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ON DECK FOR THURSDAY, JANUARY 21 CONTACTS
Country Date Time Indicator Period BNS Consensus Latest Derek Holt, VP & Head of Capital Markets Economics
US  01/21 08:30 Building Permits (000s a.r.) Dec - 1608 1709 416.863.7707 .
US  01/21 08:30 Housing Starts (000s a.r.) Dec 1578 1560 1669 jCOtl'f‘:alft‘k ECO?OL”'CT(
US  01/21 08:30 Housing Starts (m/m) Dec 20 0.8 58 erek-holt@scotiabank.com
US  01/21 08:30 Initial Jobless Claims (000s) Jan16 950 935 900
US  01/21 08:30 Continuing Claims (000s) Jan9 5200 5300 5054
US  01/21 08:30 Philadelphia Fed Index Jan - 1.8 265
KEY POINTS:

e Euro takes ECB in stride

e ECB repeats guidance that PEPP may not be fully utilized

e AS$ shakes off on-consensus Australian job gain

o Norges continues to guide toward a rate hike in early 2022
e BolJ, Bl, Turkey, SARB all stay on hold as expected

e US readings point to resilience amid rising COVID-19 cases
e  Further insights from Macklem’s interview

INTERNATIONAL Chart 1
ECB Pandemic Emergency

Absent major catalysts for substantial moves, the S&P500 is flat, the TSX is 000 Purchase Programme
down by %% and European cash markets closed slightly lower on balance. The [ bnof EUR
USD is softer against several currencies this morning, but CAD is flat because it
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The ECB left all policy variables intact as expected this morning. The
statement (here) merely codified what President Lagarde said during the
December press conference about potentially not using all of the room in the
Pandemic Emergency Purchase Program (PEPP) and so there was nothing new
and the euro shook it off. Recall that the ECB expanded the PEPP at the 0 — T T T T
December 10" meeting and then Lagarde spiked the euro during the press P H PP P PSP J"Q%&\
conference when she said the following that was codified in today’s statement:
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Sources: Scotiabank Economics, ECB.

“If favourable financing conditions can be maintained with purchase
flows that do not exhaust the envelope over the net purchase horizon of
the PEPP, the envelope need not be used in full. Equally, the
enveloped can be recalibrated if required to maintain favourable
financing conditions to help counter the negative pandemic shock to the
path of inflation.”

The A$ shook off an on-consensus Australian jobs report that posted a
50k increase last month that was primarily driven by full-time jobs. The
unemployment rate continues to drop from a peak of 7.5% in July to 6.6% now
which should encourage the RBA.

Each of the Bank of Japan, Bank Indonesia, Turkey’s central bank and the
South African Reserve Bank held policy unchanged as expected. Norges
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Bank also held at 0% and continues to guide toward a first hike in early 2022. The BoJ offered very minor forecast
revisions that, to the surprise of few, show inflation going nowhere fast.

UNITED STATES

US macro reports were rather strong this morning and indicated greater resilience than one might have expected in the
face of rising COVID-19 cases.

e Housing starts were up 5.8% m/m in December (0.8% consensus) and revised up to a 3.1% gain the prior month from a
1.2% initial print. Building permits suggest there is more to come as they soared by another 4.5%.

e The Philly Fed’s metric far surpassed the brave few who attempt to forecast this random number generator. The
headline gauge climbed to 26.5 (11.1 prior). New orders soared to a reading of 30 (1.9 prior) which indicates rapid expansion.
Employment picked up to 22.5 (5.6 prior) which indicates accelerated hiring activity. Prices paid (45.4 from 24.9) and received
(36.6, 16.1 prior) suggest more cost pressures and pricing power.

e Jobless claims also fell back to a still elevated weekly initial claims reading of 900k with downward revisions to the prior
week that is now marked at 926k (from 965k). Continuing claims also fell to 5.054 million from a downwardly revised 5.181
million (5.271 million initially).

US earnings will grind on. Intel in the after-market is perhaps the highest profile company.
CANADA

Governor Macklem’s virtual print interview with Bloomberg is available here or on your terminal. My recap of the BoC'’s actions
yesterday is available here. | thought it was a useful interview that shed more light on additional topics. I'll try to capture the
essence of what Macklem said and add some interpretations to consider along the way.

