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Chart 2
US CPI & New COVID-19 Cases
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How Might the FOMC React if US Inflation Temporarily
Ebbs?

e US CPlinflation exceeded expectations again...
e ..but omicron could temporarily reverse pressures into Q1
e  How would the FOMC react if that happens?

e Market effects differed across asset classes

US CPI, m/m headline/core %, SA, December:
Actual: 0.5/ 0.6

Scotia: 0.5/ 0.4

Consensus: 0.4/ 0.5

Prior: 0.8 /0.5

US CPI, y/y headline/core %, December:
Actual: 7.0 /5.5

Scotia: 7.2/5.3

Consensus: 7.0 /5.4

Prior:6.8 /4.9

US inflation landed stronger than expected in terms of pressures at the margin and with
high breadth, but the overall market reaction differed somewhat across different
segments. Full details at the source are here.

Headline inflation was up 0.5% m/m and core (ex-food and energy) was up 0.6% m/m,
both of which were a tick higher than consensus guesstimated. At an annualized pace,
inflation ended the year at 5.8% m/m SAAR and 6.8% for core. Therefore there was no
letting up on price pressures into year-end (chart 1).

MARKET REACTION

The market reaction was rather divided. Shorter-term Treasury yields retained their
day’s slight cheapening with 2s holding steady post-CPI around minor volatility. The
dollar weakened and equities initially pushed higher but subsequently reversed to being
little changed on the day so far. The reasons for this slightly different response across
asset classes is not fully clear. Maybe bonds rightly looked at the m/m readings as
evidence of the durability of inflationary pressures whereas the other classes looked at
the somewhat softer year-over-year inflation rate that was a bit weaker than expected
but that means little if anything as a guide to pressures at the margin. Maybe some
market segments were more positioned for a stronger beat than the beats that we
actually got across the m/m readings.

TRANSITORY? FOR HOW LONG?

Will such pressures persist into Q1? That’s doubtful in my view, but the uncertainty
surrounds the forces working against price pressures in high contact service sectors that
are most directly affected by pandemic cases versus supply chain effects in other parts
of the economy and particularly goods sectors.

We know that when pandemic cases soar, price categories for things like airfare, lodging,
fast food, car rentals etc tend to soften. Hence chart 2 that depicts this effect; when
pandemic case volumes soar on an inverted axis this is strongly correlated with softer
inflationary pressure at the margin. Obviously this omicron-fed pandemic surge is very
different in terms of sheer volumes and given the more magnified collapse across
mobility readings even after considering seasonal swings. | would therefore look for a
potentially more magnified negative effect on service pricing into Q2 than in prior waves.
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The offsetting complication may be goods prices. Drivers of what could be faster goods price inflation are increased bottlenecks and supply
side issues in general. This encapsulates challenges such as getting workers to show up, hiring new ones, and sourcing inputs in the context
of often tight inventory to sales readings. Another driver is that when pandemic cases soar, they can motivate more of a shift in the
composition of spending away from services toward goods and particularly through online orders. That can increase pricing power and
scarcity of goods.

Given that services have a higher weight of roughly two-thirds within total consumption, the disinflationary effect of the pandemic case
surge may dominate in the near-term.

Added complications to nearer-term inflation forecasting include next month’s revisions to spending weights in January CPI that will draw
from 2019-20 spending patterns instead of 2017-18 spending patterns, plus the following month’s adjustments to seasonal factors.

FEDERAL RESERVE IMPLICATIONS

How the Fed reads high inflation in December as it potentially gives way toward disinflationary evidence during Q1 could complicate market
perspectives around policy action by the March FOMC. My hunch is that the FOMC will look through disinflationary pressures in early 2022
because a) omicron is expected to be a transitory effect that distributes growth and inflation into subsequent quarters, b) the FOMC is of
the view that the US economy tends to prove itself to be more resilient than feared through pandemic waves, and c) because of where they
presently sit in terms of dual mandate progress.

It’s this last point that’s key. Omicron is hitting the US economy at capacity pressures measured by output gaps, at or very near maximum
employment (likely at or beyond in my view) and with inflation massively overshooting policy goals. If all that omicron does is to temporarily
soften dual mandate variables then monetary policy should look through it toward conditions it can influence in the months and quarters
ahead.

