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Canadian Core Inflation
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Canada Inflation Is Not
Just About Base Effects
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Canadian Inflation Continues to Surprise Bank of
Canada Forecasts, Merits Faster Tightening

e Inflation continues to surprise BoC forecasts...

e ..andit’s high time they stopped fooling around with token measures...

e ..infavour of expedited tightening at the April meeting

Coming changes to basket weights should cancel out effects on inflation...

...but the coming addition of used vehicles to the basket will add to inflation...

e ...as Canadians could be staring at +/- 8% inflation by summer

Canadian CPl, m/m [ y/y %, February:
Actual: 1.0 /5.7

Scotia: 1.0 /5.7

Consensus: 0.9 /5.5

Prior: 0.9 /51

Canadian core CPl, y/y % change, February:

Average: 3.5 (prior 3.3 revised up from 3.2)

Weighted median: 3.5 (prior 3.4 revised up from 3.3)
Common component: 2.6 (prior 2.4% revised up from 2.3%)
Trimmed mean: 4.3 (prior 4.0)

Canadian inflation continues to surpass the Bank of Canada’s expectations and that likely
amplifies the risk of a 50bps or larger hike at the April meeting. Momentum and breadth
are both very high with further pressure ahead as Canadian monetary policy is far behind
the curve.

Headline inflation landed a little above consensus expectations and on my expectations
for the month of February as shown in the tables above.

Average core inflation moved up three tenths from the prior month’s original estimate
that itself was revised up by 0.1% for January and with February’s average core adding
another two-tenths to land at 3.5% y/y.

That is the hottest average core measure since June 1991 (chart 1). We can safely say that
inflation is not just being driven by a few price categories given that the central tendency
measures that are being averaged here include trimmed mean, weighted median and
common component CPI that are by nature designed to weed out narrowly driven price
changes in the tails that are not representative of underlying price pressures. The hottest
inflation in over three decades is being driven by widespread pressures.

Bolstering this last point is the fact that breadth remains very high with 75% of the CPI
basket over 2% y/y.

Further, in case we still have any inflation dinosaurs who still think that inflation is just
being driven by year-ago base effects, well, it's not. It hasn’t been for ages now. Month-
over-month seasonally adjusted inflation at an annualized rate ran at 6.8% in February
(chart 2). That says that inflationary pressures at the margin are still pointed above the
year-over-year rate and still dragging it higher with no loss of momentum despite the fact
that the BoC had long been promising we would see a loss of momentum by now or
earlier. CPl ex-food-and-energy SA m/m inflation at an annualized rate was up 4.5%.

Seasonally adjusted m/m prices were up 0.6% non-annualized and therefore what is
normally a seasonal up-month for Canadian prices—for reasons no one who has ever
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visited Canada at this time of year needs to have explained to them— Chart 16
was actually hotter than seasonally normal. Spending Weight Changes by Category

Charts 3-4 show the break down of the CPI basket in terms of year-over-
year weighted contributions and unweighted changes. Charts 5-6 on the
following page do the same thing for the monthly changes in prices. Yet

Food, beverage and...
Expenditure by non-residents in...

. , . . - , Recreation and culture
again, the only way you wouldn’t see inflation here is if you don’t own a

home, don’t rent, don’t drive and don’t buy any of what you eat. To
avoid inflation in Canada, go build your own shack made out of locally
sourced trees off in the boonies and | hope you are good at fishing and
hunting. That sounds like a Farley Mowat character to me!

Out-patient services
Games of chance
Used motor vehicles
Spare parts and accessories for...

Equipment for sport, camping and...

Charts 7-15 break down different items in CPI. A dominant theme is the Personal grooming services
role of housing that is becoming an accelerated source of inflation in Major tools and equipment
Canada given the way it's measured. Shelter costs were up 6.6% y/y in Child care services outside the home
February for the fastest increase since August 1983. Much of that is Garden products, plants and flowers
driven by homeowners' replacement cost that was up 13.2% y/y. Unlike Miscellaneous goods and services
the US that uses owners' equivalent rent, Canada captures housing Child care services in the home
primarily through the house-only part of builder prices (ex-land) as the Taxi and limousine

main driver of replacement costs. That house-only component keeps Other semi-durable household goods
pushing higher with a lag into CPI. Shelter will continue to add to inflation Carpets and other floor coverings
going forward. Electrical appliances for personal care

