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Canadian Inflation — So Much Changed, Yet So Little

e Coreinflation gauges were soft for a second month...

e .driving markets to party hard, ask questions later

e Several key drivers may have been temporary...

e ..while some big categories signal persistence

e The big picture drivers of inflation risk have not changed one iota
e  The BoC will probably require a lot more evidence of softening...

e ..butthe biggest risk to Canadian rates is a dovish policy error

CPIm/m % NSA /] yly %, February:
Actual: 0.3/2.8

Scotia: 0.7 /3.2

Consensus: 0.6 / 3.1

Prior:0.0/29

Who doesn't like lower inflation?? Yes of course it’s nice to see weaker inflation than
everyone expected for a second consecutive month after all of the challenges that
Canadians have faced over the years. | would, however, caution against overreacting for
four main reasons.

THE BOC WILL REQUIRE MUCH MORE EVIDENCE...

One is that the BoC will require more than just a lousy couple of months of soft inflation
data before deciding to pull the trigger on a rate cut and especially on meaningful rate
cuts in a plural sense. All of their communications have pointed toward wanting to see
durable evidence and having the confidence that it will persist before commencing a
dialogue on easing. We're not there yet. Nor is the Fed which keeps pushing out easing as
a complicating external factor for the BoC via the exchange rate implications. A warning to
the BoC is that the Fed got lulled into watching a soft patch only to see core inflation
boomerang on it.

....AS SEVERAL TEMPORARY FACTORS WERE AT PLAY...

Second is that a considerable part of the softness may have been driven by temporary
factors. I'll elaborate upon this point as | go through the details and the pertinent
categories. These categories have idiosyncratic drivers that cannot be modelled.
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...AND KEY CATEGORIES SHOWCASED
UNDERLYING PERSISTENCE

Chart 4
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we'll just require more evidence before being able

to pass greater judgement.

I'll conclude this note with the mystery fourth factor after delving into the market response and
details.

MARKETS DIDN'T FUSS OVER THE REASONS

Forget about all of that caution from a markets standpoint. They didn’t care, they just partied and

popped the champagne corks. They didn’t much stop to parse through the evidence and drivers
and debate it all. They just bought bonds. A lot of them. The two-year Canada yield is the star
pupil this morning as it’s down by 13bps and outperforming front-ends elsewhere by a country

mile. Markets added 5bps to pricing for a June cut with nearly 75% odds and have a half point cut

fully priced by September. | think that’s too much. Markets also initially sold CAD relative to the
USD but most of the nearly half cent post-data depreciation has since been reversed.

THE DETAILS—KEY DRIVERS ARE PROBABLY TEMPORARY

Key is that the trimmed mean and weighted median CPl components were soft for a second
consecutive month. Trimmed mean CPl was up by 1.2% m/m SAAR (seasonally adjusted at an
annualized rate) for a second month and weighted
median CPl was up by 1.1% m/m SAAR, also for a
second straight month. Chart 1.
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Good inflation was particularly soft this month while

services inflation remain hot (charts 2, 3).
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Some of the categories I'll flag below fell out of the trimmed mean CPI basket into the tails and Chart9

so their previously warmer contributions were lost as an influence. That could be temporary. CA Inflation Breadth
For one thing, the communications category knocked 0.1 ppts off of m/m CPI NSA because it 0 sof components
fell by 5.1% m/m NSA when it’s normally little changed in February. The declines we've been 80 Over 2% y/y
seeing in this category have been quite large (chart 4). Why? And is this sustainable? StatCan 70 growth
tells us that nationwide prices for cell phone plans fell 26.5% y/y and this was “driven by lower 60
prices for new plans and increases in data allowances for some cellular service plans.” Recall 50
that CPI considers prices as well as changes to features and quality. Statcan also says that 40
internet access service prices fell by 13.2% y/y and 9.4% m/m and this was “attributable to 3
specials offered by internet service providers.” | highly doubt that telecoms and ISPs are going .
to be sustaining this pace of declines. If it does, then Canadians could be enjoying free cell
phone and internet services later this year... 10 Less than 0% y/y growth
For another, political pressure on grocers may be having at least a temporary effect as the food ° a1 9I4 9I7 olo 0I3 OIG ol9 1I2 1I5 1I8 2I1 2I4
from stores category fell sharply and by the most since early in the pandemic (chart 5). The Sources: Scotiabank Economics, Statistics Canada.
price declines in m/m NSA terms during both January and February were highly unusual
compared to seasonal norms in categories such as
Chart 10 Chart11

meat, fish, dairy, bakery, and fruit. Compared to the
seasonally normal average pace of increase in food Rents Soaring in Canada Shelter Cost Soaring High in Canada

