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Why Markets Should Tread Carefully Into the BoC

e  Core CPl remains firm, adding to the case for +25bps
e The broader cases for and against a hike...
e ..and how there is much more market risk to a pause than reward to a hike

CDN CPl, m/m % NSA /] y/y %, Dec:

Actual: -0.6 /6.3

Scotia: -0.7 /6.2

Consensus:-0.5/6.4

Prior: 0.1/ 6.8

CDN core CPI, m/m % SA ex-f&e, Dec: 0.3

CDN avg median/trimmed mean CPI: 5.2 (prior 5.3% revised up from 5.2%)

KEY TAKEAWAY

Core inflation at 0.3% m/m SA and 3.4% m/m SA annualized coupled with high breadth
reinforces the case for another 25bps hike next week in my opinion. Traditional core CPI (ie:
ex-food and energy) was up by 0.3% m/m or 3.4% m/m SAAR. Other measures of core were
also firm including CPIX (3.3% m/m SAAR), CPI-ex-eight at the more modest 2.4% m/m
SAAR rate, and the average of the BoC'’s trimmed mean and weighted median gauges that
were firm at 5.2% y/y with a slight upward revision to the prior month’s estimate that is now
at 5.3%. The case for hiking by 25bps outweighs the case for pausing in my view, but both
cases will be presented below after offering an opinion on the market risks around the call.

ALL RISK, VERY LITTLE REWARD

But | would advise market participants and funding operations to play it safer. They would
be little rewarded beyond puerile bragging rights if the BoC hikes 25bps, but potentially
get their heads handed to them if the BoC pauses and thus start the calendar year behind
the eight ball on their performance. I'm more concerned about the risk to a pause than
the reward to adding a few more points to what is an almost entirely priced hike.

The reason for this market perspective is that a somewhat erratic central bank that has
(unwisely imo) surprised market participants three times in eight meetings over the past
year after a wild ride when they blew it in 2021 could easily pick whatever it wants from the
arguments and surprise markets again, but this time do so with an unexpected pause. If they
hike, so what, add a few basis points to what isn’t priced already pending developments up
to game day. The only way | can see further material upside to multi-contract hike pricing
out of this decision would be if the BoC sounded like they were significantly leaning toward
another hike after hiking next week. They are probably loathe to do so, as evidenced by the
could-might-maybe guidance they provided through communications in December.

But if they do pause, then markets would not only take out the priced hike in terms of
what it means to, say, 2-year and 5-year GoC yields, but would also probably have their
‘gotcha’ moment. That could be expressed as piling into the front-end on the first sign of a
wavering central bank that’s signalling the end of the hike cycle and by raising the
probability and magnitude of cut pricing later in the year. | don’t think that risk should be
courted by the central bank, but there have been times when the BoC does not
necessarily consider the market implications in my view.

Before turning to the CPI details I'll break down the case for and against a hike.
WHY HIKE?

1. If they pause, then they would perhaps unwittingly ease financial conditions even
further. The 5-year GoC yield is 85bps below the October peak. Markets being markets
would have a ‘gotcha’ moment and raise the probability and magnitude of rate cuts.
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Inflation and housing could be back at it into 2024 with a more prolonged period of higher borrowing costs than if they stuck to tighter now.
The endless talking heads that are advancing bearish Canadian housing narratives would then have to contend with easing mortgage rates
to add to the fact there is no housing supply in Canada, the economy is more resilient than others and immigration is soaring with the
fastest population growth of any major peer group economy.

2. Core inflation is holding firm at 0.3% m/m SA or 3.4% m/m at a seasonally adjusted and annualized rate. The job is not done in returning
underlying inflationary pressures toward the BoC’s 2% headline target.

3. Nobody—and, if you'll pardon my appeal to a Toronto audience, | mean noooooooobooodddyyy—believes the BoC will hit its 2% inflation
target as we saw in yesterday’s business and consumer surveys (recap here). My long held view remains skewed toward regime change in
favour of higher upward structural pressure upon inflation than in years past.

