The Cooling US Inflation Narrative Just Went Up in
Smoke as Canada Adds Fiscal Stimulus
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Did you hear the one about how US inflation is cooling and the Fed’s about to pivot?

Unfortunately the punchline went over like a lead balloon and delivered a sucker punch to

markets this morning.

2k
Core CPI L .
-4 Core CPl soared to 0.6% m/m and a 7% m/m clip in August at a seasonally adjusted and
-6 - annualized rate. There is zero evidence that the pressures are durably cooling (chart 1).
fL988aanASNNRNRNNN o . L o
Ah L s OO 5L 0AL That remains wishful thinking absent empirical supports. Month-end core PCE is likely to
923288¢8<320888&32

rebound to at least 0.6% m/m non-annualized and likely higher after undershooting the
Sources: Scotiabank Economics, BLS. . . .
prior month (chart 2). To put core in context, 0.6% m/m SA restores the trend from April
to June when 0.6-0.7 monthly core cpi prints were being registered before the 0.3%

deceleration in July that had some folks prematurely declaring that inflationary pressures

chart , are ebbing and the Fed would soon pivot. Not!

US Core PCE and CPI Inflation
20 e change The figures cement a 75bps move next week alongside a hawkish dot plot that will likely
10.0 annualized, SA show the policy rate crossing 4% over Q4/Q1. It's very unlikely that the FOMC signals a
8.0 pause at any of its upcoming meetings not least of which because they’d have to have
6.0 extraordinary faith in the ability of their models to forecast inflation when models cannot
4.0 do well at capturing regime changes which is what we very well may be going through.
;:8 Fed funds futures pricing for next week’s move is now over ~80bps. There was a violent
20 - Core PCE swing in the US front-end as the 2-year Treasury yield jumped by about +24bps after the
40 L Core CPI release. US 10s increased by about 15bps as the 2s10s curve bear flattened. The USD took
-6.0 | off and gained over 1%% on a DXY basis post-data which triggered a massive move away
-8.0 I from dollar softening against all major crosses into the data toward a stronger dollar

crac s %; %‘é_‘:‘% %‘5 s 8% ‘% against everyone post—d.ata. The DXY is now back aF last Thursday’s levels before Fhe .
Sou;’eis";o;a%a‘gk‘éc%nﬁﬁé é?_;BZEA‘“ o= dollar weakened over Friday and Monday. The S&P is down by over 3% on a combination

of Fed fears and the natural increase in recession risk. Basically take every risk-on trade
before the data and flip it around and that about sums it all up. Raise those recession
probabilities and amplify the scenario testing around something that’s a 4-handled Fed
funds rate with more upside than downside risk in the ranges.
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August Changes in US Headline CPI Categories
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August 12-Month Changes in
US Headline CPI Categories
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August Weighted Contributions to
the 12-Month Change in US Headline CPI
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| was above consensus at 0.4% m/m for core CPIl and the Cleveland Fed’s ‘nowcast’ was
indicating 0.5% but the 0.6% m/m rise blew past everyone’s estimates. The underlying
breadth reinforced how hot inflationary pressures remain in the US economy.

Details (here) reinforce the breadth argument. Please see charts 3 and 4 that show
unweighted and weighted contributions to m/m inflation as well as charts 5 and 6 that do
likewise for the y/y rate of inflation.

Across the components, owners’ equivalent rent was the hottest category in weighted terms
(~24% weight). It was up by another 0.7% m/m. For that to turn lower requires two things to
happen. One is that changes in repeat-sales house prices have to softer if not decline. Repeat
sales house prices were still rising up to June (July due out on the 27th) albeit at a softer
0.44% m/m SA pace compared to 1- and 2-handled gains prior to that. We need a long trend
of very weak or negative changes in house prices and then tack on 6-18 month lags before US
OER ebbs as shown in chart 7. In other words, don’t hold your breath hoping for housing to be
a disinflationary influence any time soon.

Used vehicles were down by -0.1% m/m but new vehicle prices were up 0.8% m/m although
at a 4% weight that's a zero contribution. That’s a big fat meh.

Several high contact price trends were mixed. Food away from home prices (restaurants, take
-out etc) were up 0.9% and at-home (ie: groceries) and away-from-home food prices
continue to soar in y/y terms (chart 8). Just wait for drought to hit them. Lodging was up by
0.1% m/m. Airfare fell -4.6% m/m and vehicle rentals were down -0.5% m/m.

