
ECONOMIC 
NOTES

For over a year now, statistics have 
shown an unusual increase in overall 
prices as measured by the consumer 
price index (CPI). This increase is the sub-
ject of much public debate and has been 
weighing on Canadians’ minds, particu-
larly as it is the highest increase in almost 
40 years.1

Rising prices and reduced purchasing power 
are mentioned in the media on an almost 
daily basis, and surveys conducted in the sum-
mer of 2022 show that Quebecers and other 
Canadians are particularly sensitive to this 
issue. For instance:

• An August 2 SOM-Le Soleil survey found 
that 87% of Quebecers are worried about 
rising prices.2 

• An Angus Reid survey conducted 
between July 18 and 21 found that nearly 
75% of Canadian respondents were reluc-
tant to make a major purchase, such as a 
car or a house. This represents a clear 
increase over 2020, when only 56% felt this 
way.3 

• A July 12 Léger survey found that over 80% 
of Canadian respondents think prices will 
continue to go up.4
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• Finally, a Scotiabank survey published on 
July 25 showed that over half (53%) of 
Canadians are concerned about their ability 
to pay for day-to-day expenses.5

However, even though the official rate of infla-
tion, as calculated by Statistics Canada and 
reported by the media, is already the highest in 
the past forty years, the calculation method 
used does not reflect the real inflationary pres-
sures recorded since the beginning of the year. 
Concretely, the erosion of purchasing power is 
much more pronounced than the official rate 
published in the media indicates.
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THE OFFICIAL RATE IS A POORLY 
CALIBRATED “THERMOMETER”
The official rate corresponds to the change in 
the consumer price index (CPI) over the previ-
ous 12 months. This indicator occupies a prom-
inent place in the Statistics Canada Prices 
Portal, as well as in the public debate,6 whether 
the price variation is upward or, much more 
rarely and sporadically, downward. 

For example, this is how a mainstream media 
outlet described the most recent data on rising 
prices (or inflation7): “The Canadian inflation 
rate slowed in July 2022 to 7.6% year over year. 
This is down from the 8.1% observed the month 
before (…).”8

Based on Statistics Canada’s calculation method, 
the CPI went up by 7.6% between July 2021 and 
July 2022. Note that this rate is already nearly 
four times higher than the Bank of Canada’s 2% 
target.9 However, despite its popularity, this year-
over-year rate of change in the CPI provides very 
limited information on the inflation we are cur-
rently experiencing.

Looking Backward, Not Forward

The inflation rate is focused on the past. It is a 
solely retrospective rate, reporting what has 
happened over the past year, with no distinc-
tion of when exactly the variation took place: 
a year ago, several months ago, or more 
recently? 

Because of the way it is calculated (see 
Appendix 1), the backward-looking rate tells us 
about the loss of purchasing power already 
recorded, and paints the entire past year with 
a broad brush. This information is not without 
interest, but it is useless for determining the 
current trend because it is possible, or even 
highly probable, that today’s context is differ-
ent from last year’s. 

The backward-looking inflation rate thus does 
not accurately reflect current inflationary pres-
sures and fails to tell us about the extent of 
inflation over the preceding month or quar-
ter,10 a failure that is all the more important if 
the situation now is significantly different than 
it was a year ago. 

Focusing on the official backward-looking rate 
is like knowing the average speed of a car over 

the past hour. It tells you the distance the car 
covered in that hour, but it says nothing about 
its current speed—for that, one need only look 
at the speedometer—and it does not help pre-
dict the distance that the car will travel in the 
next hour if it maintains this speed. The speed-
ometer, on the other hand, does provide this 
information, and that is what it is for: If it shows 
a speed of 120 km/h, it immediately conveys 
the information that 120 km will have been tra-
versed in the next hour if this speed is 
maintained.