1. Quantitative Easing

The taper hints that were in yesterday’s statement, Macklem’s opening remarks to his press conference and during the press
conference itself were reinforced in the Bloomberg transcript where Macklem said:

“If the economy plays out in line or stronger with our outlook, then the economy is not going to need as much QE stimulus
over time. If things play out largely broadly as we expect, we are not going to need as much QE over time”

This quote reinforces the bias in favour of additional steps toward tapering purchases, but the issue is how to interpret what
Macklem means by “over time.” One immediate inference is that it reinforces the natural expectation it will be a gradual
process rather than a sudden one, but timing the steps is the key.

| think that if the BoC’s assumption that lockdowns end next month is proven correct and that rebound evidence is beginning to
shine at the same time vaccine roll outs are rapidly accelerating then they may find that they have the conditions for further
tapering to occur starting as soon as this Spring and maybe as soon as around the April MPR. The BoC continues to
encounter supply challenges further up the shorter end of the curve as Roger Quick has been emphasizing and that was what
motivated their first decision to successfully taper and extend purchases late last year. Also recall that Macklem has said the BoC
would end QE before the output gap shuts; our forecasts show the gap shutting by mid-2022. That being the case, ending QE,
say, 6 months in advance may be appropriate. If so, then perhaps multiple tapering steps to the present C$16 billion per month or
more of GoC purchases may be appropriate and starting sooner rather than later instead of turning off the taps more suddenly
later in the year or early next year.

| also think that as part of this the BoC should consider ending its other main bond buying program (the Provincial Bond Purchase
Program) when it is presently slated to expire at the end of May anyway. The goal of the QE programs was to add other forms of

stimulus when at the lower bound on the policy rate and to offset a liquidity drain from a shock-induced surge of issuance. Today,
the improved outlook offers less motivation for such programs that should be the first to roll off well ahead of hiking the policy rate
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and liquidity has been vastly enhanced by the enormous expansion of global central
bank balance sheets. It is not the business of central banks to, instead, enact
measures that prevent bond yields from adjusting in an improved outlook
independent of a very good reason for doing so. Provincial bond yields are low but
still relatively attractive compared to multiple other jurisdictions (chart 2).

I'd also like to remind the reader that from what | recall, there were many arguing
against our recommendation that the BoC would buy provincial bonds when they
first rolled out the program. Their main opposing argument was that the market was
functioning and issuance was occurring so why have the central bank potentially
court market dysfunction by stomping all over the provincial bond market. They can’t
now have it both ways by pleading for such programs to continue when some never
wanted them in the first place. Besides, the program is barely being utilized with
only about $15 billion of provincial bonds purchased in a $50 billion facility.

2. CAD

I have to admit that I'm unclear about what the BoC is trying to say on the currency.
Put another way, | see it very differently. First, here is what Macklem did say this
morning.

“To the extent that is weighing on our forecast and dampening growth in
Canada, everything else equal, we’d need more monetary stimulus to get
back to our inflation target”

“Particularly in a a situation where our Canada-U.S. exchange rate is
moving largely because of made-in-U.S. developments as opposed to
made-in-Canada developments. So in this situation where we’ve seen this
broad-based US dollar deprecation that doesn'’t reflect some positive
development in Canada that the exchange rate is absorbing”

“In that situation, the exchange rate is starting to create a material
headwind for the Canadian economy”

Macklem is basically implying that the BoC sees CAD strength as a reflection of US
dollar weakness in such fashion as to risk imposing unwanted tightening on
Canada's economy.

Now consider charts 3—4. My issue is with the portrayal of what has happened to the
currency and the implied points about the drivers. Chart 3 makes it clear that the
currency is only a handful of pennies (about 3%) firmer than it was before the
pandemic struck. While it depreciated massively into the March—April pandemic
shock, it has since only recouped all of that and a few cents more. Chart 4 shows
that this movement since March has been uneven against other crosses such that
on a full trade-weighted basis the C$ has not appreciated by as much as it has
against the USD. | don’t think the Governor should be worried about a currency that
is just a few cents firmer than it was before the pandemic with the kind of growth
outlook they and we are forecasting, but that's roughly the right time frame to utilize.
Long lagging movements in the currency along a 1+ year timeline are generally
viewed by most as required in order to materially impact forecasts for things like
inflation or trade and when judged in that time frame the currency has barely moved.
For inflation pass-through purposes, tracking begins to be worthwhile when it's a
sustained 10% trade-weighted appreciation, and even those pass-through estimates
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Chart 4

Major Currencies Against the US
Dollar Since March19th 2020
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Note: As of Jan 21st 2020.
Sources: Scotiabank Economics, Bloomberg.
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have fallen over time and are more likely to be dominated by other drivers of inflation going forward. To even begin to get toward
that point in a pre-pandemic versus now sense would require the currency to punch below 1.20 USDCAD (1.264 now).

