
 

 

 

 

MACROECONOMICS 05/12/2022 

Has inflation really peaked? The deceitful base effect 

 

PABLO DUARTE 

Abstract 

 

A recent drop in the inflation rate in the U.S. triggered euphoria 

in the markets. But, is inflation really falling or are we just seeing 

a base effect because inflation rose so quickly last year? 

 

 

Zusammenfassung 

 

Ein Rückgang der Inflationsrate in den USA löste Euphorie in den 

Märkten aus. Aber, sinkt die Inflation wirklich oder sehen wir 

bloß einen Basiseffekt, weil die Inflation letztes Jahr so schnell 

gestiegen ist? 
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Inflation has been rising faster than is tolerable for central banks for at least 

a year and a half. The central banks of the largest industrialized countries 

were forced to tighten their monetary policy to counter inflationary pres-

sure, initially considered to be temporary. In recent weeks, a drop in the in-

flation rate in the U.S. triggered euphoria in financial markets as hopes were 

raised the Fed would decelerate its pace of monetary tightening. But, is in-

flation really falling or are we merely observing a base effect because infla-

tion rose so quickly last year? 

Inflation and the base effect 

Inflation is defined as the change in a consumer price index compared to the 

same month in the previous year (YoY%). In the U.S., for example, inflation 

in October 2022 was 7.8%, the percentage change in the Consumer Price In-

dex (CPI) from October 2021 (276.59) to October 2022 (298.06) (Fig. 1).  

 
Figure 1. USA: Inflation rate and CPI 

 

Source: Flossbach von Storch Research Institute, Macrobond, U.S. Bureau of Labor Statistics (BLS). Data from 02.12.2022. 

 

 

Changes in the inflation rate therefore reflect not only the current inflation 

dynamics, but also the inflation dynamics twelve months in the past. The in-

flation rate in the U.S. fell from 8.2% in September to 7.8% in October, a 

change of -0.4 percentage points. This change is the result of the difference 

between two monthly rates of change: +0.44% between September and Oc-

tober 2022 and +0.84% between September and October 2021 (0.44% - 

0.84% = -0.4%). Because CPI increased less between September and October 
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2022 than between the same months of the previous year, the inflation rate 

decreased.1  The base effect thus accounted for a decline in the inflation rate.  

 

Base effect in the U.S. and the euro area 

Since, by definition, the movements of the inflation rate today depend on 

the dynamics of the previous year, it is possible to see a falling inflation rate 

even if inflationary pressures remain constant from one month to the next. 

Consider an example as an illustration: the October 2022 inflation rate in the 

U.S. was 7.8%. The monthly change in the CPI was therefore 0.62% on aver-

age. Assuming the CPI maintains its momentum and changes by 0.62% each 

month starting in November 2022, the inflation rate (YoY%) would initially 

continue to decline (Fig. 2). This decline would be the base effect. Starting in 

July 2023, the inflation rate would rise again because the monthly changes 

this time would be higher than the changes in the same months of the previ-

ous year. The inflation rate would reach the annual level of 7.8% from Octo-

ber 2023.  

 
Figure 2: U.S. Inflation rate assuming a monthly rate of change of 0,64% 

 
Source: Flossbach von Storch Research Institute, U.S. Bureau of Labor Statistics, own calcula-

tions. Data from 02.12.2022. 

 

 

The base effect of the Fed's preferred core PCE inflation rate is smaller. If the 

index were to change monthly as it did on average over the past 12 months 

(0.42%), the core inflation rate would slightly fall due to the base effect and 

then rise again to the actual inflation rate of 5.2% (Fig. 3). 

 

 

 
1 Since percentage changes can be approximated by the difference of the natural logarithms, 
the change in the inflation rate 𝜋𝑡  can be expressed as: 𝜋𝑡 − 𝜋𝑡−1 = ln(𝐶𝑃𝐼𝑡) − ln(𝐶𝑃𝐼𝑡−1) −
[ln(𝐶𝑃𝐼𝑡−12) − ln(𝐶𝑃𝐼𝑡−13)].  
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Figure 3. U.S. Core PCE Inflation rate assuming a monthly rate of change of 0,42% 

 
Source: Flossbach von Storch Research Institute, U.S. Bureau of Economic Analysis, own cal-

culations. Data from 02.12.2022. 