4. Canada's job market is absolutely defying gravity with accelerating job growth and there are more theories about how the job market
could hold up better this time than in past hike cycles than consensus is discussing. Recap with those arguments here.

5. Canada’s Q4 GDP growth is tracking better than the BoC forecast in the October MPR when they forecast growth of 0.5% gq/q SAAR Q4
growth versus around triple that now being tracked. Canada may be pushing further into excess demand, subject to a caveat that I'll return
to in the section on why not to hike.

6. The global growth backdrop has improved (less energy shock in Europe, upside to China over 2023). They may revise up growth
projections for those regions in the MPR and that could translate a little more favourably into Canada including through commodities. That
means more imported inflation through continued buoyancy in the terms of trade.

Why Not Hike?

1. It’s the BoC and frankly they always make me nervous. They’ve surprised markets three times in the past year with a priced whiff a year
ago after Macklem teed it up the month before, a bigger than expected catch-up 100bps shocker in July after refusing to admit they
weren’t behind, and then by hiking less than expected in October. Their forward guidance hasn’t been terribly useful throughout the
pandemic anyway. They have not demonstrated they care about pricing or the implications of what they do from a financial market
standpoint.

2. The BoC's reaction function is pivoting toward being more focused upon lagging forward effects of their actions than, say, 6 months ago
versus what just happened to the latest inflation print. Then again, the BoC would have to have extremely high confidence in its ability to
forecast the lagging consequences of its hikes to date versus the many forecast failures it has made during the pandemic and mainly around
what it expected to happen to inflation.

3. They could pick and choose whatever they wish from the CPI figures. Softening y/y headline and the soft m/m gauge alongside core CPI
measures that are past their peak rates could motivate them to pause. Or they could look at core CPIl and breadth and hike.

4. CAD is about 6 cents firmer than the weakest point in October. That negates their prior Chart 3

concern when USDCAD was climbing closer toward 1.40, although they never acted on it Canadian Goods & Services Inflation

anyway. Plus, it's a chicken-and-egg thing as CAD is stronger partly because it expects them to
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hike. | wouldn’t necessarily rely upon assuming that the BoC connects the dots there and with
good past reason for having this bias. 9
5. A key risk is whether they just fudge potential GDP again to make it fit their story. | say fudge
because they've played with the numbers in the past and not always in a way that has
sounded terribly convincing. Besides, nobody knows what potential GDP is anyway. A slightly
credible way they could do this is to flag ripping population growth that raises noninflationary
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growth estimates over time. I'm not sure, however, that the immigration target changes over
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multiple years ahead are a massive change compared to what has been a number of years or
17 18 19 20 21 22

Goods
------ Goods excl. food & energy
Services

rising targets that should have been embedded in forecasts gradually over the years.

DETAILS

Chart 3 shows that services inflation remains highly resilient. Goods inflation continues to ease, sources: Scotiabank Economics, Statistics Canada.

primarily due to gasoline prices as goods CPl ex-food and energy is moving sideways.
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Chart 4 Chart5
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Chart 6 Chart7

December Detai.Ied Categow 12-Month December Detailed Category Contributions to 12-Month
Change in Canadian CPI Change in Canadian CPI
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Charts 4 and 5 break down movements in the CPI basket in m/m NSA terms and in terms of Chart 8

weighted contributions to the change in CPl respectively. CA Inflation Still Showing High Breadth
Charts 6 and 7 do likewise for y/y rates and contributions. 90 % of components
80
Chart 8 shows breadth. The vast majority of the CPI basket continues to rise at rates well above ;5 L
. . . T, Over 3%
the BoC’s 2% inflation target. That counsels against cherry-picking individual components. 60 | vgerrOth//y

Charts 9 and 10 show housing’s direct influence as a negligible drag. Recall that Canada
incorporates housing into CPI very differently from, say, the US. Canada uses homeowners’
replacement cost instead of OER. Replacement cost is driven by the house only component to
the new house price index produced by Statcan and that curiously arrives after CPI.