Still, overall services ex-energy prices were up 0.6% m/m and so the broad services inflation
picture remains very hot. As chart 9 shows this accelerating trend in service prices is now
being accompanied by sticky core goods inflation.

Please also see the accompanying detailed table that breaks down components with mini-
charts and measures of change relative to norms over different periods of time (ie: z-scores).

CANADIAN IMPLICATIONS

Canada’s bond curve sold off in sympathy to the US moves. There was a 20bps jump in the 2-
year yield and a 16bps increase in 10s. The Canadian dollar depreciated by about 1% cents to
the USD.

Hotter US inflation that drives aggressive Fed tightening and weakens CAD is likely to
motivate the Bank of Canada to have greater confidence to shoot past 4% with its policy rate.

Then enter the implications of Canadian fiscal stimulus now that we have details. It will be
tough slogging to convince markets on a day like today that spending more won'’t drive hotter
inflation. In fact, the two-year GoC yield pushed a few basis points even higher as the
announcements hit.

e Increased GST Credit (here): At a cost of $2.5 billion a one-time lump-sum payment will
be made before the end of this year. Merry Christmas! Payment will be automatic to 11
million individuals and families.

e Dental care (here): Tax-free payments of up to $650/kid will be provided starting on
December 1st with the exact amount depending upon the family’s income bracket up to
$90k. A half-million kids are estimated to be eligible at a cost of nearly $1 billion. The
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received went to actual dental care. It's unclear how long they will have to show receipts, . .ﬁ .
Sources: Scotiabank Economics, BLS.
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if ever. Incidence analysis will be key in determining the ability of dentists to absorb any possible increase in demand for their services if
the proceeds are spent accordingly and the effects on service prices.

e Canada Housing Benefit top-up (here): At a cost of another $1.2 billion there will be one-time $500 tax-free payments to 1.8 million

low-income renters before year-end.

Recall that retail sales equalled about $57 billion in June of this year with July pending. The total Chart 10
~$4.7 billion cost of the three initiatives is equal to about 8% of nominal retail sales. That’s not to Retail Sales Weakness After
say that a single month of sales will be lifted by this amount. By how much and over what time and Surge in Child Benefits Spent

. . . ) . 10 aq/q % change,
on what types of goods and services with the latter underrepresented in retail sales are all highly gEARC anoe

uncertain and depend upon a number of assumptions but it's rather likely that some of the amount

Surge in child
benefit payments

will be spent.

This is what happened when the child benefit payments were sharply increased in years past with
no strings attached to what was done with the proceeds as a surge in sales then gave way to a
demand vacuum (chart 10). The lift to spending this time around is likely to be focused upon Q1
and Q2 given the timing of implementation and recognition lags. -2
-4

Canadian
We will be assessing the implications for price pressures into H1 but it seems sensible to assume ciz:ii;dsg:;sis
that this will add to pressures on measures of core inflation relative to what would have otherwise Q145 Q116 Q147 Q148 Q119

occurred and hence aggravate the Bank of Canada’s stance on monetary policy. Any belief that it EOUFC:Si Scotiabank Economics, Statistics
anada.

-6

will ease inflationary pressures must have studied different economics textbooks. The information
today suggests that the BoC is likely to be dragged along by the Fed with domestic fiscal stimulus reinforcing the likelihood that the policy
rate breaches 4% by December if not October.

Also note that Monday will be a Federal holiday to honour Queen Elizabeth II. That means markets will be shut. Market participants are
tracing through the suddenly disruptive implications for settlement, contract expiries, deal timing etc.

Global Economics 5
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Aug 2022 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic

US INFLATION COMPONENT BREAKDOWN c;’ a/ z:; 10-yeartrend Ja:;';:’;j::::::g ::a mn:;’ We'g(l; /3 yly m/m 20:’:_3;3 Std.Dev.  2-Score| 0 20" a;'lg; Std.Dev.  Z-Score
Food e\~ 08 13.37 152 0.1 13 08 133 17 11 85
Food, home B8}~ 07 830 112 0.06 02 11 17 12 19 66
Cereals & bakery products 1| SR S 12 106 017 0.01 0.4 09 182 09 17 92
Meats, poultry, fish & eggs 1 e N VR 05 189 0.20 0.01 02 32 34 21 39 22
Dairy & related products 16.2 M_,/N_/ 0.3 0.79 0.13 0.00 -0.6 16 10.5 11 31 48
Fruits & vegetables 94 Ww—/ 0.5 140 0.13 0.01 04 17 53 1.0 20 41
Non-alcoholic bevarages B4 e 05 0.95 013 0.00 06 10 123 05 16 82
Other food at home 16,7} ~ 7 11 221 037 0.02 05 06 252 10 16 100
Food, away ol 09 5.08 0.41 0.05 27 03 17.8 25 05 105
Full services meals & snacks 9.0 ___,,__,___,_\/ _,W__,/ 0.8 2.37 0.21 0.02 2.6 04 174 2.4 05 132
Limited services meals and snacks 12k 07 246 0.8 0.02 28 03 136 25 07 67
Food at employee sites and school BT S 193 0.04 0.01 0.01 28 24 85 28 19 109
Food from vending machines & mobile vendors 6.9t e 01 0.04 0.00 0.00 31 10 39 25 13 34
Other food away from home 65|\ g Mt A 01 0.17 0.01 0.00 25 13 30 23 10 42
Energy 238N S e T 5.0 9.20 219 -0.46 -19 10.0 26 16 96 23
Energy comm. Py 3| SNV NON) u SN At -10.1 5.60 152 -0.57 -28 17.0 18 30 174 14
Fuel oils & other fuels 88y~ 24 0.26 013 -0.01 23 158 32 27 144 32
Motor fuel 262w pN NS ST 105 534 140 -056 28 171 17 30 173 13
Gasoline 256 poomsr S ST 06| 523 134 -055 28 171 17 30 124 13
Other B30~ | 84 011 006 -001 23 195 28 6 19 28
Energy serv. 19.8 N\«-—/J _,,___,./"J 21 3.60 0.7 0.08 0.0 24 8.1 0.5 2.7 13
Electricity B8’ ] 15 261 0.41 0.04 05 15 10.4 10 17 89
Utility (piped gas service) EEY| PN 35 0.99 0.33 0.03 14 75 46 .09 73 46
Allitems less food and energy 6.3 w__,_,.,_/f _._V_/f 0.6 77.43 4.88 0.46 2.0 0.2 191 18 0.4 11.0
Commodities less food and energy 71 ‘h___,NJA J 0.5 2112 1.50 0.1 -03 0.4 191 0.2 0.9 18
Household furnishings 06}y T 11 3.80 0.40 0.04 -08 12 95 -09 12 96
Window & floor coverings 68 | omrtrrmr S et 23 0.29 0.02 007 -23 17 53 28 18 54
Furniture & bedding 128t e 05 0.96 0.2 0.00 -03 17 76 -0.9 21 66
Appliances 30 w w -12 0.25 0.01 0.00 -12 31 13 -16 30 15
Other household equipment 83 WM M 0.3 0.55 0.05 0.00 -35 18 6.4 37 15 81
Tools & hardware 17 e eeepnr” 14 0.92 011 0.01 -0.1 10 14 -03 12 9.8
Housekeeping supplies 1.7 MW 0.4 0.93 0.1 0.00 0.3 12 9.6 0.4 13 86
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Aug 2022 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic
0 . o )

