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US Core Inflation Remains Tame and Narrowly Driven

e Core CPI suggests little pressure on the Fed’s preferred core PCE gauge
o Headline inflation accelerated primarily due to gasoline prices

o Higher inflation also came from medical care, apparel prices

o Disinflationary factors included used vehicles, services

e Housing, health insurance explain 60% of all US inflation...

e ..which reflects idiosyncratic factors, not Phillips curve influences...

e ...as broader sources of inflation remain very muted

US CPI, headline/core, m/m % change, SA, December:
Actual: 0.2/0.1

Scotia:  0.3/0.2

Consensus: 0.3/0.2

Prior: 0.3/0.2

US CPI, headline/core, yly % change, December:
Actual: 2.3/2.3

Scotia: 2.4/2.3

Consensus: 2.4/2.3

Prior: 2.1/2.3

US CPI inflation continues to indicate little pressure on the Fed’s preferred core
PCE measure of inflation. The absence of material inflation pressure and the very
few drivers of inflation continue to tilt the policy discussion toward a neutral-dovish
stance. Going forward, core inflation may face downside risk, as discussed in
yesterday’s release of our forecasts for US monetary policy (here).

Due to various methodological differences, core CPI tends to overestimate
underlying price pressures as reflected in core PCE. The degree of overstatement
is running around 0.7 percentage points in year-ago terms. If core CPl is stable at
2.3% yly then by corollary it may hold that core PCE remained stable last month
at around 1.6% y/y (chart 1). Overall, the Fed's preferred inflation gauge is likely
still running well below target.

Gasoline was expected to be the dominant swing factor in terms of driving higher
headline inflation and it was. A 3.9% weight on the 2.8% m/m and 7.9% yl/y rise in
gasoline prices added 0.1% m/m and 0.3% y/y to headline CPI. Absent this,
headline would have been 0.1% m/m (instead of 0.2) and 2.0% (instead of 2.3%
and lower than 2.1% prior).

In weighted terms, the dominant influences upon inflation remain rent of shelter
(+3.3% yly, 33% weight) and health insurance (+20.4% yly, 1.3% weight). Rent of
shelter accounts for about 50% of all US inflation and when combined with health
insurance they account for 60% of total inflation. US inflation cannot be modelled
by relying upon broad output gap or Philips curve drivers absent a bottom-up
components approach that is narrowly slanted to two main drivers.
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Chart 2 shows how the OER part of shelter is likely to be under disinflationary influences US Used Car Pricing Trends According

over 2020. OER accounts for most of the rise in the rent of shelter component to CPI To Different Indices
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Inflation from prices for used cars and trucks has been ebbing. With a 2.3% weight on a 120 Index 120

swing from +2.6% yly at the peak in September following an upswing since 2017 to -0.7% 10 110

y/y now, this component has knocked about 0.1% off of headline year-ago CPI inflation.

The seasonally adjusted PCE measure of used vehicle prices has been trending lower 100 : 100

since last Spring. Chart 4 compares this component within CPI to PCE and the alternative g9 | CPl | 9o
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shown in chart 5. Chart 6 provides the same breakdown after applying CPI weights to

Sources: Scotiabank Economics, BLS, Manheim.
the components.

Medical care prices were up by 0.6% m/m and core PCE puts a bigger weight on medical spending than core CPI because PCE
captures direct PLUS indirect spending by governments and employers. If indirect medical spending experienced similar price
pressures as direct spending within CPI, then core PCE could put more of a weight on this driver.

The contribution from owners’ equivalent rent was stable at 0.2% m/m but overall shelter cost inflation decelerated was because of
a -0.1% m/m drop in prices for fuels and utilities versus the prior month’s 0.4% m/m rise.

Cooler services inflation (+0.2%, 0.3% m/m prior) played a role in motivating slightly less upward influence upon overall inflation
than was expected. Recreation, education, and 'other' goods and services all decelerated in month-ago terms.

Apparel (+0.4% from 0.1%) and transportation (+0.5% from 0.3%) exerted upward pressure.
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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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