prices during February over recent years, the flat 20" ['m/m %, SAAR 101 m/m %, SAAR

print this February knocked about 0.1 ppts off of 15

headline CPI. Once again, is this going to be a 0

durable effect, or should the BoC look through what

may be policy-induced pressures that could be 5

temporary? 0

Third is that clothing prices fell again, this time by 5

1.1% m/m NSA and 2.7% m/m SA with the latter

figure driving home the point about how seasonally °

unusual such softness may be (chart 6). Awarmer 45 L e L

and drier than normal winter probably drove 131415 16 17 18 19 20 21 22 23 24 13 14 15 16 17 18 19 20 21 22 23 24
considerable discounting over the winter. EZL;;C;; ::stei:bank Economics, Statistics E{ZL\J,;C,'(_?S: Scotiabank Economics, Statistics Canada,

Anecdotally I've certainly noticed that retailers have
a lot of winter parkas they’re trying to ditch with very large discounts. Clothing knocked another  Chart12

0.1 ppts off of m/m CPI especially in seasonally adjusted terms. Canadian Services ex Shelter Inflation
10 _m/m % change, NSA

Fourth, vehicle prices fell by the most since August 2020 and toward the beginning of the
pandemic (chart 7). That was driven by a large 2% m/m NSA drop in used vehicle prices. Who
knows if that’s a durable effect, but | doubt it in light of the highly volatile pattern over time. Also 05 r
unusual is that the steep decline in airfare during January was followed by such a tepid rebound
in February; that might be a prolonged effect of weakened demand during a warmer and drier 0.0
than usual winter (chart 8). 05
UNDERLYING PRESSURES

10 F
Were the downward pressures on inflation more durable in terms of some of the biggest
categories? Not really. is
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Sources: Scotiabank Economics, Statistics Canada,
Hawer.

For one thing, we still have about half the basket that’s up by 3% or more in y/y terms which is a
measure of breadth that Governor Macklem has flagged (chart 9). It's coming down, especially in
terms of the biggest gains of 4%+, but it’s still too high for the BoC.

Chart 10 shows that rent continues to soar. Chart 11 shows likewise for shelter costs that account for about one-quarter of the CPI basket
excluding mortgage interest. And no, the BoC cannot just ignore one quarter of the basket.
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Chart 12 shows that core service price inflation—after stripping out shelter—was up by 0.2% m/m NSA after prior softness. That’s not hot,
but it suggests a volatile pattern of mild trend gains.

Further details are available in charts 13-17 and in the full table at the back that includes micro-charts and z-score measures of dispersion.
THE BIGGER PICTURE

Apart from the data nerd stuff above we have to step back and ask ourselves what has really changed in terms of inflation risk in the span of
just a couple of months. Not much in my view. The BoC cannot do anything about last month’s inflation data but has to have a leery eye
toward the balance of inflation risk going forward.

Productivity remains miserable and wages continue to explode with fresh wage settlements data pending release shortly and that will
capture the effects of the deals with Quebec’s public sector unions and the multi-year consequences.

Unit labour costs continue to rise out of control.

Governments are adding more fiscal stimulus including budgets from Quebec, BC, and Alberta plus smaller provinces and with more
stimulus likely in the cards from the Feds and Ontario. Fiscal stimulus is easing; the BoC should not.

Immigration remains ridiculously excessive relative to the ability of the country to house all of the new arrivals and accommodate them from
an infrastructure shortfall perspective. The narrative that this is net demand stimulus to the economy is unchanged.

And there is a lot of pent-up housing demand on the sidelines that’s just chomping at the bit to drive a hot market.

Last, the economy is mildly rebounding to start the year and progress toward creating disinflationary slack is inadequate to date relative to
the myriad of inflation drivers we’re dealing with.

So cut? On the back of two soft months of inflation data? | know | wouldn’t. The biggest risk in my opinion is nevertheless a central bank
that has fouled up throughout the whole pandemic fouling up once again under pressure to ease prematurely. It took way to long to begin
tightening while denying all of the inflation evidence. That made it have to tighten more than it would have had it acted faster. It went on
pause and contributed to renewed pressures only to have to come back with more hikes. To ease too soon would be the final straw. It would
be a high stakes gamble that could easily backfire and add another black mark against Macklem'’s leadership in the role.
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Chart 13 Chart14
February Detailed Category 12-Month February Detailed Category Contributions to 12-Month
Change in Canadian CPI Change in Canadian CPI
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Chart 15 Chart 16
February Detailed Category Monthly February Detailed Category Contributions to Monthly
Change in Canadian CPI Change in Canadian CPI
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Chart 17