The same is true of the backward-looking rate. 
It indicates how much the cost of living has 
gone up over the past 12 months, ignoring the 
fluctuations over this period. But this informa-
tion does not shed any light on the current 
acceleration of inflation, nor on what will hap-
pen to purchasing power over the next year if 
the current inflationary “speed” (current month 
or quarter) were maintained. 

The backward-looking official rate therefore 
has a major flaw that limits its ability to assess 
current inflationary pressures. Another type of 
indicator, one that focuses on the future, can 
fill in these gaps.

A Forward-Looking Vision Based on Current 
Inflationary Pressures

Instead of calculating the purchasing power 
lost over an entire year, the forward-looking CPI 
growth rate aims to tell us about the loss of 
purchasing power due to the inflation rate over 
the past month or quarter, for comparison pur-
poses, on an annualized basis, which is to say, if 
this inflationary pressure were to persist over 
the next year. This is a compounded and annu-
alized rate, also called the effective rate (see 
Appendix 2 for how to calculate it). 

Annualizing rates is nothing exceptional. It is 
common practice in financial and banking cir-
cles when evaluating and comparing invest-
ment performance, for instance. 

The backward-looking inflation rate 
does not accurately reflect current 
inflationary pressures.
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Thus, if a banking institution offers an invest-
ment with a return of 1% per month, renewable 
every 30 days, capital and interest, the annual-
ized rate will tell us about the growth of the 
capital invested after 12 months. Of course, it 
would be a mistake to think that the invest-
ment pays 12% per year (1% x 12 months). As 
the investment is renewed each month, cap-
ital and interest, it records growth on the pre-
vious growth, not only on the starting capital. 
The effective rate of return will therefore be 
12.7% (see formulas [3] and [4] in Appendix 2).

Since CPI growth follows the same logic as the 
example above regarding the effective return 
on an investment, rigour demands that we 
calculate a compounded and annualized (or 
effective) CPI growth rate in order to obtain an 
accurate measure of how our purchasing 
power is trending. 

Returning to our car analogy, instead of look-
ing at the average speed and the number of 
kilometres covered over the past hour, the dis-
tance that will be travelled is extrapolated 
based on the current speed being maintained 
over the next hour. As mentioned above, this 
information is provided by the speedometer, 
in a simple and standardized format (km/h).

Therefore, in order to obtain a measure that is 
more representative of reality, the backward- 
looking price increase calculations should be 
replaced by a forward-looking indicator. That 
way, instead of focusing on the loss of pur-
chasing power over the past year, we will be 
informed about the inflationary pressures we 
are currently experiencing by extrapolating 
them on an annual basis, that is to say, over 
the next 12 months.

THE INFORMATION STATISTICS CANADA 
NO LONGER SHOWS YOU
This kind of calculation is nothing new. In fact, it 
used to be published in both the United States 
and Canada.

US economist Joseph Salerno recently pointed 
out that the Federal Reserve published them 
regularly up until 1997.11 Unfortunately, starting 
that year, "[g]one was any presentation of 
compounded annual inflation rates, which 
facilitated a grasp of the inflation rate's latest 
monthly or quarterly fluctuations.”

In Canada, Statistics Canada published a simi-
lar indicator until 2007, called the “Consumer 
Price Index (CPI), three-month seasonally 
adjusted cumulative movement compounded 
to an annual rate.”12 Jargon aside, it's the exact 
same type of indicator that shows the current 
inflationary “temperature” by annualizing the 
quarterly CPI rate.

It is unfortunate that Statistics Canada decided 
to stop publishing this highly useful indicator 
just before the financial crisis. We have there-
fore reconstructed it using the existing official 
data available.13

First, it indicates a much stronger inflationary 
pressure which started about two years ago, 
contrary to what the official indicator showed 
at the time (see Figure 1). Inflation was already 
well above the Bank of Canada’s 2% target in 
July 2020 (3.3%), and has remained at that 
level, often reaching more than twice the tar-
get, with a single exception (September 2020). 
Meanwhile, the official rate only started show-
ing numbers above the target in April 2021 
(3.4%), when it finally caught up with what the 
annualized quarterly rate had been showing 
for several months.