Cinemas

BANK OF CANADA IMPLICATIONS .
Postal services

Recall that the BoC's January MPR forecast that Q1 inflation would be Other services related to the...
5.1%y/y. Instead it is tracking 5.5-5.6% y/y. Never-ending serial upside Small tools and miscellaneous. .
surprises to BoC inflation forecasts won't sit well as the Bank of Canada’s Undertaking and other funeral...
inflation forecasters have been constantly playing catch-up. Telecommunication equipment

Passenger vehicl ti
What that says to me is that the BoC needs to expedite its tightening. As assengervenicie renting

. R . . Hospital services
previously written, the BoC should not see shutting down its
reinvestment program—which is likely to occur at the April meeting—as

a substitute for hiking the policy rate in a rate equivalence sense. There is

Water supply and sanitation services
Recording media
) . Urban transit
no rate equivalence as argued by their own staff’s research on the GBPP ) )
) ] Other appliances, articles and...
purchase program’s effects and based on the stylized facts that point to
no meaningful change in Canada-US bond yield spreads during the
period in which the BoC was gradually bringing net purchases down to

zero while the Fed kept on buying Treasuries and MBS by the truckload.

Audio-visual and photographic...
University education
Other education
Other social services

The BoC needs to show it is serious about inflation risk and adhering to )
Alcoholic beverages, tobacco and...

its mandate with a larger move than just 25bps in April, like 50-75bps.

Telecommunication services

COMING CHANGES TO CPI WEIGHTS Food
Housing, water, electricity, gas and...
-1 -0.5
Sources: Scotiabank Economics, Statistics Canada.

StatsCan is advising that CPI basket weights will change again in June
when May CPI estimates arrive. They will use household spending
estimates from 2021 to refresh weights compared to the present use of
2020 weights. Chart 16 shows how the spending weights will change by category of spending. | roughly estimate that there should be a
negligible impact on year-over-year CPl inflation when that happens relative to continued use of 2020 weights. That’s because the
categories that will see higher weights in May CPI (clothing/footwear, furnishings/furniture, transport, rec/culture, food/accomm) will be
offsetting lower weights on groceries, housing utilities, rent, comms, education. When these weight changes are applied to current price
changes for those categories it results in no meaningful change in CPl inflation. StatsCan will be adjusting these weights annually going

o
o
n
-

forward which will make CPI a little more reflective of current spending patterns as they evolve.
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STILL WAITING FOR USED VEHICLES TO BE ADDED TO CPI

The bigger issue to coming changes to Canadian CPI stems from the fact that StatsCan is
continuing to work on adding used vehicle prices to Canadian CPl compared to the
useless practice of using new vehicle prices to proxy used vehicles that have been rising at
much faster rates of increase than. They had advised as much in the February CPI report
for January. It would make logical sense to do this at the same time as the basket weights
get changed as noted in the prior section, but the logic of adjusting the basket in one fell
swoop might not carry the day.

The existing practice drastically understates CPI inflation. Chart 17 shows a proxy estimate
for how much but the agency has been silent on what approach it may take while guiding
that they are finally working on a paper on the matter. In essence, whereas Canadian
policymakers sometimes imply that Canada is better at managing CPl inflation than, say,
the US by pointing to lower official Canadian CPI inflation relative to US CPl inflation, the
reality is that this is just because of mismeasurement issues. If Canada measured CPI
properly then it would have an almost identical rate of inflation and without even getting
into issues like whether housing is being adequately captured in Canada’s methodology
that relies upon builder prices.

All of which is to say that if we continue to get upward momentum as we forecast and if
StatsCan adds used vehicle prices to the basket hopefully soon, then perhaps by summer
Canadians will be fretting over an annual inflation rate crossing 8% y/y.

That would be inflation at a rate Canadians have not seen since 1982 into early 1983.
We're long past caring about exactly what'’s driving inflation in what | think is a
combination of supply— and demand-side drivers. The far more disconcerting
development is that inflation expectations are becoming unmoored as shown in chart 18
and previously written in reference to other measures. We're into the dangerous territory
of adaptive and extrapolative expectations that have lost confidence that monetary policy
can control inflation at this stage. The next round of consumers’ and businesses’ inflation
expectations in the coming pre-MPR surveys will probably build upon those measures as
well. The Bank of Canada’s credibility is very much on the line both in terms of the
seriousness of addressing inflation and the stability issues associated with having
overheated housing markets.

Please also see the back page table that provides more granularity on the inflation figures.
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Chart 17

Canadian CPI: Can Used Autos
Continue to be Ignored?
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Sources: Scotiabank Economics, Statistics
Canada, Canadian Black Book, BLS.