Replacement cost only carries a 6.5% weight in CPl on a —=0.066 m/m % SA dip which is

basically nothing. Housing’s drag effect on Canadian inflation is a fraction of what is likely to 98 00 02 04 06 08 10 12 14 16 18 20 22
happen with lags to US CPI, though US PCE has half the weight attached to shelter compared

Sources: Scotiabank Economics, Statistics Canada.

to US CPI.
Rent inflation, however, remains hot (chart 11).  chart9 Chart 10
At a 6.8% weight in the basket, however, the Housing's Inflation Factor Housing's Inflation Factor
1.2% m/m SA rise would only have added 0.1% 5
to m/m SA total inflation with somewhat yly % change m/m % change, NSA
. . . 14
generous rounding up. That has multiple drivers 2
worthy of inclusion such as housing affordability 27
pressures when rent started to back up in 2021, 10 2
the impact of higher borrowing costs especially & | ) 1
. N
in the back part of 2022, but the more powerful 6 [ prei\CNe ir?;:i
drivers may be depressed expectations for 4 F 1
housing prices that limit ownership appetite 2 p-—\/“'\\ 0
and perhaps the concentrated impact of new 0 : : : A — : ) New house
immigrants into the rental and higher density > L 4L price index
housing markets. 14 15 16 17 18 19 20 21 22 16 17 18 19 20 21 22
Sources: Scotiabank Economics, Statistics Sources: Scotiabank Economics, Statistics
Food price inflation is shown in charts 12 and 13.  Canada. Canada.

Please also see the accompanying table that provides greater detail on the CPI components including micro charts and z-score measures of
dispersion from historical norms.