More generally, the annualized CPI rate is more 
volatile than the official rate. However, it has 
the advantage of flagging strong inflationary 
pressures earlier than the official rate, espe-
cially when it remains high, as it did through-
out the second half of 2020. By consulting this 
indicator, we can thus move to correct monet-
ary policy sooner, rather than waiting for the 
official rate to also exceed the 2% target 
months later.

Second, the annualized rate clearly shows that 
we experienced double-digit price inflation for 
several months (see the red part of the curve), 
namely between February and July 2022, 

Contrary to what the official 
indicator showed at the time, 
inflation was already well above 
the Bank of Canada’s 2% target 
in July 2020.
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The systematic underestimation of inflation, 
due to the insufficiently precise official rate, is 
a source of considerable distortions, to the 
detriment of Canadian taxpayers, savers, 
investors, and retirees.

To resolve this lack of information, we need to 
annualize current rates (monthly or quarterly) 
in order to be able to consult a well-calibrated 
speedometer.

when it fell back below 10% to 7.7%, a level 
slightly higher than the official rate of 7.6%.

This gap, sometimes substantial, between the 
backward-looking rate and the forward-looking 
annualized rate can certainly explain the discon-
nect that exists between Canadians’ perception 
of inflation and the official inflation rate. Both 
the Bank of Canada and Statistics Canada are 
aware of this phenomenon: “Current percep-
tions of the inflation rate for the past year, 
expectations of the inflation rate for one-year-
ahead and five-years-ahead are consistently 
higher than the CPI inflation rate.”15

SUMMARY
The official rate of price increases does not 
reflect current inflationary pressures. To get 
the pertinent information in this regard, the 
effective rate needs to be calculated, as 
Statistics Canada used to do before 2007. 
According to our calculations, this indicator 
points to rising prices already in the double 
digits for several months this year, reaching a 
high of 12.5% in May.

The annualized rate clearly shows 
that we experienced double-digit 
price inflation for several months, 
namely between February and 
July 2022.

CPI rate, 12 previous months CPI rate, annualized quarterly
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Figure 1

Official rate (12 previous months) vs. annualized (quarterly) rate of inflation,14  
July 2020 to July 2022

 
Sources: Statistics Canada, Table: 18-10-0004-01: Consumer Price Index, monthly, not seasonally adjusted, August 16, 2022; Statistics Canada, Table: 18-10-0006-01: 
Consumer Price Index, monthly seasonally adjusted, August 16, 2022; authors' calculations.
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APPENDIX 1: Formula for the rate of variation in the official CPI over the past 12 months

 [1] Rate of change in the CPI in % (12 preceding months) = {(CPIt / CPI t-12) – 1} x 100

where t is the month of the current year and t-12 is the same month a year earlier.

Therefore, the inflation rate between July 2021 and July 2022 is:

 [2] July 2022 rate (over the 12 preceding months) = {(July 2022 / July 2021) – 1} x 100 

So, 7.6% = {(153.1 / 142.3) – 1} x 100.16

APPENDIX 2: Annualized inflation rate formula

1. If using monthly inflation rate: 

 [3] Annualized monthly inflation rate = {(1 + monthly inflation rate)^12 – 1} x 100 

Or

 [4] Annualized monthly inflation rate = {(1+ ((CPIt / CPI) t-1 – 1))^12) – 1} x 100

where t is the current month and t-1 is the preceding month. 

2. If using quarterly inflation rate:

A quarterly rate can be useful if the monthly rate is too volatile.

 [5] Annualized quarterly inflation rate = {(1 + quarterly inflation rate)^4 – 1} x 100

Or

 [6] Annualized quarterly inflation rate = {(1+ ((CPIt / CPI) t-3 – 1))^4) – 1} x 100