Chart 18

Market-Derived Canadian
Inflation Expectations
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Chart3

February Detailed Category Contributions to 12-Month
Change in Canadian CPI
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Sources: Scotiabank Economics, Statistics Canada.
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Chart 4

December Detailed Category 12-Month
Change in Canadian CPI
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Chart5 Chart 6

February Detailed Category Contributions to Monthly February Detailed Category Monthly

Change in Canadian CPI Change in Canadian CPI
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Canadian Goods & Services Inflation
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Chart10
Housing's Inflation Factor
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Auto Price Inflation and the C$

25 yJy%change y/y%change‘l 8
20 17
- 6
15 F
15
10 | I
5 L m 1 3
0 b 7T 1 q 2
1
-5
1 0
10 CAD lagged 1 1 -1
a5 L year, LHS I

14 15 16 17 18 19 20 21
Sources: Scotiabank Economics, Statistics Canada,
Bank of Canada.

Chart8

Canadian Inflation Showing High Breadth
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Housing-Related Inflation
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Feb 2022 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic

% Pandemic trend m/m % m/m % Weights 2015-2019 2011-2019

CA INFLATION COMPONENT BREAKDOWN d:' a’ :ge 10-yeartrend |\ 1o-Present) change’/ NSA change,ls e g(%) yly m/m ave.yly Std.Dev.  Z-Score| ave.yly Std.Dev.  Z-Score|
Food 6.7~ — 13 1.0 16.24 1.09 0.21 21 17 2.7 22 15 3.1
Food, stores 7.4~ 15 174 0.87 0.7 17 2.4 23 2.0 2.0 27
Meat NI NS S 0.0 09 232 027 0.00 25 36 26 34 36 23
Fish & seafood 5.8 [y i mrn g NN 04 03 0.44 0.03 0.00 29 14 20 28 25 12
Dairy products & eggs 6.9 WN’W"’W 34 2.7 1.62 0.1 0.05 0.2 15 4.4 0.6 15 4.2
Bakery & cereal products 6.7y S 16 06 152 0.10 0.02 05 21 30 12 23 23
Fruit, fruit prep. & nuts 6.2[ AN\ e AN\ v M 11 12 144 0.09 0.02 1.8 4.4 1.0 2.0 35 12
Vegetables & vegetable prep. 24N A T~ 08 03 145 0.04 0.01 49 6.4 0.4 36 58 0.2
Other food & non-alcoholic beverages 8.7 W/’ M«J\M-/") 2.4 25 2.96 0.26 0.07 1.0 15 5.0 13 17 4.3
Food, restaurants 4.7 \\N‘/—N «——w,_,_/\/-/J 0.8 4.50 0.21 0.03 3.0 0.7 25 2.6 0.7 2.8
Table service restaurants 50— 0.9 246 0.12 0.02 29 06 39 26 06 38
Fast food & take-out 4.0}t Nt A 0.6 1.48 0.06 0.01 32 12 0.6 26 12 11
Cafeterias & other restaurants 4.7 \\W W' 0.8 0.56 0.03 0.00 3.0 0.6 27 2.6 0.7 2.9
Shelter 66~ v ——— 0.6 0.6 30.03 1.98 0.19 1.8 0.6 8.1 17 0.8 6.2
Rented accomm. a2l——' g 1.0 6.63 0.28 0.07 13 0.8 37 13 0.6 5.0
Rent a2l A~ 10 6.47 0.27 0.06 13 08 36 13 0.6 49
Tenants' insurance premiums 58 W,\,W/N‘ 2.0 0.09 0.01 0.00 11 16 29 0.3 16 34
Tenants' maintenance & repairs 2.7 [f\\-«nv-\r\—«mn__f\- -\_/—\”_,_j”\— 0.0 0.06 0.00 0.00 22 1.0 0.5 26 22 0.0
Owned accomm. 62— 03 19.73 123 0.06 2.3 0.4 9.2 17 08 5.4