US INFLATION COMPONENT BREAKDOWN d:' : :g/;’ 10-yeartrend Ja:;r(;‘:;ﬂ:::::; :12 mng/;’ We'g(':/tj yly m/m 201::3}3 Std.Dev.  Z-Score| 01201 a;'/gy Std.Dev.  Z-Score
Apparel Y Y e 02 242 0.2 0.00 -05 10 57 03 17 27
Men's & boys apparel 52 ”““WW W 0.0 0.67 0.03 0.00 -0.3 15 36 05 2.3 2.1
Women's & girls apparel 54 W"W W 0.8 0.94 0.05 0.01 -13 19 36 -0.1 25 2.2
Footwear 50 w V'\,,,_/\w -0.5 0.60 0.03 0.00 02 13 36 0.8 17 25
Infant & toddler's apparel 86 W W 0.6 0.12 0.01 0.00 0.4 38 2.2 0.5 36 23
Jewlery & watches -0.3 A-/\.M/VW,\\‘ \/\/«\/v/\'\« 0.0 0.16 0.00 0.00 10 34 -04 15 3.8 -05
Trans. less fuel 9.1 A \___.,_/\/\ 0.4 8.52 0.78 0.03 -03 0.9 10.6 0.4 15 5.8
New vehicles 10.1 ___.__,\4,,,/ ,__,,_,__/\ 08 4.00 0.40 0.03 0.1 0.7 152 0.8 12 7.6
Used cars & trucks 7.8 w_,_\,,__.JJ"\ __\__‘,_/\/\ -0.1 4.01 0.31 0.00 -13 21 44 Al 48 14
Motor vehicle parts & equipment (7 Y A 1 0.42 0.06 0.00 02 1 125 09 22 58
Medical comm. AN 02 147 0.06 0.00 21 17 12 23 15 13
Medicinal Drugs T N NN Nl 02 137 0.05 0.00 22 18 10 23 16 11
Medical equipment & supplies 6.0 [~ N T 03 0.10 0.01 0.00 0.4 12 45 03 12 48
Recreation comm. 38 w/w M 0.6 1.86 0.07 0.01 -2.6 11 6.0 =23 0.9 6.7
Video & audio products -9.0 /\f\/\/w/\ v___,/‘rk\ -16 0.28 -0.03 0.00 -10.1 24 0.5 -9.2 22 0.1
Pets & pet products 10.7 WV/\// —-'*-\A,,/‘/ 16 0.55 0.06 0.01 0.4 15 7.0 0.5 15 7.0
Sporting goods 38 b ™ AN 0.9 055 0.02 0.00 -0.7 15 29 -06 12 36
Photographic Equipment & supplies 6.3 W \/MM 04 0.02 0.00 0.00 -17 4.6 17 -3.0 4.0 23
Recreational reading materials 7.0 MM\/W 21 0.10 0.01 0.00 16 19 29 15 18 31
Other recreational goods 33 W‘”M 0.1 0.37 0.01 0.00 -6.5 13 7.3 -52 17 49
Educ. & communication comm. -13 W”"MM -0.7 0.76 -0.06 -0.01 -3.7 10 -35 -35 0.9 -4.2
Educational books & supplies 4.6 W M 03 0.09 0.00 0.00 22 30 0.8 36 27 0.4
IT commodities -88 wm,.../mwf\ W\, -0.9 0.68 -0.06 -0.01 -6.1 19 -14 -6.8 18 -11
Alcohol 43f iAW A 0.4 086 0.04 0.00 13 03 88 14 04 80
Alcoholic beverages at home 3.2 g AN A AN 05 057 002 0.00 08 06 40 08 05 46
Alcoholic beverages away from home 57 MM,/N/ w""‘""/ 04 0.29 0.02 0.00 19 0.5 82 22 0.7 53
Other goods 16h e | 12 133 0.10 0.02 14 09 73 14 07 87
Tobacco & smoking products 8.8 MM Al 0.51 0.04 0.01 43 15 2.9 44 38 12
Personal care products 6.0 W \_,,Vw\,./ 15 0.63 0.04 0.01 -0.3 0.6 10.8 -0.1 0.8 7.4
Miscellaneous personal goods 83 [ Pt N 00 019 002 0.00 24 31 35 17 24 42
Global Economics A2



Scotiabank.

SCOTIA FLASH

September 13, 2022

Aug 2022 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic

US INFLATION COMPONENT BREAKDOWN yly% 10-yeartrend  andemictrend  m/m%)  Weights yly mim| 201201 o bev.  z-score| 2020138 i pev.  z-score