At the margin, that likely keeps alive pressure to hike as soon as the March FOMC meeting while getting toward something more neutral
faster than markets are pricing. On balance sheet run-off, Chair Powell sounded as if he was leaning to “later” in the year as a signal against
some of the more hawkish voices that would prefer skipping reinvestment or ending it very soon after a first hike. That could mean that
reinvestment is tapered or ends by about the September FOMC.

This last point matters at least as much as the policy rate. When the curve inverted the last time, the Fed had less than US$2 trillion of
Treasuries in its SOMA account and in the vicinity of US$1 7 trillion of MBS. At present, the Fed holds two-and-a-half times as much in
Treasuries and more than $1 trillion in additional MBS. If the Fed wants to steepen out the curve by raising the crushed term premia, then it
has greater ability to do so just as issuance pressure returns than it did the last time. This is part of the reason behind our forecast for the
US 10 year yield to cross 2% and head toward 2%2% into 2023 while not ruling out greater upside risk.

CPI DETAILS
Details details, yes we’ll get to them now.

Chart 3 shows the year-over-year changes in prices by category. Chart 4 does likewise but weights their relative contributions by using their
relative importance as a share of the consumption basket.

Chart 5 shows the month-over-month changes in prices by category. Chart 6 does likewise but uses weighted contributions.
Charts 7-18 break out several individual categories. Core goods price inflation and core services price inflation both accelerated.

Across high contact pandemic categories, airfare was up 2.7% m/m, car rentals were down 5.3% m/m, intracity transport was up 0.9% m/m,
lodging away from home was up 1.2% m/m, and take-out prices were up 0.6% m/m. Americans’ appetite for high contact services was
unaffected by the early stages of omicron uncertainty as price effects probably lagged somewhat. I'd repeat that these same pandemic
categories that were the ones that were generally lit up again in December are the ones that are vulnerable to downside risk into Q1 as
mobility cratered.

Upsides came from gains in categories like owners’ equivalent rent (+0.4% m/m), rent (+0.4% m/m), new vehicle prices that were up 1% m/m
and with used vehicles up another 3.5% m/m with clothing up 1.7% and both food categories (at home, away) were up significantly. Appliance
prices were up another 1.1% m/m (if you can get them!!), gasoline was down -0.5% m/m, and electronics (namely home video and audio) were
down 1.3% m/m.
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Lower natural gas prices weighed on inflation with utility gas service down 1.2% m/m.

All of this illustrates how badly the Fed and particularly Chair Powell got inflation dead wrong by a) saying it was transitory, b) saying there is
narrow breadth and c) saying it was just driven by idiosyncratic pandemic effects. When it's your home, your vehicles, your groceries, and
clothing and appliances etc etc that are all being lit up, then it's definitely the bulk of things most people consume.

At the same time, the Fed’s focus upon inclusion last year led it to overestimate that amount of slack that existed in the US job market.
We're now at the point at which wage pressures are reflecting much tighter job markets.

In Powell’s partial defence, it’s true that many forecasters and including markets did not expect inflation to be this high if we go back to
expectations that were being set at an earlier stage of the pandemic. Where | fault the Fed Chair, however, was in lacking humility when
forcefully taking just one single side of the inflation argument by sounding completely convinced that it was all just a head fake. The Fed
Chair should have been more balanced and circumspect toward the evidence as it rolled in. Because he went to the tail of opinion on what
was driving inflation, we are now in a position whereby the Federal Reserve is well behind the curve and facing the risks of having to act later
than would have been preferred. The same holds true for having overestimated labour market slack and hence underestimating wage
pressures.