Chart 11 Chart 12 Chart 13
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Sources: Scotiabank Economics, Statistics Canada, Sources: Scotiabank Economics, Statistics Canada. Sources: Scotiabank Economics, Statistics Canada.
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Dec 2022 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic
% i Y i 2015-201 2011-201
CA INFLATION COMPONENT BREAKDOWN d’: : Zg/: 10-yeartrend Ja:;gz’;n"::::; Chang":,/ :s‘}: chang::’;:j We'g(':,/j yly m/m oai;.g 13 Std.Dev.  Z-Score| oavg.‘; 13 Std.Dev.  Z-Score|
Food 101 «—/W ~—V\,\,,/ 0.3 0.4 15.94 1.61 0.05 21 17 4.7 2.2 15 5.4
Food, stores MO 03 1.14 123 0.04 17 2.4 38 2.0 2.0 4.4
Meat 6.0 S LT -07 03 214 0.13 -0.02 25 36 1.0 34 36 0.8
Fish & seafood 8.3 N s T 0.5 06 0.44 0.04 0.00 2.9 14 38 28 25 22
Dairy products & eggs 12.0 .\W’J M -0.5 -0.2 152 0.18 -0.01 0.2 15 7.7 0.6 15 7.6
Bakery & cereal products 147 e 0.7 03 1.48 0.22 0.01 05 21 6.9 12 23 58
Fruit, fruit prep. & nuts 9.7 *‘W AW 2.1 0.8 1.34 0.13 0.03 1.8 4.4 1.8 2.0 35 2.2
Vegetables & vegetable prep. 137 p N AT T e 27 13 135 0.18 0.04 4.9 6.4 1.4 36 5.8 17
Other food & non-alcoholic beverages 12.3 _,_/-\N—»\_,/A W/—/JA -0.8 0.0 291 0.36 -0.02 1.0 1.5 73 13 17 6.3
Food, restaurants 77 .\_,‘_,“J-\—\/ __\,__,_,.//‘4 03 4.80 0.37 0.01 3.0 0.7 71 2.6 0.7 71
Table service restaurants 77 .\_‘_,-—s_J\,\,-/A_‘_’,,___/_' 0.7 2.68 0.21 0.02 29 0.6 8.7 2.6 0.6 79
Fast food & take-out 79 Mv/ W -0.4 154 0.12 -0.01 32 12 39 26 12 45
Cafeterias & other restaurants 7.8 .\_‘_,——f\f\_,/_%__,_,-/* 0.3 0.58 0.05 0.00 3.0 0.6 7.7 2.6 0.7 7.4
Shelter 0ol 0.4 0.4 29.80 2.09 0.1 1.8 0.6 8.9 17 0.8 6.7
Rented accommodation sol A 0.4 0.4 6.77 0.40 0.03 13 08 5.7 13 0.6 7.8
Rent Y| N SN g 0.4 6.57 038 0.03 13 08 55 13 0.6 75
Tenants' insurance premiums 5.8 M ,_,v/~”/\ -1.6 om 0.01 0.00 1.1 1.6 2.9 0.3 1.6 3.4
Tenants' maintenance & repairs 7.5 W M 0.0 0.08 0.01 0.00 22 1.0 51 26 22 23
Owned accommodation 6.5 '/_,_,_.___/"‘ “,__,_/‘/\’— 0.5 19.46 1.26 0.09 23 0.4 9.9 17 0.8 5.8
Mortgage interest cost 18.0 _/———/\/ \/ 27 2.7 294 0.53 0.08 21 36 4.4 -01 36 5.0
Homeowners' replacement cost 4.7 __/—\*/\ __._,_/\ -0.1 -0.1 6.44 0.30 -0.01 1.9 17 17 21 15 17
Property tax & other charges 3.6 _’_\—’_‘__)_‘—\_\_Tﬁr 0.0 0.3 2.47 0.09 0.00 2.4 0.6 21 2.8 0.7 1.2
Homeowners' home & mortgage insurance 6.6 M M/\ 28 29 137 0.09 0.04 52 23 0.6 45 26 0.8
Homeowners' maintenance & repairs 8.7 W ww/‘"‘ -0.5 -0.5 1.81 0.16 -0.01 2.0 11 6.0 2.0 1.4 4.6
Other owned accomodation expenses 25 \«__,_\_,_/"\ _,_//\/\ -0.5 -0.3 4.43 0.1 -0.02 2.0 1.2 0.5 2.4 2.0 0.0
Water, fuel, & elec. N3N\ T -0.6 357 0.41 -0.02 0.8 2.1 5.0 25 34 2.6
