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The Path of Inflation — It's All About That Base

Key Takeaway

o Whether it's the price of bread, gasoline, or rent, we
all feel inflation. As consumers, we often feel
inflation differently than the Fed measures inflation.
In this month's On The Mark, we explore three
aspects of inflation — price change versus price level,
current inflation hot spots, and the base effect. The
key takeaway is inflation finally appears to be falling.

Change, Not Level

This is a great example of how economists think differently
than most people. Economists typically measure inflation
by taking the price of a good (or service) on one date and
comparing that to the price of the same good (or service)
on another date. This price comparison is typically
expressed as a percent change. For example, if the price
of gasoline on January 1 was $3.00 per gallon, and it
increased to $4.00 per gallon by January 31, the price
inflation of gasoline during January would be +33.3%.
Importantly, if the price of gasoline stays at $4.00 per
gallon for the rest of the year, the price inflation of gasoline
from February to December would be 0%. This may not be
intuitive to most people, but the price of a good does not
have to decrease for inflation to fall; it just needs to stop
rising as quickly as it has risen in the past.

Inflation Hot Spots

Given that method of measuring inflation, where do we see
rapid price increases? The chart on the next page shows
the monthly percent changes in the goods and services
comprising the "Core" Consumer Price Index (CPI) from
January 2021 to October 2022. The Core CPI is one of the
Fed's main measures of inflation in determining monetary
policy. Areas of above-average inflation are highlighted in
red, and areas of below-average inflation are highlighted in
green.

The category in which we continue to see high inflation is
in the "Shelter" component of CPI, which attempts to
measure how much people are paying for shelter in the
form of rent or a proxy for rent. Both shelter components
tend to move slowly and often lag price changes in the real
economy. For example, the average rent for a two-
bedroom apartment fell by -0.4% during November2.
However, because rental agreements typically last for 6 or
12 months, most renters have not been able to reduce
their shelter expense. Similarly, the jump in mortgage rates
has led to substantial declines in many real estate
markets. We estimate it will take 6 to 12 months before
those reductions are reflected in the CPI.



"Core" CPI — Monthly Percent Changes in Price from January 2021 to October 2022°
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The Base Effect

Lastly, we want to point out that inflation is most often quoted on a year-over-year percentage change basis. Using a
rolling 12-month measurement means what is "dropping off" of the rolling period is just as important as what is getting
"added on.” Looking at the historical pattern of CPI in the chart below, we experienced very steep price increases from
November 2021 to June 2022, with monthly changes averaging +0.8% (an annualized rate of +10%). Since June 2022
(through October 2022), monthly changes have dropped to +0.2% (annualized rate of +3%). As those unusually high
months from November 2021 to June 2022 drop out of the 12-month window, year-over-year CPl measures will start to

drop precipitously.

"Headline" CPI — The Base Effect
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Clearly, declining year-over-year CPI readings due solely to the base effect does not benefit consumers. But this
highlights that measuring inflation can be challenging, imprecise, and sometimes controversial. One thing | think we can
all agree on is that 7.1% inflation is far too high. Thankfully, it looks like the worst is behind us.
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