Please also see the CPI dashboard table on the last pages of this publication. It’s created by Marc Ercolao and does a nifty job at
summarizing component changes with miniature charts and includes figures like standard deviations and z-scores in order to show the
magnitude of movements relative to norms.
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Chart3 Chart 4

December 12-Month Changes in December Weighted Contributions to
US Headline CPI Categories the 12-Month Change in US Headline CPI
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Chart5 Chart 6
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Monthly Change in US Headline CPI
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Dec 2021 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic

US INFLATION COMPONENT BREAKDOWN VY%l 4o.yeartreng  Fandemictrendl  m/mf%)  Weights yly mim| 20200 qibev.  zescore OO G bev.  z-score

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

Food 6.3 \‘/\/_,—/“/’___,_ﬁ\/ 0.5 14.00 0.88 0.07 13 0.8 6.6 17 11 4.0
Food, home 65N Y ~— 0.4 773 050 0.03 02 1 5.6 12 19 29
Cereals & bakery products 48 W\/ W 0.4 0.98 0.05 0.00 0.4 09 50 09 17 23
Meats, poultry, fish & eggs N SRS SN 04 184 0.3 -0.01 .02 32 39 21 39 27
Dairy & related products 16 W ,,./"M'\/V— 07 0.75 0.01 0.01 -0.6 16 14 11 31 02
Fruits & vegetables SOWWASNAAI A 0.9 131 0.07 0.01 04 17 27 10 20 20
Non-alcoholic bevarages ] NPT e e Ve 08 0.92 0.05 0.01 06 10 44 05 16 30
Other food at home 56NtV NS 06 194 0.1 0.01 05 06 8.0 10 16 29
Food, away 6o 0.6 6.26 038 0.04 27 03 114 25 0.5 6.7
Full services meals & snacks 6.6 w/ _,,—\,__// 08 315 0.2 0.03 2.6 04 10.9 2.4 05 8.4
Limited services meals and snacks 8.0 W/ __w__‘/"” 06 279 022 0.02 28 03 16.1 25 0.7 78
Food at employee sites and school A3 TN el 79 0.07 -0.04 -001 28 24 213 28 19 272
Food from vending machines & mobile vendors 48 W W 15 0.08 0.00 0.00 31 10 17 25 13 17
Other food away from home 49pmn\ Nnd A n 0.6 0.17 0.01 0.00 25 13 18 23 1.0 26
Energy 293Reem o ANS e -0.4 7.47 219 -0.03 -19 10.0 3.1 16 96 29
Energy comm. 89 NS T -0.6 421 206 -0.03 -28 17.0 30 30 171 27
Fuel oils & other fuels 38.0 W ._‘,-\‘_/‘” -3.4 0.19 0.07 -0.01 -2.3 158 26 2.7 14.4 25
Motor fuel 495 W fd\“_/\_,« -0.5 4.02 199 -0.02 -2.8 171 31 30 173 2.7
Gasoline 496 fowmi S~ ~ T 05| 3w 195 00 28 171 31 30 14 27
Other BEN NS T 09 009 004 000 23 15 25 36 19 23
Energy serv. 10.4 W \__,,____,_,/"' -0.1 3.26 0.34 0.00 0.0 24 42 0.5 27 37
Electricity 63N e 03 245 0.15 0.01 05 15 39 10 17 32
Utility (piped gas service) U A 12 0.82 020 -0.01 14 75 34 -0.9 73 34
Allitems less food and energy 55 —‘._,_,_\_,..q_f, _..—-\“,__/‘/ 0.6 78.54 432 0.47 20 0.2 15.5 18 0.4 9.0
Commodities less food and energy 10.7}— J _,__“,./“/ 12 20.76 222 0.25 -0.3 0.4 283 0.2 0.9 1.8
Household furnishings oo 13 332 0.25 0.04 -0.8 12 6.8 -0.9 12 7.0