Second, why has it moved? The BoC no longer talks of type 1 and type 2 drivers of currency movements and certainly no longer
speaks to the monetary conditions index of old. But there is nevertheless strong merit to consider the drivers of currency
movements when judging whether they impose net tightening on the economy. The reason the USD has dropped so sharply since
March is likely first and foremost a reflection of the recovery in global risk appetite that also benefited higher beta crosses like
CAD. That oil prices have risen is another reflection of this and of pertinence to a currency that is part of a basket of FX crosses
perceived to be petro-currencies. | wouldn’t call that unwanted appreciation that imposes aggregate tightening.

Even if it were tightening on net of the improvement in risk appetite toward a better outlook, shouldn’t that too be alright? My bias
is that policy is overly loose in the face of where we are going in future so the currency should be imposing net tightening on the
nation’s terms of trade. The BoC can’t have it both ways by hoping trade competitiveness doesn’t suffer a price offset to the
expected pull-effect from growth abroad, while it jacks up the domestic interest sensitive sectors that play a dominant role in
driving its forecast for strong growth.

3. Effective Lower Bound
What does Macklem mean by the following quote?

“When we set the effective lower bound at 25 basis points back in March and April, markets were disrupted. Today,
markets are working much better, market functioning is much improved and | think that does make the possibility of
lowering the effective lower bound to something that is still positive and lower than it is today. That is a more viable
possibility.”

| think his point is that they didn't want to maintain the pre-pandemic guidance that they thought the ELB was -0.5% as the
pandemic struck because the time to experiment wasn't when financial markets were already in a state of upheaval. They feared
being pushed by markets in that direction right away if they indeed indicated openness toward going negative and that in the
context of financial market disruptions they didn't think it would be appropriate to add uncertainty over the financial system's ability
to absorb negative rates. So they drew a line in the sand.

Now, he's saying that absent such strained conditions in financial markets, the worries about testing the lower bound are not as
acute and so if the fundamentals were to require a lower bound than 0.25% absent a disrupted financial system then they could
consider it. But it's still not part of their base case and he still isn't signalling a willingness to go back to negative on the ELB.

4. When to Hike & the Strategic Review

Governor Macklem’s quotes could be taken as indicative of a willingness to let inflation overshoot and have the policy rate lag the
pick-up in inflation..

“That reflects our risk management framework, where we are taking out a little bit of insurance that we really don’t want to
see inflation go any lower. We are aiming for 2% but we are going to use the band and we are going to use the risk
management framework to get there as quickly as possible.”

One discussion | have with clients is that even if the Governor is implying a make-up and work-the-band strategic approach,
that is not incompatible with starting to raise the policy rate next year when the output gap is likely to close and inflation
returns to 2% or slightly above. They can still have a bias toward working the bands that may include a willingness to overshoot
for a time in order to make up for past shortfalls because the issue that would govern the starting point to tightening should be
inflation risk, not actual inflation per se.

Inflation risk will likely be perceived differently by the BoC when they are on 2% than when below and that's what could well
motivate them to hike even if they want an overshoot. Inflation risk would be more balanced at that point versus the present bias to
be more worried about staying below the inflation target. If that's the case, then you start to transition away from emergency
stimulus because inflation risk has gone down. That was former Governor Carney's playbook from 2010 when he went up 75bps to
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1% and stayed there as it turned out for years through a bunch of other problems like the Eurozone debt crisis. This time around
the BoC could still argue that there may be merit to staying cautiously below the neutral policy rate that they peg in a 1.75%—
2.75% range for a time in order to err more on the side of ensuring that inflation stays on target with or without a make-up bias. If
after one or two hikes in 2022 the policy rate is still set below the BoC's estimated neutral rate then the BoC would still be erring in
the direction of being open to an overshoot but it would begin the process of transitioning away from emergency conditions.

Nevertheless, the catch is that while the BoC has said similar things for years (ie: symmetrical target around 2% with +/-1%
bands), they've always implemented the framework in an asymmetric fashion by tightening the minute they think they are at 2% or
on the path. That's why they've fallen below target two-thirds of the months since 2010 on headline inflation and 94% of the
months since 2010 on avg core. It's also why inflation expectations are moored below the 2% target and have been for ages (RRB
b/e and surveys). Markets expect them to operationalize the bands by treating 2% as the ceiling and so naturally it would average
out somewhere beneath. So, | doubt they change the framework per se and I'm skeptical that they will fundamentally alter how
they operationalize it iffwhen we get to 2% or a tad beyond (which we have in 2022H2).

Visit our website at scotiabank.com/economics | Follow us on Twitter at @ScotiaEconomics | Contact us by email at scotia.economics@scotiabank.com 5


https://www.scotiabank.com/ca/en/about/global-economics/economics-publications.html
https://twitter.com/ScotiaEconomics

® Scotiabank.