February Single-Month Components Included and Excluded
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Feb 2024 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic
5
CA INFLATION COMPONENT BREAKDOWN Iy % 10-yeartrend P andemictrend c:al:.g: c:‘al :‘g: Weights yly mim| 201572019 oy bev.  z-score| 2977291 gy pev.  Z-Score
change (Jan 2019-Present) NSA SAR* (%) avg.yly avg.yly

Food 33| N 0.0 -0.1 16.65 0.55 0.00 21 17 0.7 2.2 15 0.8
Food, stores 2.8 | ™ TN -0.2 11.04 0.27 -0.02 17 2.4 03 2.0 2.0 0.2
Meat 2.6 | e N 1.2 -02 2.07 0.05 -0.03 25 36 0.0 3.4 36 -0.2
Fish & seafood -0.7| At ™ AT -0.4 -0.4 0.39 0.00 0.00 2.9 14 -25 28 25 14
Dairy products & eggs 0.8 MMAM -0.1 -0.2 1.47 0.01 0.00 0.2 1.5 0.4 0.6 1.5 0.1
Bakery & cereal products 32 N T 0.4 -02 1.52 0.05 0.01 05 21 13 1.2 23 0.8
Fruit, fruit prep. & nuts 0.4 At A A i TN 23 -2 1.33 0.00 -0.03 18 4.4 -0.5 2.0 35 -0.7
Vegetables & vegetable prep. 33 [rar A N S T T 15 12 132 0.04 0.02 4.9 6.4 -02 3.6 5.8 0.0
Other food & non-alcoholic beverages 42| e N T 0.4 -0.2 2.95 0.12 0.01 1.0 15 2.0 13 17 17
Food, restaurants X | R o N ey 0.4 5.61 0.29 0.02 3.0 0.7 32 26 0.7 35
Table service restaurants AT ST 03 3.29 0.5 0.01 2.9 06 33 2.6 06 3.2
Fast food & take-out 5.8y e el 0.4 157 0.09 0.01 32 12 21 26 12 2.7
Cafeterias & other restaurants ] 03 0.76 0.04 0.00 3.0 0.6 34 26 0.7 35
Shelter 65| e~ 0.4 0.4 28.34 1.84 0.13 1.8 0.6 8.0 17 0.8 6.1
Rented accommodation 7.9 ..__,_J.hw./-"' ._,-m.,_‘,‘_f-—'—’ 0.7 0.8 7.03 0.56 0.05 13 0.8 83 13 0.6
Rent 8.2 PR NN g 0.8 6.79 0.55 0.05 13 0.8 8.4 13 0.6
Tenants' insurance premiums 0.2 M.__/n—'-"\‘\_ 1.7 0.15 0.00 0.00 11 1.6 -0.5 0.3 1.6 0.0
Tenants' maintenance & repairs 73|\ M~ P 0.0 0.09 0.01 0.00 22 1.0 49 26 22 22
Owned accommodation 67— 0.2 17.96 120 0.04 23 0.4/ 04| 17 0.8 6.0
Mortgage interest cost 26.3 __,_.,___-—-\./. ——____‘_/F 13 1.3 3.80 1.00 0.05 21 3.6 6.7 -01 3.6 7.4
Homeowners' replacement cost -1.4 _,_,_ﬂ__/\“____/\ 0.0 -0.1 5.47 -0.08 0.00 1.9 1.7 -2.0 21 15 -2.4
Property tax & other charges 4.9 —n—;_,—-—,__,_‘_r'_-%_!—' 0.0 0.1 251 0.12 0.00 2.4 0.6 4.4 2.8 0.7 2
Homeowners' home & mortgage insurance 7.2 W «-\,—W -0.5 -0.5 1.31 0.09 -0.01 52 23 0.9 4.5 2.6 1.0
