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e While the Beige Book (here) can often be stale and over-emphasize anecdotal derek.holt@scotiabank.com
evidence, it can be worth emphasizing when policy developments or abrupt
shocks impact business conditions in such fashion as to place the focus upon
anecdotal signals over lagging confirmation in “hard” data (subject to revisions).
This may be one of those times. It's no accident that the Beige Book mentions
‘price’ or ‘prices’ 181 times. It has tended to have many references to price
pressures in past editions but the balance of the current references is
overwhelmingly pointed higher versus past Beige Books such as after the Washing Machine Tariffs Getting
commodity collapse in 2014—15. This time, it is tariff concerns that are 105 .  Fully Passed Through
increasingly magnifying other underlying price pressures as this edition of index level, 1984=100
the Beige Book is the first to capture the steel and aluminum tariffs. At issue is 100 F
that while the share of the CPI basket that is affected directly and indirectly by
tariffs may be modest, the common assumption of limited pass-through into CPI 95 |
may prove to be too low going forward. On this latter point, Beige Book
guidance faces the risk of following other evidence toward greater-than- 9 r
anticipated price pressures over the rest of the summer.
e Indeed the main thing of mild interest in the Beige Book is the anecdotal ” La”"‘é?. F:;;,’:mem
inflation guidance. All districts are saying that price increases are 80
“modest to moderate” and pass-through to consumers is “slight to
moderate.” I'm not exactly sure what the difference is between slight and 75 . :
modest but the signals on import prices, producer prices and consumer prices Jantr. Scotialj:r';Economic;’ag[llgau of Labour
all point in the same direction of slightly firmer pressures. Such indications Statistics.

may be low-balling the risk. Consider two arguments that follow.

e Forone, the steel and aluminum tariffs are relatively fresh and so it may be
premature for the Beige Book—based upon opinions expressed up to
July 9"—to provide clear guidance on the full degree of price pass-through
stemming from the tariffs. The tariffs on washing machines that were
applied in February are a potentially better example of pass-through
risk. As the accompanying chart demonstrates, tariff pass-through is a)
approaching 100%, and b) spread over about four months and counting up to
the June CPI report. If anything close to this degree of tariff pass-through
occurs in other categories then watch out going forward. Clearly little of the
tariff was absorbed in company profit margins. This may reflect the pricing
power of foreign producers.

e Second, note the fairly strong anecdotal warnings on the effects of the Trump
administration’s steel tariffs:

"One machinery manufacturer noted that the effects of the steel tariffs
have been chaotic to its supply chain—disrupting planned orders,
increasing prices, and prompting some panic buying."

"Additionally, a Maryland can manufacturer said he could not get the
quality of steel needed domestically and anticipated losing business to
foreign competitors who are not faced with steel tariffs."

Also, from the energy patch: "Expectations regarding future business
conditions remained positive, supported by a favorable outlook for oil
prices, but contacts expressed concern about steel tariffs, pipeline
capacity constraints, and worker shortages."

Visit our web site at scotiabank.com/economics or contact us by email at scotia.economics@scotiabank.com 1


https://www.federalreserve.gov/monetarypolicy/beigebook201807.htm

GLOBAL ECONOMICS
| SCOTIA FLASH

July 18, 2018

& Scotiabank”

e Therefore one inference is to treat the Beige Book’s guidance on pass-through as a) early for most items like lumber, steel
and aluminum, and b) perhaps low-balled compared to where we may find inflation going over coming months.

e The second inference relates to the potential (albeit likely remote) for auto tariffs. One argument has been it would just
ding auto company margins or induce changes to the composition of cars and trucks produced, imported and sold among
other possible incidence effects that could even induce pressure to enhance auto financing terms even further. But the lesson
from the ‘laundry machines’ case file offers a stronger caution. Generally, one is most likely to get maximum pass-through of
inflation to end consumers at the point of full employment and zip spare capacity. USD strength may mitigate some or a fair
portion of this albeit that many of the affected commodities are priced in USD terms already. Tariffs to date offer relatively
transitory level adjustments to prices that will be difficult to ignore over 2018H2. When Chair Powell says gradual rate
increases are appropriate “for now” he may be indicating awareness of the need to take out insurance against inflation
upsides through tightened policy but aware of the uncertainty over the second round effects to demand and broader price
pressures.

e The rest of the Beige Book is not particularly informative and is just focused upon more trade policy concerns that were
previously expressed while signalling that fresh growth momentum is “moderate or modest” which is consistent with peak-
growth being behind us in Q2.
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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.

™ Trademark of The Bank of Nova Scotia. Used under license, where applicable.

Scotiabank, together with “Global Banking and Markets”, is a marketing name for the global corporate and investment banking and capital
markets businesses of The Bank of Nova Scotia and certain of its affiliates in the countries where they operate, including, Scotiabanc Inc.; Citadel
Hill Advisors L.L.C.; The Bank of Nova Scotia Trust Company of New York; Scotiabank Europe plc; Scotiabank (Ireland) Limited; Scotiabank
Inverlat S.A., Institucion de Banca Mdltiple, Scotia Inverlat Casa de Bolsa S.A. de C.V., Scotia Inverlat Derivados S.A. de C.V. — all members of
the Scotiabank group and authorized users of the Scotiabank mark. The Bank of Nova Scotia is incorporated in Canada with limited liability and is
authorised and regulated by the Office of the Superintendent of Financial Institutions Canada. The Bank of Nova Scotia is authorised by the UK
Prudential Regulation Authority and is subject to regulation by the UK Financial Conduct Authority and limited regulation by the UK Prudential
Regulation Authority. Details about the extent of The Bank of Nova Scotia's regulation by the UK Prudential Regulation Authority are available
from us on request. Scotiabank Europe plc is authorised by the UK Prudential Regulation Authority and regulated by the UK Financial Conduct
Authority and the UK Prudential Regulation Authority.

Scotiabank Inverlat, S.A., Scotia Inverlat Casa de Bolsa, S.A. de C.V., and Scotia Derivados, S.A. de C.V., are each authorized and regulated by
the Mexican financial authorities.

Not all products and services are offered in all jurisdictions. Services described are available in jurisdictions where permitted by law.
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