GLOBAL ECONOMICS
| DAILY POINTS

January 21, 2021

Fixed Income

Government Yield Curves (%):

Central Banks

2-YEAR 5-YEAR 10-YEAR 30-YEAR Current Rate

Last 1-day I-wk [ Last 1-day I-wk | last 1-day I-WK [ Last 1-day I1-wk
u.s. 013 013 014 | 045 044 048 110 1.08 113 | 187 183 1.87 |Canada-BoC 0.25
CANADA 017 016 0.16 | 045 043 045 | 087 082 085 | 150 146 148
GERMANY -0.70 -0.71 -073 | -0.70 -0.72 -0.74| -050 -0.53 -0.55] -0.08 -0.12 -0.15 |US -Fed 0.25
JAPAN -0.12 -012 -0.11] -0.11 -0.10 -0.09 | 004 005 0.04 | 065 067 0.65
U.K. -0.11  -0.12 -0.12 | -0.02 -0.03 -0.03| 033 030 0.29 | 0.91 0.88 0.87 |England - BoE 0.10

Spreads vs. U.S. (bps):
CANADA 5 3 2 1 -1 -3 -24 -26 -28 -37 -37 -39 |Euro zone - ECB 0.00
GERMANY -83 -84 -87 -115  -116  -122 | -160  -161 -168 | -195 -195  -202
JAPAN -25 -25 -25 -55 -55 -58 -106  -1083  -109 | -122 -116  -123 |Japan - BoJ -0.10
U.K. -23 -25 -26 -46 -47 -51 -77 -78 -84 -96 -95 -101
m Level % change: Mexico - Banxico 4.25
Last Change 1 Day 1-wk 1-mo 1-yr

S&P/TSX 17898 -116.5 -0.6 -0.3 23 1.9 Australia - RBA 0.10
Dow 30 31197 9.1 0.0 0.4 3.2 6.9
S&P 500 3853 1.3 0.0 1.1 4.3 16.0 New Zealand - RBNZ 0.25
Nasdaq 13527 69.7 0.5 3.0 6.2 444
DAX 13907 -14.7 -0.1 -0.6 5.0 26 Next Meeting Date
FTSE 6715 -25.0 -0.4 -1.3 4.7 -11.8
Nikkei 28757 233.6 0.8 0.2 8.8 19.7 Canada - BoC Mar 10, 2021
Hang Seng 29928 -34.7 -0.1 5.0 14.6 5.6
CAC 5591 -37.6 -0.7 -1.6 3.7 -7.5 US - Fed Jan 27, 2021
Commaodities Level % change:
WTI Crude 53.08 -0.23 -0.4 0.3 11.2 -9.0 England - BoE Feb 04, 2021
Natural Gas 2.50 -0.04 -1.7 -8.4 -7.7 31.8
Gold 1865.66 -6.18 -0.3 1.0 -0.6 19.7 Euro zone - ECB Jan 21, 2021
Silver 25.30 0.00 0.0 -0.2 -2.0 40.1
CRB Index 175.22 0.07 0.0 0.0 6.3 -3.5 Japan - BoJ Mar 19, 2021
Currencies Level % change:
USDCAD 1.2638 0.0002 0.0 -0.0 -1.7 -3.3 Mexico - Banxico Feb 11, 2021
EURUSD 1.2155 0.0049 0.4 0.0 -0.7 9.7
USDJPY 103.54 0.0000 0.0 -0.3 0.2 -5.8 Australia - RBA Feb 01, 2021
AUDUSD 0.7751 0.0004 0.1 -0.3 22 13.2
GBPUSD 1.3709 0.0055 0.4 0.1 1.8 5.0 New Zealand - RBNZ Feb 23, 2021
USDCHF 0.8858 -0.0039 -0.4 -0.3 0.0 -8.6
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contained herein are our own as of the date hereof and are subject to change without notice. The information and opinions contained herein
have been compiled or arrived at from sources believed reliable but no representation or warranty, express or implied, is made as to their
accuracy or completeness. Neither Scotiabank nor any of its officers, directors, partners, employees or affiliates accepts any liability whatsoever
for any direct or consequential loss arising from any use of this report or its contents.
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any offer to buy any financial instrument, nor shall this report be construed as an opinion as to whether you should enter into any swap or
trading strategy involving a swap or any other transaction. The information contained in this report is not intended to be, and does not
constitute, a recommendation of a swap or trading strategy involving a swap within the meaning of U.S. Commodity Futures Trading
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receive remuneration. All Scotiabank products and services are subject to the terms of applicable agreements and local regulations. Officers,
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