest rates.

Source: FRB, Haver, SMBC Nikko
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When Does the Recession Begin?

Historically, the Index of Leading Economic Indicators (LEI) tops out 11 months before the peak
in GDP. But the lead time can be much longer, as it took 21 months from the 2006 peak in the
LEI to the 2007 peak in real GDP.

Sources: Conference Board, NBER, SMBC Nikko
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Negativity Abounds

The percent of small businesses reporting that “now is a good time to expand” is hovering
near a record low reading.

Sources: NFIB, NBER, Haver, SMBC Nikko
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Almost Depleted?

Households may still have “excess savings” from past covid-related stimulus plans. Recent
trends suggests these funds may run about by this June.

Sources: BEA, Haver, SMBC Nikko
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Lingering Pandemic Effects

Spending on consumer goods is still well above its long-term pre-pandemic trend while
spending on services are nearly back its pre-pandemic trend.

Sources: BEA, NBER, SMBC Nikko
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Watch the Unemployment Rate

The unemployment rate is an excellent leading indicator of the economy. In the past, it
bottomed six months before the onset of recession, rising an average of 40 basis points from
its cyclical low.

Sources: BLS, NBER, SMBC Nikko
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On the Cusp of Major Weakening 

While the number construction jobs is close to an all-time time, construction spending has
collapsed. This points to a significant pullback in employment, enough to push the
unemployment rate up nearly half of one percentage point.

Sources: BLS, BEA, NBER, Haver, SMBC Nikko
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The Bond Market Always Knows

When the 2s/10s treasury curve inverts, a recession always ensues. The curve inverted last
July, and the average lead time from inversion to peak economic activity is 13 months.

Sources: Federal Reserve, NBER, Haver, SMBC Nikko
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Massive Bear Flattening

The 2s/10s curve steepens or normalizes only when the Fed lowers interest rates. When will the
Fed cut?

Sources: Federal Reserve, Haver, SMBC Nikko
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Looking at the Wrong Metric

Financial conditions for consumers have significantly tightened. Borrowing costs for homes,
autos, credit cards and personal loans are at their highest readings in over two decades.

Sources: Bloomberg, Federal Reserve, SMBC Nikko
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Massive Outflow of Deposits

Last year commercial banks saw record deposit flight because their customers sought higher
yields elsewhere. The persistence of an elevated fed funds rate will prolong this dynamic.

Sources: FDIC, FRB, Haver, SMBC Nikko
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Credit Crunch Ahead

Small businesses are reporting much greater difficulty obtaining credit. This development
should be a headwind to economic growth.

Sources: NFIB, NBER, Haver, SMBC Nikko
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Inflation Peaked

Food accounts for nearly 14% of headline inflation and were a key factor pushing prices higher
last year. The sharp decline fertilizer prices points to lower food costs in the months
immediately ahead.

Sources: Bloomberg, Green Markets, BLS, SMBC Nikko
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Record Surge Followed by Record Decline

An epic surge in money growth has given way to an epic slowdown in money growth. This is
another reason the economy is past its inflation inflection point.

Sources: Bloomberg, Federal Reserve, SMBC Nikko
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Weakening Pricing Power

The percent of small businesses planning to raise average selling prices has fallen
dramatically and is close to its pre-covid readings. If the economy slows sharply in the
quarters ahead, pricing power should meaningfully weaken.

Sources: NFIB, NBER, Haver, SMBC Nikko
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What Goes Up Quickly, Comes Down Quickly

inflation does not plateau, rather it spikes. More importantly, the acceleration in inflation is
equally matched a deceleration in inflation. History is currently repeating.

Sources: BLS, NBER, Haver, SMBC Nikko
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Stable Inflation Expectations

Despite elevated inflation, the bond market remains sanguine on the inflation outlook.
Breakeven inflation has been low and stable.

Sources: Bloomberg, FRB, SMBC Nikko
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Whither Long-Term Interest Rates?

Breakeven inflation and the one-year forward fed funds contract explains 90% of the yield on the
10-year treasury note. If inflation expectations remain stable, the direction of long-term yields
will be dictated the path of the fed funds rate.

Sources: Bloomberg, Federal Reserve, SMBC Nikko
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How Low Can They go?

When the Fed eases policy, official interest rates generally fall a lot. The average decline in the
fed funds rate is over 400 basis points.

Sources: Federal Reserve, Haver, SMBC Nikko

First Fed Rate Cut (Month)
Total Cuts 

(Bps)
Occurring over… 

(Months)
March 1960 280 17

December 1966 197 8

September 1969 547 18

October 1973 556 20

January 1980 479 7

February 1981 438 2

July 1981 1059 20

September 1984 563 24
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Disclaimer

This presentation is for discussion purposes only and is not intended to be an offer to sell or the solicitation of an offer to buy any securities, 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. This presentation has been prepared by SMBC Group (which may include, collectively or individually, any of the following entities in the
Americas Division: Sumitomo Mitsui Banking Corporation (“SMBC”), SMBC Nikko Securities America, Inc. (“SMBC Nikko”), SMBC Nikko Securities Canada, Ltd.
(“Nikko Canada”), SMBC Capital Markets, Inc. (“SMBC-CM”), 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. This presentation is
confidential, and is the property of SMBC Group subject to copyright. Any reproduction of this presentation, in whole or in part, is prohibited, and you may not
release these materials to any person, except to your advisors and professionals to assist you in evaluating these materials, provided that they are obligated, by
law or agreement, to keep the presentation confidential. These materials do not constitute research, a recommendation or an offer or solicitation to any person to
enter into any transaction or adopt any hedging, trading or investment strategy. Prior to participating in any such transaction, you should consult your own
independent, competent, legal, tax, accounting and other professional advisors.

In preparing this presentation, SMBC Group has relied upon 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 the time the document was prepared, and are subject to change without notice. SMBC Group makes no representations to and does not
warrant this presentation’s accuracy or completeness. SMBC Group expressly disclaims any liability for any use of the information set forth herein, including,
without limitation, any use of the information set forth herein in the preparation of financial statements or accounting material.

These materials may contain forward looking statements, which may include projections, forecasts, income estimates, yield or return, future performance targets
or similar analysis. These forward looking statements are based upon certain assumptions. All forward looking statements are based upon currently available
information and SMBC Group is not obligated to provide an update. Actual events may differ from those assumptions. Opinions, projections, price/yield
information and estimates are subject to change without notice. There can be no assurance that estimated returns or projections will be realized, that forward
looking statements will materialize or that actual results will not be materially lower than those presented. Past performance is not necessarily indicative of future
results. Any transactions or strategies addressed may not be suitable for all parties. 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. You should make
your own independent judgment or seek independent financial and tax advice with respect to any matter contained herein.

SMBC is subject to Japanese firewall regulations and therefore absent client consent, non-public client information may not be shared with SMBC Nikko
Securities Inc.

SMBC Nikko is a US registered broker-dealer of SMBC Group. Nikko Canada is a US and Canadian registered broker-dealer of SMBC Group. SMBC-CM is
provisionally registered as a US swap dealer with the CFTC. Capital markets and other investment banking activities for SMBC Group are performed by a
combination of SMBC Nikko, Nikko Canada, SMBC Nikko Securities Inc. and SMBC-CM. Lending and other commercial banking activities are performed by
SMBC and its banking affiliates. Derivative activities may be performed by SMBC-CM or SMBC. SMBC Group deal team members may also be employees of
any of the foregoing entities. 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. © 2020 SMBC Group. All rights reserved.