Homeowners' maintenance & repairs 4.6 \—-r'"w"—-/‘-’h" _‘_’__‘J__,r""“\_ -0.1 0.0 1.93 0.09 0.00 2.0 11 2.4 2.0 1.4 1.8
Other owned accomodation expenses 0.5 .__.___,_/'\, ____—/_\__ 0.0 -0.2 293 0.01 0.00 2.0 1.2 -1.2 2.4 2.0 -1.0
Water, fuel, & elec. 2.6 | N e TN 0.8 3.35 0.09 0.03 0.8 2.1 0.9 2.5 3.4 0.0
Electricity 10.7 [y e e Y -0.4 -0.3 1.67 0.18 -0.01 12 4.4 22 25 38 21
Water A3 e 0.0 0.4 0.73 0.03 0.00 37 0.9 0.6 49 1.4 -0.5
Natural gas 9.5 | mrmy N | 3.4 3.4 0.74 -0.07 0.03 -1.3 9.0 -0.9 0.4 10.6 -0.9
Fuel oil & other fuels 109 | M N 4.9 5.0 0.21 -0.02 0.01 -0.1 15.5 -0.7 5.1 14.2 -1
Household operations, furniture & equipment -17 WM -0.2 -0.3 14.36 -0.24 -0.02 1.2 1.0 -2.7 14 0.9 -35
Household ops. 2.7 [N M e T -1.0 9.48 -0.26 -0.09 13 11 -3.6 21 13 -3.8
Communications 6.7 [ ey e S -5.1 -5.1 271 -0.45 -0.14 0.0 280 60| 15 200 64|
Child care & housekeeping services 07" T T T -0.5 0.3 0.71 0.00 0.00 3.4 14 -2.0 33 13 -2.0
Household cleaning products 3.2 WW"‘ M 0.1 0.1 0.42 0.01 0.00 13 19 1.0 0.8 19 1.2
Paper, plastic, aluminum foil 0.5 wfwf"’"\ —WW 1.5 1.6 0.51 0.00 0.01 2.2 2.2 -0.8 2.0 2.0 -0.8
Other household goods & services 3.5 | gt T 05 0.3 513 0.18 0.03 1.8 05 35 2.4 11 1.0
Household furnishings & equip. 03|, N —— 14 4.88 0.01 0.07 0.8 17 -0.3 0.1 16 0.1
Furniture & textiles 0.6 |urne ™ 17 212 0.01 0.04 0.4 2.1 01 -0.3 2.1 0.4
Household equipment AN e T 14 -0.7 2.25 -0.03 0.03 0.9 17 -1.4 0.0 1.8 -0.8
Services related to furnishings & equipment 7.8 ._,__J—P—'-"’-_‘ 0.0 0.4 0.38 0.03 0.00 2.4 1.8 29 2.7 29 1.8
Clothing & footwear B e P -11 -2.7 4.7 -0.20 -0.05 0.6 1.2 -3.9 0.3 1.4 -31
Clothing B N e P L ey -0.6 -2.0 3.05 -0.13 -0.02 0.5 16 -3.0 -0.3 2.1 -1.9
Footwear -5.3| sty ot | A 0.2 -14 0.64 -0.03 0.00 0.4 12 -4.9 0.1 14 -3.8
Clothing accessories -3.9 MMy a W A A A -4.2 0.83 -0.03 -0.04 10 18 -2.7 2.3 2.6 -2.4
Clothing material 13 e N~ 0.6 0.22 0.00 0.00 2.2 0.7 -1.3 2.7 1.2 1.2
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Feb 2024 Weighted Contributions (ppts)* 5-Year Pre-Pandemic 10-Year Pre-Pandemic
3
CAINFLATION COMPONENT BREAKDOWN yly% 10-yeartrend ,_"andemictrend crr:z:‘gz c:‘a/:‘ge/‘: eishts yly mim| 2015-2019 g4 pev.  z-score| 202019 gy pev.  Z-score
change (Jan 2019-Present) NSA SAR* (%) avg.yly avg.yly