Electricity 25N W e 19 20 175 0.04 0.03 12 44 03 25 38 0.0
Water P e N e A N 0.0 0.2 0.72 0.02 0.00 37 0.9 11 4.9 14 -15
Natural gas 28~ —T 05 05 0.78 0.20 0.00 13 9.0 29 0.4 106 23
Fuel oil & other fuels 512 148 147 0.32 016 -0.05 -0.1 155 33 51 14.2 32
Household operations, furniture & equipment 4.6 W Wﬁ* -0.8 -0.1 14.50 0.67 -0.11 1.2 1.0 33 1.4 0.9 3.6
Household ops. 37 A A~ -0.2 9.30 0.34 -0.02 13 11 2.1 21 13 13
Communications 0.5 Ay e VN A 03 03 254 0.01 0.01 0.0 28 02 15 29 -0.4
Child care & housekeeping services % | e VA WY 2.7 2.7 0.76 -0.04 -0.02 34 14 5.9 33 13 -6.1
Household cleaning products 8.1 \’WW W 0.3 0.4 0.40 0.03 0.00 13 19 36 0.8 19 37
Paper, plastic, aluminum foil 9.7 ""‘*"\""‘/W) W -0.8 -0.2 0.52 0.05 0.00 22 22 34 2.0 2.0 38
Other household goods & services 5.7 W .,_,.W/JM -0.1 03 51 0.29 0.00 1.8 05 83 24 11 31
Household furnishings & equip. 6.0 WJ‘ _,__v_,-/"\'f\ -1.8 5.20 0.31 -0.09 0.8 17 3.0 0.1 1.6 3.7
Furniture & textiles 75 e N 16 228 017 -0.04 0.4 21 33 -03 21 37
Household equipment 45 A~ T 221 -0.5 2.42 oM -0.05 0.9 17 2.1 0.0 18 2.4
Services related to furnishings & equipment 6.6 W,_,—s_,—f—’_’*'_p 0.0 0.3 0.35 0.02 0.00 2.4 18 23 27 29 13
Clothing & footwear 1.8 MW”WJ"“ "’W -2.6 0.8 4.3 0.08 -0.11 0.6 1.2 1.0 0.3 14 11
Clothing 0.7 P A i~ | [ -34 11 273 0.02 -0.08 05 16 0.2 -03 24 05
Footwear 3.3t N A -0.9 11 0.57 0.02 -0.01 0.4 12 26 0.1 14 22
Clothing accessories 3.9 My AN A 29 0.75 0.03 -0.02 1.0 18 16 23 26 0.6
Clothing material 48Py e 0.0 0.23 0.01 0.00 2.2 0.7 3.8 2.7 12 19
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Dec 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 c:::ge 10-year trend (Jan 2019Present) change,/NSA change,IS e g(%) yly m/m el Std. Dev. Z-Score el Std. Dev. Z-Score
Transportation 6.0f ey N~ 2.6 -0.9 16.9 1.02 -0.44 17 3.1 14 23 3.0 12
Private trans. 5.7 WM ~/\,-/""/\‘ -33 16.1 0.92 -0.52 1.3 3.2 1.4 2.2 3.2 11
Purchase, lease, rental of passenger vehicles 7.2 WW M -0.2 6.71 0.48 -0.01 23 15 32 19 1.6 32
Purchase & lease of passenger vehicles 72 W M 0.0 6.65 0.48 0.00 23 15 33 19 16 32
Rental of passenger vehicles 13 ,‘,\m/n"\, W—”‘\V\_, -15.5 -14.8 0.06 0.00 -0.01 14 52 0.0 12 4.1 0.0
Operation of passenger vehicles 4.7 W f—-/\f—/\“/\ -5.6 9.37 0.44 -0.52 0.7 5.7 0.7 2.4 54 0.4
Gasoline 3.0 fomrnny N S 131 -9.0 428 0.13 -0.56 06 135 03 3.0 22 0.0
Passenger vehicle parts, maintenance & repairs 7.4 v.,———\——/’ - e 0.0 04 2.56 0.19 0.00 19 0.3 16.0 16 0.8 7.5
Other passenger vehicle expenses 2.1 M f"w 0.6 0.6 253 0.05 0.01 24 22 -0.2 2.6 2.0 -0.2
Public trans. 9.2 mw”“'”w\r*}‘ W‘—\,\/\I\N/\" 9.3 0.82 0.08 0.08 4.8 39 11 34 3.7 1.6