 

 

A base effect peak in inflation is likely still ahead in the euro area. Assuming 

monthly rates of change in the HICP would remain as high as 0.8% on average 

since November 2021, inflation in the euro area would initially continue to 

rise up to 11% through January 2023 and then fall slightly, thanks to the base 

effect. The peak in the inflation rate may therefore be an artifact. 

 

 
Figure 4. Euro area Harmonized Index of Consumer Prices assuming a monthly rate of change 

of 0,8% 

 
Source: Flossbach von Storch Research Institute, ECB (European Central Bank), own calcula-

tions. Data from 02.12.2022. 
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When is inflation defeated? 

As mentioned above, the change in the annual inflation rate can be defined 

as the difference between the monthly change in the price index in the cur-

rent year and the monthly change in the same month of the previous year. 

For the decrease in the inflation rate not to be an artifact, the monthly rates 

of change must be declining in trend. This was the case in the U.S. between 

1978 and 1983 (Fig. 5). If the monthly change (yellow bars in Fig. 5) was larger 

than in the same month of the previous year (blue bars), there was a negative 

base effect. As a general pattern, if the blue bars were larger than the yellow 

bars, the annual rate of inflation decreased. The annual rates of change in 

the CPI increased until the trend reversed from March 1980. In part, this was 

the result of the base effect, because the monthly changes were larger in 

1979 than in 1980. Crucially, however, monthly inflation rates tended to de-

cline as inflationary pressures decreased. 

 
Figure 5. Inflation rate and base effect in the U.S.: 1978 - 1983 

 
Source: Flossbach von Storch Research Institute, U.S. Bureau of Labor Statistics, own calcula-

tions. Data from 02.12.2022. 

 

 

Today, the question is whether the recent peak in the annual inflation rate 

was mainly caused by the base effect. From July 2022 monthly changes in the 

CPI have been much lower than in the previous year, albeit with an upward 

trend (Fig. 6).   
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Figure 6. Inflation rate and base effect in the U.S.: 2021 – 2022 

 
Source: Flossbach von Storch Research Institute, U.S. Bureau of Labor Statistics, own calcula-

tions. Data from 02.12.2022. 

 

Furthermore, the monthly rates of change of both the overall CPI and the 

core CPI (excluding energy and food) in the U.S. do not show a decreasing 

trend yet (fig. 7). The same applies to the euro area, where the trend in the 

monthly rates of change of the core index is only slightly below the trend in 

the U.S., but the trend of the overall index is much higher (fig. 8). 

 
Figure 7. U.S.: Monthly CPI rate of change and HP-Trend 

 
Source: Flossbach von Storch Research Institute, Macrobond, U.S. Bureau of Labor Statistics, 

own calculations. Data from 02.12.2022. 
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Figure 8. Euro area: Monthly HICP rate of change and HP-Trend 

 
Source: Flossbach von Storch Research Institute, Macrobond, ECB (European Central Bank). 

Data from 02.12.2022. 

 

Conclusions 

The inflation rate is usually defined as the change in a consumer price index 

compared with the same month of the previous year. Changes in the inflation 

rate therefore incorporate, by definition, both the inflation dynamics of the 

previous month and the dynamics of the same month in the previous year. If 

in one month the consumer price index increases less than it increased in the 

same month of the previous year, the inflation rate decreases. This allows 

the annual inflation rate to decrease, even if the inflation in the current 

month is the average of the last 12 months. Therefore, it is possible for the 

inflation rate to reach a peak without the inflation dynamics having weak-

ened. If this is the case, the inflation rate rises again after a few months. 

The recent decline in the inflation rate in the US shows a significant drop in 

the monthly rates of change of CPI in July. Since then, however, the monthly 

changes have been rising again. Therefore, the base effect has played an im-

portant role so far. The decisive factor for the future will be whether the 

Fed's monetary policy measures have really decelerated the inflation dy-

namic – the trend of monthly changes. This cannot yet be seen in the trend 

of monthly rates of change. In the eurozone, the trend of monthly inflation 

rates is still rising, and a peak in inflation has probably not yet been reached. 

When it does, it will be necessary to examine the extent to which the de-

crease in the inflation rate is driven by the base effect or is due to a funda-

mental change in inflation dynamics. 
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