Transportation 2.2 ptirtn N AN 0.7 0.5 16.4 0.37 0.1 17 3.1 0.2 23 3.0 0.0
Private trans. 2.5 [t P 0.5 15.2 0.38 0.08 13 3.2 0.4 22 32 0.1
Purchase, lease, rental of passenger vehicles 1.6 MM -0.9 5.98 0.10 -0.05 2.3 1.5 -0.5 19 1.6 -0.2
Purchase & lease of passenger vehicles 16 M N‘,/“-""\_ -0.9 595 0.10 -0.05 2.3 15 -0.5 19 16 -0.2
Rental of passenger vehicles -5.0|_. R :‘"-1 .._q_‘,_/-*"‘\u'\_,_~ 0.0 11 0.04 0.00 0.00 14 52 -12 12 4.1 -15
Operation of passenger vehicles 32| S A 15 9.25 030 0.14 0.7 5.7 05 2.4 5.4 0.2
Gasoline 0.8 e N o 40 16 3.89 0.03 0.16 06 3.5 01 3.0 122 0.2
Passenger vehicle parts, maintenance & repairs 3.8 1_‘_,_,.__._.-_/.-“ ___‘._,I'J-_L 0.0 04 2.66 0.10 0.00 19 0.3 55 16 0.8 2.8
Other passenger vehicle expenses 58 M“’\__p“‘ W -0.1 -0.1 270 0.16 0.00 24 22 15 26 2.0 16
Public trans. AT M I oA 2.2 1.21 -0.02 0.03 4.8 3.9 -17 3.4 3.7 -1.4
Local & commuter transportation 38— N -0.8 -0.4 0.35 0.01 0.00 15 05 46 22 12 13
City bus & subway 48— o 0.0 0.23 o0.01 0.00 2.1 0.7 3.6 2.8 1.4 14
Taxi & other commuter service 1.8 \_,.__._.____‘/A Vanlihe -2.4 0.12 0.00 0.00 0.1 0.8 2.1 0.9 12 0.8
Inter-city transportation 4| et W 38 39 0.72 -0.03 0.03 6.2 57 -1.9 3.9 5.8 1.4
Air transportation 5.2 et I A 36 0.62 -0.03 0.02 6.5 6.2 -1.9 4.0 6.4 -1.4
Rail, highway bus, other 1.0 [T M Y e T 53 0.10 0.00 0.01 27 1.8 2.1 2.0 4.2 -0.7
Health & personal care 3.8| e~ e — 0.5 0.5 5.03 0.2 0.02 14 0.4 6.0 13 0.9 2.9
Health care 27| et e T 0.1 2.46 0.1 0.00 13 0.6 2.4 11 0.8 2.0
Health care goods 2.0 M M"‘ 0.2 0.2 1.44 0.0 0.00 0.5 0.7 21 -0.1 11 19
Health care services 37| L 0.0 0.4 1.02 0.0 0.00 25 0.6 22 2.9 0.8 11
Personal Care 48| i T 0.9 2.58 0.1 0.02 15 0.5 6.2 15 12 2.9
Personal care supplies & equipment 4.7 M M 0.6 0.5 1.81 0.1 0.01 0.4 0.9 4.6 0.5 1.6 2.6
Personal care services 4.7 _“_.___..-—-hJ'\J-- \_,.\___J""L._,—— 1.9 0.9 0.76 0.0 0.01 29 0.7 25 2.7 1.4 1.4
Recreation, education & reading e 1.6 0.3 9.92 041 0.16 17 0.8 -0.8 13 0.9 -0.2
Recreation 0.6 |crmm g o A 186 8.29 0.05 0.15 14 1.0 -0.7 0.6 12 0.0
Recreational equipment & services, excl. vehicles -3.6 W W -0.2 -0.3 2.16 -0.1 0.00 -0.8 16 -1.7 -2.2 2.0 -0.7
Purchase & operation of recreational vehicles 7.0 emmmetram A PN NN | -0.2 -0.8 1.64 0.1 0.00 26 1.8 2.4 1.9 2.0 26
Home entertainment equipment 0.7 WWW 0.5 -0.9 0.69 0.0 0.00 -3.8 2.0 2.2 -4.9 22 2.6
Travel services 04| ammmepmepord N e 93 19 1.94 0.0 0.18 0.8 29 -0.4 0.4 2.8 -03
Other cultural & rec. services 3t LN T 0.1 0.2 1.87 0.1 0.00 35 11 -0.4 34 1.4 -0.2
Educ. &reading s~ L 0.00 1.63 0.05 0.00 25 14 0.4 3.0 11 0.1
Education 27 LT T 0.0 02 138 0.0 0.00 2.4 14 0.2 3.0 12 -02
Reading material excl. textbooks 5.6 it L AT 0.2 01 0.25 0.0 0.00 38 238 0.7 32 2.9 0.8
Alcoholic beverages, tobacco & rec. cannabis 36| N -0.1 -0.1 4.53 0.2 0.00 3.2 12 0.4 27 13 0.7
Alcoholic beverages 3.1 W M -0.13 2.94 0.09 0.00 17 0.5 2.7 1.4 0.7 2.4
Alc. beverages served in licensed establishments 43 WWN"‘ 0.0 -0.4 0.86 0.0 0.00 1.8 0.6 4.0 2.0 0.7 33
Alc. beverages purchased from stores 2.6 W ,__,__,__,v,/\ -0.2 0.1 2.08 0.1 0.00 1.7 0.7 13 1.1 1.1 1.4
Tobacco products 6.9 N\~ -0.10 123 0.08 0.00 5.6 21 0.6 48 28 0.7
Cigarettes 75| U S T -0.1 112 01 0.00 5.6 2.1 0.9 48 2.8 1.0
Other tobacco products & supplies 0.6|,_ N\ M\ ™ -02 om 0.0 0.00 5.6 2.0 -25 4.9 2.6 -1.6
Rec. cannabis -2.4 e 0.00 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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