Mortgage interest cost 60—, — -0.1 -0.1 343 -0.21 0.00 21 36 23 -0.1 36 17
Homeowners' replacement cost 13.2 MJ J 0.7 0.8 5.61 0.74 0.04 1.9 17 6.8 21 15 7.5
Property tax & other charges s~ T 0.0 0.2 3.40 0.05 0.00 24 0.6 17 28 0.7 18
Homeowners' home & mortgage insurance 8.7 ,W/W w -0.3 -0.3 1.38 0.12 0.00 52 23 15 4.5 2.6 1.6
Homeowners' maintenance & repairs 2.0 MW W 0.0 0.0 1.66 0.03 0.00 2.0 11 0.0 2.0 1.4 0.0
Other owned accomodation expenses 14.3 __\a_,_,\_*/* J 0.6 1.0 4.26 0.61 0.03 2.0 1.2 10.2 2.4 2.0 6.1
Water, fuel, & elec. 12.4 \—-/J\,/\_/WVJ‘" A—f\,_/—f"” 15 3.67 0.45 0.06 0.8 21 5.5 25 34 29
Electricity 2| e e N 1.0 1.0 185 0.15 0.02 12 4.4 16 25 38 15
Water 24— 0.0 02 0.77 0.02 0.00 37 0.9 1.4 49 14 18
Natural gas 24N T e 11 11 0.77 0.17 0.01 13 2.0 26 0.4 10.6 2.0
Fuel oil & other fuels Moo~ S 85 85 0.28 012 0.02 -0.1 155 27 51 14.2 26
Household operations, furniture & equipment 2.7 WW W 0.7 0.2 14.89 0.40 0.1 1.2 1.0 1.4 1.4 0.9 1.4
Household ops. 15 A N 0.1 9.79 0.14 0.01 13 11 0.1 241 13 -0.5
Communications D | e R s S 07 06 273 013 -0.02 0.0 28 A7 15 29 27
Child care & housekeeping services 25 M/\« T 0.5 -0.1 0.78 0.02 0.00 3.4 14 -0.7 33 13 -0.6
Household cleaning products 19 w% N\/“’\,\N_/ 0.9 0.6 0.45 0.01 0.00 13 19 03 0.8 19 0.6
Paper, plastic, aluminum foil 7.5 M A S 2.6 -3.0 0.52 0.04 -0.01 2.2 2.2 2.4 2.0 2.0 2.8
Other household goods & services 4.4 W M 05 0.3 531 0.23 0.03 1.8 0.5 55 2.4 1.1 19
Household furnishings & equip. 5.2L N T 1.8 5.10 0.27 0.09 0.8 1.7 2.6 0.1 1.6 32
Furniture & textiles 75|~ A T 0.5 222 017 0.01 0.4 21 33 -03 21 37
Household equipment 35l AN 33 19 2.40 0.09 0.08 0.9 17 16 0.0 18 19
Services related to furnishings & equipment 4.8 W,_/ﬁ/—/_'_‘m 0.0 0.2 0.34 0.02 0.00 2.4 1.8 1.3 2.7 29 0.7
Clothing & footwear 12w A o — L 0.4 -0.3 4.0 0.05 0.02 0.6 1.2 0.5 0.3 1.4 0.6
Clothing 0.7 v A e — 1.0 -0.1 2.50 0.02 0.02 05 16 0.2 -03 2.1 05
Footwear 0.4ty fr — A -0.1 -12 0.57 0.00 0.00 0.4 12 0.1 0.1 14 0.2
Clothing accessories 0.5V oMy A 14 0.67 0.00 -0.01 1.0 18 -0.2 23 26 -0.7
Clothing material a8l S 1.0 0.26 0.01 0.00 22 0.7 3.8 2.7 12 1.9
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Feb 2022 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic
% Pandemic trend m/m % m/m % Weights 2015-2019 2011-2019
CA INFLATION COMPONENT BREAKDOWN d{al:ge 10-year trend (Jan2018-Present) change,l i change,IS e g(%) yly m/m ave.yly Std.Dev.  Z-Score| ave.yly Std.Dev.  Z-Score|
Transportation 8.7 Wmf "—/\,/u—/\/\' 1.9 11 16.0 1.39 0.31 1.7 31 2.2 23 3.0 2.1
Private trans. 8.8~ NN ST N T 21 153 135 0.32 13 32 23 22 32 21
Purchase, lease, rental of passenger vehicles 49 W /WM 0.8 6.81 0.34 0.05 23 15 1.7 19 1.6 19
Purchase & lease of passenger vehicles 4.7 W r"—vw./vv-"/‘)\ 0.8 6.77 0.32 0.05 23 15 16 19 16 17
Rental of passenger vehicles 24.0 ,_,\,\__’.‘,\,f’L ﬁ_w_/—'-"\— 0.0 11 0.04 0.01 0.00 14 52 4.4 12 4.1 56
Operation of passenger vehicles 12.3 W ,\/\,_/\-"‘ 31 8.44 1.04 0.26 0.7 5.7 21 2.4 54 1.8
