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Watching the wedge

Parsing Powell
Taking stock of last week’s Fed meeting and Chair Powell’s weekend
60 Minutes interview, a few things stood out.

= First, inflation data need not get any better for the Fed to cut.
The first cut is unlikely to be in March, but there is a relatively
high bar for the Fed to not cut in May. As such, the Fed is less
data, and more time dependent.

= Second, March may not be the base-case, but | can’t completely
rule it out either. After all, as Powell noted in his interview, “The
kinds of things that would make us want to move sooner would
be if we saw weakness in the labor market or if we saw inflation
really persuasively coming down.” We're not seeing a

meaningful crack in the labor market, but there is room for

continued easing in inflation. We’ll effectively get two more PCE
prints (CPI/PPI) between now and March. There might be
enough there to see some soft, core inflation prints.

=  Third, at the same time, the CBS reporter told viewers that cuts
could be a “guarter, maybe half percentage point at a time” and
that the first cut could come in the “middle of the year.” Powell
himself did not say this in the interview, and it was not in the
transcript, but this raises the risk of a later start to cuts and a
deeper initial cut than | think. My sense is that because

inflation is slowing more quickly, the Fed will get started

sooner.

= Fourth, cuts are likely to come this year and inflation does not

need to be at 2.0% on a 12-month basis for the Fed to deliver

them. Indeed, as Powell noted, “we're actively considering now
going forward cutting rates, and on a 12-month basis inflation,
you know, is not at 2%. It's between 2-3%.”
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Core inflation softening alongside unit labor costs
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Recent annualized core inflation running below benchmark
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In short, if the Fed is not cutting rates in March, we won’t have to wait
that long before they do and because inflation is coming under more
control, it would not take much in terms of growth slowing or financial
conditions tightening to get the Fed to shift to cuts sooner.

Lots of folks were off the job in January relative to normal Reviewing January Jobs

Not at Work Due to Bad Weather (January only) . . .
200 January’s employment report was a weird one, but here is what is
600 notable.
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Source: Renaissance Macro Research, Haver Analytics

588,000 folks were “employed but not at work” due to bad
weather. This was the highest tally for January since 2011. The
closest in recent memory was in 2018 when we saw this number
hit 544,000.
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| = Many people were off the job due to bad weather. In January,
22 23 24

= Average hourly earnings were strong, but this was likely a function
of the workweek being soft. | believe the underlying pace of

Corporate profits climbing compensation growth is easing. Indeed, we just got the ECI data,

250

a far more robust measure of wage growth, and it was a touch
softer than expected. If quits are any guide, looks for ECI to
continue easing in Q1.

= Labor productivity is climbing. We can debate the reasons why,

but the important story here is that up is up. Growth is solid and
aggregate hours worked have been sluggish. While its likely that
hours worked pick-up somewhat, the revealed increase in labor
productivity is a good story for corporate profits.

This cannot last forever The jobs number is not changing the Fed’s calculus, but it did reduce

15.0

the sense of urgency to cut. If the economy is growing and labor

markets are solid, the Fed can take its time to recalibrate policy.

Fed watches PCE, not CPI
In economics, we often use different indicators to measure the same
concept. For example, the monthly employment data includes two
-~ separate surveys, the Establishment Survey and the Household
25 Survey. Price inflation is no different, and the two measures used are
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iy T the Consumer Price Index (CPI) and the Personal Consumption
Expenditures Chain Price Index (PCEPI). While the two series generally
move up and down together, they have diverged at times as well.

Source: Renaissance Macro Research, Macrobond
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There are differences of construction between the two series. We’'ll
explore that here.

Recent CPI-PCE gap is mostly due to weight effect There are differences of scope; the items in the price baskets differ

(Contribution to difference in %chg saar (ppt))
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2 having a broader scope.

reflecting conceptual differences between the two series. CPI

’ measures inflation in out-of-pocket spending by households while the

PCEPI measures the growth in the cost of the entirety of personal

consumption in the economy. As a result, PCEPI casts a wider net,

-4
For example, medical care spending includes out of pocket costs, but
© also spending on behalf of consumers through third-party providers.

= Formula ® Welght = Scope. W Other Public schools provide education that is not paid for out of pocket.

Source: Haver Analytics, Renaissance Macro Research

Roughly one-fourth of PCE spending is not captured by the CPI.

Because there are differences of scope between the two series, there

Medical care inflation to keep core CPI higher

are differences of weight in the specific components. Since the PCEPI
1001 .. has a broader scope, it tends to lead to smaller weights for the
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components the two series have in common. Housing rent is the best
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example, accounting for roughly one-third of CPI but about 15% of

2.5+

~ PCEPL. Similarly, used cars and trucks have roughly twice the weight in
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25 CPI than in PCEPI.
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251 There are smaller factors behind the gaps between the two series,

a0l ... such as seasonal adjustment and the source data used for specific
e e L o o goods and services are different. As an example, the CPI index for

Source: Renaissance Macro Researc h, Macrobond

airfares is based on specific routes. By contrast, PCEPI is based on
passenger revenue miles. There are also differences in formula. The
weights in the PCEPI update more frequently than the weights in CPI

PCE airfares are running firmer than CPIl and expected to change

Index

and as a result, better account for consumer substitution. The way
these price indexes are calculated reflect that with one allowing for
more substitutability between categories than the other.