Local & commuter transportation 3.4 M"""’“"‘"’H\_f _’_’_w 0.0 0.1 0.28 0.01 0.00 15 0.5 3.9 22 12 1.0
City bus & subway 15" " 0.0 0.17 0.00 0.00 21 07 -0.8 28 14 0.9
Taxi & other commuter service Y| N S 0.0 on 0.01 0.00 0.1 038 7.0 0.9 12 40
Inter—city transportation 13.5 | W A 16.2 01 037 0.05 0.06 6.2 57 13 39 58 17
Air transportation 16.0 «\M"N\*"‘w\l\‘}‘ W—\,.\/-J\'\—j\‘ 20.0 0.26 0.04 0.05 6.5 6.2 16 4.0 6.4 19
Rail, highway bus, other 6.4 N~ M~ -16 0.07 0.00 0.00 2.7 18 2.1 2.0 4.2 1.0
Health & personal care 6.1 WM"/ 0.0 0.6 4.62 0.3 0.00 14 0.4 "7 13 0.9 5.6
Health care 4.0 W /w/ -0.1 2.26 0.1 0.00 13 0.6 4.6 11 0.8 3.6
Health care goods 30f et -01 01 131 0.0 0.00 05 07 35 -01 11 28
Health care services 55l ™~ 0.0 03 0.96 0.1 0.00 25 06 55 29 08 3.4
Personal Care B.ZM WN\J’\—/‘/ 0.2 2.36 0.2 0.00 15 0.5 12.4 15 1.2 5.7
Personal care supplies & equipment 9.9 W\,_.M‘/—/"j 0.3 13 172 0.2 0.00 0.4 0.9 101 0.5 1.6 5.8
Personal care services 3.8 MJM -—R‘_/—J\_,_u— 0.0 0.2 0.64 0.0 0.00 2.9 0.7 12 2.7 14 0.8
Recreation, education & reading 3.4 WW’\ Ww’\ -1.4 -0.1 9.29 0.3 -0.13 17 0.8 2.2 13 0.9 25
Recreation 4.0 "’”M"‘V’J\ f‘""\y/\/""\/"\ -1.75 7.43 0.30 -0.13 14 1.0 26 0.6 1.2 2.7
Recreational equipment & services, excl. vehicles 2.3 A WM -0.4 -0.2 218 0.0 -0.01 -0.8 16 2.0 22 2.0 22
Purchase & operation of recreational vehicles 38 W /__,\/_/\,,J"‘\,\ -4.1 -1.8 178 0.1 -0.07 2.6 18 0.6 1.9 2.0 1.0
Home entertainment equipment T2b N, A 24 15 0.88 -0.1 -0.02 38 2.0 17 -49 2.2 -1.0
Travel services 16.6 w W -3.1 -0.3 0.85 0.1 -0.03 0.8 29 5.4 0.4 2.8 5.8
Other cultural & rec. services 6.0 WW 0.0 03 175 0.1 0.00 35 11 23 34 14 19
Educ. & reading 2.2 “"“’“"ﬁf“’ W 0.17 1.86 0.04 0.00 25 14 -0.2 3.0 11 -0.7
Education 25 L\ 0.0 02 160 0.0 0.00 24 14 0.0 30 12 0.4
Reading material excl. textbooks 0.6 ._/“"\r"\f\vd‘“vm m 13 13 0.26 0.0 0.00 3.8 28 -11 32 29 -0.9
Alcoholic beverages, tobacco & rec. cannabis 4.8 M/’ \\,__,/-""’/ -0.2 0.2 4.63 0.2 -0.01 3.2 1.2 1.5 2.7 13 1.6
Alcoholic beverages 5.8 M w/ -0.07 2.83 0.16 0.00 17 05 7.8 14 0.7 5.9
Alc. beverages served in licensed establishments 47 /‘\——'-'Ww”'\' w—\—\,\;’/\" 0.0 03 0.67 0.0 0.00 1.8 0.6 47 2.0 0.7 39
Alc. beverages purchased from stores 6.0 MW -0.1 0.6 2.6 0.1 0.00 17 0.7 6.6 11 11 4.6
Tobacco products 56) /e~ 0.00 128 0.07 0.00 5.6 2.1 0.0 48 2.8 03
Cigarettes 5ol /N 0.1 116 0.1 0.00 56 21 0.1 48 28 0.4
Other tobacco products & supplies 28 M M -11 0.1 0.0 0.00 5.6 2.0 1.4 49 26 -0.8
Rec. cannabis 25 N -0.80 0.50 -0.01 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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