Gasoline 323 [~ S 6.9 52 357 115 0.25 -0.6 135 24 3.0 122 24
Passenger vehicle parts, maintenance & repairs 55 vvﬁv; H,___,—/‘r 0.0 02 248 0.14 0.00 19 03 10.5 16 0.8 50
Other passenger vehicle expenses -4.1 W‘\’/"\“ /—*’\'\_‘ 0.1 0.0 240 -0.10 0.00 24 22 -3.0 26 20 -33
Public trans. 2.6 Mo W -16 0.71 0.02 -0.01 48 3.9 -0.6 3.4 3.7 -0.2
Local & commuter transportation o — T 0.1 0.1 0.25 -0.01 0.00 15 05 93 22 12 -46
City bus & subway g2 0.0 0.20 -0.01 0.00 21 07 -84 28 14 -48
Taxi & other commuter service 15[ g ——— ] 0.1 0.05 0.00 0.00 0.1 08 17 0.9 12 05
Inter-city transportation 5.9 \ML‘*W\I" M\,\/\j\’\ -29 -1.6 0.30 0.02 -0.01 6.2 5.7 0.0 3.9 5.8 0.3
Air transportation 5.7 e M M A 34 0.26 0.01 -0.01 65 6.2 -0.1 40 6.4 03
Rail, highway bus, other 37 T M T N 0.6 0.04 0.00 0.00 2.7 18 0.6 2.0 4.2 0.4
Health & personal care B[ Y~ 0.4 0.3 4.68 0.1 0.02 1.4 0.4 4.4 13 0.9 22
Health care 2.2 WW //“\\,\/—’\"‘ 0.2 2.34 0.1 0.01 13 0.6 1.5 11 0.8 13
Health care goods 10N SN 0.4 0.4 141 0.0 0.01 05 07 0.8 -0.1 11 11
Health care services 39 N\_(—\rr\‘ 4—_r—’“L 0.0 03 093 0.0 0.00 25 0.6 25 29 0.8 13
Personal Care 3.8\t~ 05 234 01 0.01 15 05 42 15 12 2.0
Personal care supplies & equipment 42 i/ T 05 05 171 0.1 0.01 0.4 0.9 41 05 16 23
Personal care services 20 SV T 05 0.1 0.63 0.0 0.00 29 07 0.0 27 14 0.1
Recreation, education & reading P ] Y e N a aad 1.4 0.1 9.40 0.4 0.13 17 0.8 3.2 13 0.9 3.4
Recreation 5.0~ S o A 182 7.30 037 0.13 14 10 36 06 12 36
Recreational equipment & services, excl. vehicles 18| vt AT 0.0 0.9 2.03 0.0 0.00 -0.8 16 17 22 20 2.0
Purchase & operation of recreational vehicles 10.6 MW 2.6 1.6 1.65 0.2 0.04 2.6 1.8 43 19 20 45
Home entertainment equipment 24| SN T 2.9 17 1.03 0.0 0.03 38 2.0 31 -49 2.2 33
Travel services A9t e Wy A 6.6 1.9 0.89 0.0 0.06 0.8 29 -0.9 0.4 28 -0.8
Other cultural & rec. services 53l T T 02 03 1.70 0.1 0.00 35 11 16 34 14 14
Educ. & reading 20T 0.00 2.10 0.04 0.00 25 14 -0.4 3.0 11 -0.9
Education 20 T\ 01 02 182 0.0 0.00 2.4 14 -03 30 12 08
Reading material excl. textbooks 0.6 wf“\r"\l\vd\'\ MJM 0.1 0.1 0.28 0.0 0.00 3.8 28 =il 3.2 2.9 -0.9
Alcoholic beverages, tobacco & rec. cannabis 3.1 M W 0.2 0.1 4.80 0.1 0.01 3.2 1.2 -0.1 27 13 0.2
Alcoholic beverages 23y S AN 0.00 2.85 0.07 0.00 17 05 11 14 0.7 13
Alc. beverages served in licensed establishments 34 W—""""""A""\Af W_"‘\/\J"J 14 13 0.55 0.0 0.01 1.8 0.6 25 2.0 0.7 2.0
Alc. beverages purchased from stores 25 NVWMW W -0.2 -0.1 2.30 0.1 -0.01 17 0.7 11 11 11 13
Tobacco products 7.9 M M 0.66 1.44 0.1 0.01 5.6 21 11 4.8 28 11
Cigarettes 80|, /N 0.7 134 0.1 0.01 5.6 21 12 48 28 11
Other tobacco products & supplies 75| N 0.7 0.1 0.0 0.00 56 20 0.9 49 26 10
Rec. cannabis 8.3 2+ v -/ VvV~ -0.39 0.50 -0.04 0.00

*Number may not add due to rounding

** Only available for components that are tracked on a seasonally adjusted basis.

Sources: Scotiabank Economics, Statistics Canada.
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