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The Fed Will Probably Remain Frustrated By Its CONTACTS
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e Core CPI remains stuck at 2.3%... derek.holt@scotiabank.com

...which suggests core PCE remains at 1.6%...

e ..and materially below the Fed’s 2% target...

. L Core PCE Inflation Remains Low
e ..with no chance at overshooting in order to support symmetry

25 ¢ yly % change

Three approaches to inflation suggest 2020 will keep the Fed dovish...

Core CPI

...and the door open to additional easing
20

US CPI, headline/core, m/m % change, SA, November:
Actual: 0.3/0.2
Scotia:  0.2/0.2 15

Consensus: 0.2/0.2 Core PCE
Prior: 0.4/0.2
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Sources: Scotiabank Economics, BLS, BEA.

Actual: 2.1/2.3
Scotia: 1.9/2.3

Consensus: 2.0/2.3
US Core CPI Could Face

Prior: 1.8/2.3 h .
Downside Risk

US core CPI inflation held steady at 2.3% y/y which implies fair odds that core 200 gy yys | °
PCE inflation will remain at 1.6% y/y when the November reading is released on s .
December 20" given the connection between the two readings (chart 1). That's 10
based upon the recent gap between the measures and little evidence of hotter 5 f {13
inflation in categories that PCE places a higher weight upon. Ahead of this 0
afternoon’s Fed meeting, the CPI figures suggest that the Fed’s 2% inflation goal 5| 12
will continue to be frustrated especially in terms of the very low odds that core Case-Shiller Owners'
inflation overshoots the goal as per the Fed’s ‘symmetry’ wishes. o 2°|a‘;g!é(;";‘fx Ezz'tvﬂﬁl"s' !
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Where is inflation going in future? I'll offer three suggested approaches. By one 20 | monthe, LHS 10
approach, it's probable that core CPI remains in the 2.2—-2.3% y/y range through

P . . . 25 L J
2020H1 before slipping a little over 2020H2. This would be the outcome derived 01 03 05 07 09 11 13 15 17 19 24

from shifting year-ago base effects and month-ago seasonally unadjusted Sources: Scotiabank Economics, BLS, Bloomberg.
changes that are in keeping with recent historical averages. By corollary, this

approach would suggest that core PCE inflation fails to crack higher than the 1.6%

yly mark and might even slip somewhat over the course of 2020.

Another approach would take a fundamentals-driven to ongoing disinflationary
offsets from USD strength, a flatter US Phillips curve than in the past, and neutral
real wage pressures. Recall from this speech by former Fed vice chair Stanley
Fischer in late 2015 that cited former Chair Yellen’s guidance on the Fed’s
estimate of dollar pass-through effects that suggest that every 10% broad dollar
appreciation knocks %2% off core PCE inflation within six months and just over ¥4%
a year afterward as the effects diminish somewhat. The broad dollar index has
only appreciated by about 3% since the temporary softness in January and is
about 12% stronger than it was in early 2018. At the margin, the peak
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disinflationary effect of the dollar may be dissipating, but a turn toward an inflationary dollar effect would require a material 10%+
depreciation in the dollar to occur over 2020 with lagging effects on inflation thereafter. Personally, I'll believe dollar weakness
when | see it and it will only matter to the inflation. Also note that real wage gains are generally in keeping with trend productivity

growth which isn’t inflationary.

Third, there might even be mild downside risk to core inflation. Owners’ equivalent rent carries a 24% weight in total CPI. It is
generally correlated over time with US house prices using the Case-Shiller repeat sales metric (chart 2). As CS-20 house price
inflation has subsided, the up to two year lag effect on OER could well be disinflationary.

Charts 3 and 4 provide the usual break down of the CPI basket in year-ago and seasonally unadjusted month-ago terms. The

sources of upward pressure on CPI are pretty thin in year-ago terms and especially housing related.
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This report has been prepared by Scotiabank Economics as a resource for the clients of Scotiabank. Opinions, estimates and projections
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.

These reports are provided to you for informational purposes only. This report is not, and is not constructed as, an offer to sell or solicitation of
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 Commission Regulation
23.434 and Appendix A thereto. This material is not intended to be individually tailored to your needs or characteristics and should not be viewed
as a “call to action” or suggestion that you enter into a swap or trading strategy involving a swap or any other transaction. Scotiabank may
engage in transactions in a manner inconsistent with the views discussed this report and may have positions, or be in the process of acquiring or
disposing of positions, referred to in this report.

Scotiabank, its affiliates and any of their respective officers, directors and employees may from time to time take positions in currencies, act as
managers, co-managers or underwriters of a public offering or act as principals or agents, deal in, own or act as market makers or advisors,
brokers or commercial and/or investment bankers in relation to securities or related derivatives. As a result of these actions, Scotiabank may
receive remuneration. All Scotiabank products and services are subject to the terms of applicable agreements and local regulations. Officers,
directors and employees of Scotiabank and its affiliates may serve as directors of corporations.

Any securities discussed in this report may not be suitable for all investors. Scotiabank recommends that investors independently evaluate any
issuer and security discussed in this report, and consult with any advisors they deem necessary prior to making any investment.

This report and all information, opinions and conclusions contained in it are protected by copyright. This information may not be
reproduced without the prior express written consent of Scotiabank.
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Scotiabank, together with “Global Banking and Markets”, is a marketing name for the global corporate and investment banking and capital
markets businesses of The Bank of Nova Scotia and certain of its affiliates in the countries where they operate, including, Scotiabanc Inc.; Citadel
Hill Advisors L.L.C.; The Bank of Nova Scotia Trust Company of New York; Scotiabank Europe plc; Scotiabank (Ireland) Limited; Scotiabank
Inverlat S.A., Institucién de Banca Muiltiple, Scotia Inverlat Casa de Bolsa S.A. de C.V., Scotia Inverlat Derivados S.A. de C.V. — all members of
the Scotiabank group and authorized users of the Scotiabank mark. The Bank of Nova Scotia is incorporated in Canada with limited liability and is
authorised and regulated by the Office of the Superintendent of Financial Institutions Canada. The Bank of Nova Scotia is authorised by the UK
Prudential Regulation Authority and is subject to regulation by the UK Financial Conduct Authority and limited regulation by the UK Prudential
Regulation Authority. Details about the extent of The Bank of Nova Scotia's regulation by the UK Prudential Regulation Authority are available
from us on request. Scotiabank Europe plc is authorised by the UK Prudential Regulation Authority and regulated by the UK Financial Conduct
Authority and the UK Prudential Regulation Authority.

Scotiabank Inverlat, S.A., Scotia Inverlat Casa de Bolsa, S.A. de C.V., and Scotia Derivados, S.A. de C.V., are each authorized and regulated by
the Mexican financial authorities.

Not all products and services are offered in all jurisdictions. Services described are available in jurisdictions where permitted by law.

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


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