Window & floor coverings 87 WW 04 0.28 0.02 0.00 -2.3 17 6.4 -2.8 18 6.5
Furniture & bedding 138 W\/ W_A/"’ 2.0 0.99 0.14 0.02 -0.3 17 82 -0.9 21 7.1
Appliances 6.0 My W T 11 0.22 0.01 0.00 12 31 23 -16 30 25
Other household equipment 53 MWNN\/\\/ 0.9 0.52 0.03 0.00 -35 18 48 -37 15 6.0
Tools & hardware 7.2 W -\/\/\f\—«-—f 0.7 0.89 0.06 0.01 -0.1 10 7.0 -0.3 12 6.2
Housekeeping supplies 21 '\,\,_,.,\,wf\/‘\/« "—\\/M\,v 1.0 0.88 0.02 0.01 0.3 12 15 0.4 13 13
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Dec 2021 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic
Apparel 58 [ ST 17 273 0.16 0.05 -05 10 6.4 03 17 31
Men's & boys apparel 78~y Jf s 11 0.69 0.05 0.01 -03 15 53 05 23 32
Women's & girls apparel 44 W""WV/V W\/w/\/ 22 110 0.05 0.02 -13 19 31 -0.1 25 18
Footwear 60 s, o~ 15 065 0.04 001 02 13 43 08 17 31
Infant & toddler's apparel 46 [N S A 07 013 001 0.00 04 38 11 05 36 12
Jewlery & watches 7.2 W W 4.0 0.16 0.01 0.01 10 34 18 15 38 15
Trans. less fuel nefl 21 6.45 141 014 -03 0.9 249 0.4 15 14.4
New vehicles 1] S S 10 386 0.46 0.04 01 0.7 178 08 12 9.0
Used cars & trucks 7% | S S o 35 335 125 0.2 13 21 186 11 48 75
Motor vehicle parts & equipment M3 e 16 0.40 0.05 0.01 02 11 105 0.9 22 48
Medical comm. 04N A 0.0 149 0.01 0.00 21 17 -10 23 15 13
Medicinal Drugs 0.2 ”\/J\A""W M 01 163 0.00 0.00 22 18 -1 23 16 -13
Medical equipment & supplies 59 W"“‘\,-f M’\,J 05 0.07 0.00 0.00 04 12 44 0.3 12 4.7
Recreation comm. 33 w‘«f M -0.4 176 0.06 -0.01 -26 11 5.6 -23 0.9 6.2
Video & audio products -0.1 ‘/’\/\/\N/A w/‘/‘\ -13 0.20 0.00 0.00 -10.1 24 42 -9.2 22 41
Pets & pet products 27 e NS TN 04 067 0.02 0.00 04 15 15 05 15 15
Sporting goods 63 o AT 12 067 0.04 -0.01 07 15 46 -06 12 57
Photographic Equipment & supplies 43 W \/'“/\J\-”‘ 15 0.03 0.00 0.00 -17 46 13 -30 4.0 18
Recreational reading materials 0.3 WWMM -12 0.12 0.00 0.00 16 19 -0.7 15 18 -0.7
Other recreational goods 25 W NN 0.2 0.34 0.01 0.00 -6.5 13 6.7 -52 17 44
Educ. & communication comm. 02}t g W -0.4 050 0.00 0.00 37 10 39 -35 09 41
Educational books & supplies -0.4 W M 0.1 0.10 0.00 0.00 22 30 -0.9 36 27 -15
IT commodities 03 | n? o~ 0.6 0.38 0.00 0.00 -6.1 19 34 -6.8 18 39
Alcohol 23 pmAM AN 05 100 0.02 0.00 13 03 30 14 0.4 26
Alcoholic beverages at home 12 pavd g MAMM A SN 01 0.5 0.1 0.00 08 06 06 08 05 08
Alcoholic beverages away from home 37 ""‘Ww-w W 10 0.44 0.02 0.00 19 05 39 22 0.7 22
Other goods JY PN Ve N 02 156 0.07 0.00 14 0.9 38 14 0.7 45
Tobacco & smoking products 9.0 |t 07 0.62 0.06 0.00 43 15 31 44 38 12
Personal care products 0.1} A grosre \ NN A 02 0.64 0.00 0.00 03 06 07 01 08 03
Miscellaneous personal goods 6.2 Wwyﬂu W 0.1 0.20 0.01 0.00 -24 31 28 -17 24 83
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Dec 2021 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic
Services less energy services 37 N’*"’\‘N\[’ ——‘—\,\/‘/ 0.3 57.78 214 0.17 2.8 0.2 38 24 0.6 2.0
Shelter a7 0.4 3243 133 0.13 33 0.2 48 25 12 14
Rent of shelter 12N 04 3208 135 0.13 33 02 48 25 12 15
Rent of primary residence 33 M /Mﬁ\w_/ 04 7.59 0.25 0.03 37 0.1 -3.0 29 1.1 04
Lodging away from home 23.9 e [T 12 0.98 024 0.01 23 20 10.7 22 22 9.9
OER of residences 8N 04 23.51 0.89 0.09 32 0.2 28 24 11 13
Tenants' & household insurance -0.9 MW 0.2 0.34 0.00 0.00 14 12 -1.9 2.3 15 -2.1
Water, sewer, trash collection 35 et T T 0.4 107 0.04 0.00 36 0.6 -0.2 43 10 -0.8
Water & sewage maintenance 3.0 )\/"\"‘W«- \/"\/\f\,fv\-’\A 0.2 0.78 0.02 0.00 4.0 0.8 -11 4.8 14 -13
Garbage & trash collection 4.8 W\NA/’\V/"’ '\‘\/"‘—’AA 0.7 0.29 0.01 0.00 25 15 16 25 11 21
Household ops. 84| NS 11 0.89 0.07 0.01 38 13 37 26 16 36
Domestic services 94 24 030 0.03 0.01 20 11 7.0 16 10 7.5
Gardening & lawncare 4.1 M m 0.2 0.30 0.01 0.00 4.3 27 -0.1 2.8 26 0.5
Moving, storage, freight 9.2 e N o~~~ 11 0.09 0.01 0.00 56 3.9 0.9 33 3.9 15
Repair of household items 54 [~ N T 01 012 0.07 0.00 48 21 03 42 20 06
Medical serv. 25 e SN, T 03 7.00 0.18 0.02 29 1.0 -0.4 3.0 0.8 -0.7
Professional Services 33 W \/\/’\/\"’ 0.2 355 0.12 0.01 15 0.9 19 1.8 0.8 18
Hospital & related services 33 [N TN 0.1 236 0.08 0.00 38 11 -05 45 13 -0.9
Health insurance A2 N, T S~ 16 1.09 -0.01 0.02 50 5.8 -11 36 6.0 -0.8
Transportation serv. 4.2 m\,}" -0.3 5.01 0.21 -0.02 26 11 14 2.6 1.0 1.6
Leased cars & trucks 36 fprrmn Nl N — -36 0.64 -0.02 -0.02 05 30 14 16 32 -06
Motor vehicle maintenance & repair 4.8 ww -0.1 1.09 0.05 0.00 22 0.7 38 20 0.6 4.9
Motor vehicle insurance g N 15 156 0.06 -0.02 55 26 05 48 20 04
Motor vehicle fees 1.9 [N Sy TN A 01 0.54 0.01 0.00 18 07 0.1 22 19 -0.1
Public transportation 24 “"""‘*’“‘W“w F\,_,.ﬁ" 20 1.05 0.03 0.02 -12 15 24 10 36 0.4
Recreation serv. 33f M A -0.1 3.86 013 0.00 26 0.7 11 23 0.7 13
Video & audio services 26 PN\~ -0.7 159 0.04 -0.01 27 14 -0.1 26 13 0.0
Pet services 5.7 P ™ 16 0.55 0.03 0.01 31 08 34 33 0.9 26
Photo services 31N T -15 0.04 0.00 0.00 02 20 16 08 18 12
Other recreation services 3.0 "W""""%/’ “/\"’—’\f\,\/"’ -0.1 1.88 0.06 0.00 24 0.6 1.0 17 11 12
Educ. & communication serv. 1N T 04 6.01 0.10 0.01 0.4 13 10 1 13 05
Tuition, school fees, child care 21— T~ 01 281 0.06 0.00 28 06 12 33 08 -16
Postage & delivery 68~ —— [ 02 0.1 0.01 0.00 23 20 23 33 20 18
Telephone services 7N T 0.0 225 0.02 0.00 2.4 30 10 -13 24 08
Internet services 26 "\"‘M\/W W 0.3 0.86 0.02 0.00 -0.2 15 1.9 0.1 13 19
Other personal serv. 43 n S\ e~ 0.7 164 0.07 0.01 27 0.7 24 24 0.6 3.0
Personal care services 42 ,.,.\,,J-AM \,_.,—/"’“V\‘ 0.8 0.67 0.03 0.01 23 0.7 27 18 0.8 29
Miscellaneous personal services 45N S 07 0.96 0.04 001 29 09 18 27 0.7 25
*Number may not add due to rounding

Sources: Scotiabank Economics, BLS.
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