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Measures of core inflation are meant to capture the 
underlying inflation trend. The Bureau of Labor 
Statistics and the press routinely report the Consumer 
Price Index (CPI) excluding food and energy prices 
when they describe the underlying trend in the inflation 
rate. Historically, food and energy prices have been 
quite volatile, with large changes reflecting such factors 
as bad weather conditions or oil supply shocks (either 
positive or negative). Since the largest shocks have 
typically occurred in the food and energy sectors, ex
cluding these components often gives a better picture 
of the underlying inflation trend.

Much of the month-to-month variation in the CPI 
is associated with shocks to individual markets in 
the economy. Although the net effect o f such 
shocks should be zero over time, at monthly 
intervals the effect on reported inflation can be 
large. Since most o f the month-to-month varia
tion in the CPI is not due to monetary policy 
and likely to be self-correcting, it is important 
that policymakers not overreact to it. Thus, 
it is important to find ways to measure the 
underlying trend.

Researchers Stephen Cecchetti and Michael 
Bryan have constructed a measure called the me
dian CPI, which they suggest does a better job of 
measuring core inflation than does the CPI ex
cluding food and energy prices.1 In principle, 
the median eliminates all goods and services 
except the item for which the price change is in 
the middle; that is, half the price changes are higher 
and the other half are lower. Thus, the median ex
cludes all the items that have extreme price changes,

both positive and negative. For practical reasons, 
Bryan and Cecchetti start by grouping the price 
changes into 36 categories. To account for the fact 
that there are vast differences in the number of com
modities in the different components, each component 
is weighted by its relative expenditure share in 1985.

The median price change, along with the CPI, is 
displayed in the chart below. The median CPI corrects 
for extreme movements in energy prices, which 
occurred in 1986 and 1990, as well as for shocks 
to other sectors. For practical purposes, the CPI 
excluding food and energy prices is quite similar to 
the median. However, in forecasting experiments, 
Bryan and Cecchetti found that the median CPI was 
a better predictor of future inflation -  that is, a better 
measure of the inflation trend -  than either the CPI 
itself or the CPI excluding food and energy.

— William T. Gavin
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’See “Measuring Core Inflation” by Michael F. Bryan and 
Stephen G. Cecchetti in Monetary Policy edited by N. Gregory 
Mankiw, Chicago: The University of Chicago Press, 1994, 
pp. 195-215.
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