100- In Q4, the annualized rate of CPI ran 1.1ppt above the rate of PCE,
2.8% SAAR versus 1.7% SAAR. A sizable portion of this gap can be
explained by, as it has in recent quarters, differences of weight —
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pushing up CPI relative to PCE. Shelter has been a major driving of
T o e e e e e e ee e CONsUmMer prices inflation, and it simply does not count as much in PCE
PCE: Air Transportation Price, SA, Index [rebase 2019=100] as it does in CPI. Differences of scope tend to push up PCE relative to

= CPI-U: Airline Fare, SA, Index [rebase 2019=100]
Source: Renaissance Macro Researc h, Macrobond

CPI though this, at least in Q4, is not as important as weight. Finally,
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price or source data effects are pushing up PCE relative to CPI.
Interestingly, airfares have been running much firmer in PCE than CPI
in recent months. I'd expect this to change in the months ahead.

At any rate, this wedge between CPI and PCE is worth focusing on. |
suspect that core CPl will be somewhat firmer than PCE in the
months ahead, owing in part to differences of weight but also

differences of scope, particularly in medical care services, where we
should expect CPI healthcare inflation to remain strong.
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Monetary metrics

15

U-6 Taylor Rule = Shadow Policy Rate

e Effective Fed Funds e====U-3 Taylor Rule

2023 2024 2005 2026 Lengsr Term

Hawks and Doves

Bowman
Kugler  lefferson Governors
Cook Barr
Waller

Hawkish «——— ———  Dovish
2021 Voters Barkin Daly Evans Bostic Regional Fed
2022 Voters Mester George Bullard Collins Presidents
2023 Voters Logan Kashkari Harker Goolshee

*Federal Reserve Bank of NY President always votes
Boxed individuals represent FOMC core

FOMC Forecasts
2023 2024 2025 2026 Longerrun| 2023 | 2024 | 2025 2026 | Longerrun
Change inreal GDP 26 14 18 13 18 2527 L2717 1320 | 1820 | L7-20
September projection 21 15 18 18 18 1922 L1218 1620 | L7-20 | L1720
Unemployment rate 3.8 41 41 41 41 3.8 4042 4042 | 3943 | 3843
September projection 3.8 41 41 40 40 3733 3544 3943 | 3843 | 3843
PCE inflation 28 24 21 20 20 1723 1125 022 20 20
September projection 3.3 2.5 22 20 20 1234 2327 4023 | 2022 20
Core PCE inflation 3.2 24 22 20 3233 2427 2022 | 2021
September projection 37 2.6 23 20 3639 2528 2024 | 2023
Projected policy path
Fed funds rate 54 46 3.6 2.9 25 54 4443 31-39 | 2531 | 2530
September prajection 5.0 5.1 3.9 2.9 25 5456 4654 3449 | 2541 | 2533
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High frequency data heat-map

Indicator Jan-24  Dec-23 Nov-23 Oct-23 Sep-23 Aug-23 Jul-23  Jun-23 May-23 Apr-23 Mar-23 Feb-23
Manufacturing/Output
ISM Manufacturing (actual) Level
ISM Services (actual) Level

Industrial Production yly
Capacity Utilization Level
Durable Goods
Durable Goods ex Tran
Markit Services PMI
Markit Mfg PMI

Employment
Jobless Claims (4 Wk Avg) (R)
ADP Employment

Nonfarm Payrolls
Average Hourly Earnings
Average Weekly Hours
Unemployment Rate (R)

Housing
Building Permits

Housing Starts
New Home Sales
Existing Home Sales
NAHB Homebuilder Index
Case-Shiller 20 Market Price

Inflation
CPI
Core CPI
PPI
Core PPI
Core PCE

Consumer

Michigan Confidence
Personal Income vy
Retail Sales v/y
Auto Sales Level
Conference Board Consumer Confidence Level

Notes
R - Reverse Formatting Highest decile Lowest decile
Deciles are based on expanding window since 2001 10 9 8 7 6 5 4 3 2 1

(o)}
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Labor market indicators
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Inflation indicators
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Legal Disclaimer

This document has been prepared by Renaissance Macro Research, LLC (“RenMac”), an affiliate of Renaissance Macro Securities, LLC.

This document is for distribution only as may be permitted by law. It is published solely for information purposes; it is not an advertisement nor is it a
solicitation or an offer to buy or sell any financial instruments or to patticipate in any particular trading strategy. No representation or warranty, either express
or implied, is provided in relation to the accuracy, completeness or reliability of the information contained in this document. The information is not intended
to be a complete statement or summary of the markets, economy or other developments referred to in the document. Any opinions expressed in this
document may change without notice. Any statements contained in this report attributed to a third party represent RenMac's interpretation of the data,
information and/or opinions provided by that third patty either publicly or through a subscription service, and such use and interpretation have not been
reviewed by the third party.

Nothing in this document constitutes a representation that any investment strategy or recommendation is suitable or appropriate to an investor’s individual
circumstances or otherwise constitutes a personal recommendation. Investments involve risks, and investors should exercise prudence and their own
judgment in making their investment decisions. The value of any investment may decline due to factors affecting the securities markets generally or particular
industries. Past performance is not indicative of future results. Neither RenMac nor any of its directors, employees or agents accepts any liability for any loss
(including investment loss) or damage arising out of the use of all or any of the information.

Any information stated in this document is for information purposes only and does not represent valuations for individual securities or other financial

instruments. Different assumptions by RenMac or any other source may yield substantially different results. The analysis contained in this document is based
on numerous assumptions and are not all inclusive.
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