change (Jan 2019-Present) change (%) avg.yly yly

Services less energy services 6.1 Ww/——w/ 0.6 56.31 3.43 0.34 2.8 0.2 141 24 0.6 5.9
Shelter 6.2 _/-N—\/'—*\‘// 0.7 32.07 1.99 0.22 33 0.2 17.3 25 1.2 3.2
Rent of shelter 6.3 __/_,_M,._\/..\‘//’ 0.7 31.70 2.00 0.22 33 0.2 16.2 25 12 32
Rent of primary residence 6.7 _..»-——“-—-\/-—\“/ 0.7 7.20 0.48 0.05 3.7 0.1 225 29 11 3.4
Lodging away from home 4.0 —“"w —'*"‘x.f»\ 01 1.00 0.04 0.00 2.3 2.0 0.9 22 2.2 0.8
OER of residences 63f oo — 0.7 23.50 148 0.16 32 0.2 152 24 11 3.6
Tenants' & household insurance 0.5 M N TN A~ -0.1 036 0.00 0.00 14 12 -0.7 23 15 A
Water, sewer, trash collection 4.6 \J‘Wf W‘”‘M 0.6 1.07 0.05 0.01 3.6 0.6 1.7 43 1.0 0.3
Water & sewage maintenance 4.6 ‘VW wwvu\,f’ 0.8 0.77 0.04 0.01 4.0 0.8 0.8 4.8 14 -0.2
Garbage & trash collection 4.6 W _\“\I‘F”N 0.1 0.30 0.01 0.00 25 15 1.4 25 11 1.9
Household ops. 6.6 NN e ST 04 0.83 0.05 0.00 38 13 2.2 2.6 16 25
Domestic services 59 _,—\___,-M wfj"\"\z 0.6 0.24 0.01 0.00 2.0 11 3.7 16 1.0 4.1
Gardening & lawncare 4.1 M m 0.2 0.30 0.01 0.00 43 2.7 -0.1 2.8 2.6 0.5
Moving, storage, freight 3.7 fo Ny A o~ 0.0 0.10 0.00 0.00 56 39 05 33 3.9 0.1
Repair of household items 54 w’\‘f\/ VM\// 0.1 0.12 0.01 0.00 4.8 2.1 0.3 4.2 2.0 0.6
Medical serv. 5.6 N N T N 08 6.77 0.38 0.05 2.9 10 2.8 3.0 08 34
Professional Services 2.4 W \/\/\/\”\/ 0.6 3.43 0.08 0.02 15 0.9 1.0 1.8 0.8 0.7
Hospital & related services 21 [N A N 06 248 0.10 0.01 38 11 03 45 13 0.3
Health insurance 243\~ 24 0.86 0.21 0.02 50 5.8 33 36 6.0 34
Transportation serv. nfp——m—— S 05 5.90 0.67 0.03 26 11 7.9 26 1.0 9.0
Leased cars & trucks -3.6 ,,.MV’\/'\\./\ \‘\,V/\ 0.6 0.76 -0.03 0.00 0.5 3.0 -14 -1.6 3.2 -0.6
Motor vehicle maintenance & repair 9.1 MMM 1.7 1.02 0.09 0.02 22 0.7 9.9 2.0 0.6 12.4
Motor vehicle insurance 8.7 ‘—“—“‘"\y\}"’ ‘\,\-J\"—’ 13 2.38 0.21 0.03 55 2.6 12 4.8 2.0 19
Motor vehicle fees 2.4 MW 0.5 0.49 0.01 0.00 1.8 0.7 0.9 2.2 19 0.1
Public transportation a1~ M " -32 1.03 0.22 -0.03 12 15 14.8 1.0 36 56
Recreation serv. 42PN I AT 0.0 3.10 0.13 0.00 2.6 0.7 25 2.3 0.7 25
Video & audio services 3.2 [N A A -03 114 0.04 0.00 27 14 03 26 13 0.4
Pet services 9.6 M,_,“__\,—J 0.6 0.51 0.05 0.00 3.1 0.8 85 33 0.9 6.9
Photo services 6.0 [ g A 14 0.03 0.00 0.00 -0.2 20 31 0.8 18 28
Other recreation services 32 “‘*“*"W”""'\'\J‘A' "\"'-/\f\,\/"‘/\" -0.1 142 0.05 0.00 24 0.6 1.4 1.7 1.1 1.4
Educ. & communication serv. s T 0.2 5.24 0.08 0.01 0.4 13 08 11 13 03
Tuition, school fees, child care 3.0 LWW W 0.5 2.46 0.07 0.01 2.8 0.6 0.4 33 0.8 -0.5
Postage & delivery 39 w /_\_—‘,__r\,— 0.2 0.08 0.00 0.00 2.3 2.0 0.8 33 2.0 0.3
Telephone services NY ] W et e A S— 0.0 178 0.00 0.00 24 30 0.8 13 24 05
Internet services 0.6 [V N AT -0.1 0.92 0.01 0.00 -0.2 15 0.6 0.1 13 0.4
Other personal serv. 58 N T 03 134 0.08 0.00 2.7 0.7 46 2.4 06 5.4
Personal care services 4.4 .._M W 0.7 0.53 0.02 0.00 23 0.7 3.0 1.8 0.8 39
Miscellaneous personal services 6.7 W’\J"\.«\/"'\-—vm—\w/ﬂ 0.1 0.81 0.05 0.00 2.9 0.9 4.1 2.7 0.7 5.5
*Number may not add due to rounding
Sources: Scotiabank Economics, BLS.
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