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expressed in “real” (i.e. with inflation stripped out) terms
in order to determine how the underlying economy is
performing. The U.S. government uses it to adjust
payments of certain escalating contracts, Social Security
The jump in prices for food, fuel, and fancy dinners has payments, taxes and a number of other expenditures.
caused investors to look anxiously at monthly reports ofCorporations use the CPI to also adjust payments on
inflation. These reports are scrutinized much like a gyp#yflation-tied contracts, as a gauge for the condition of the
would scan the palm of a hesitant customer, hoping to economy and for capital budgeting decisions. Individuals
divine some glimpse into the future of the economy. Justay also use the CPI for a number of different purposes;
as the gypsy’s customer is sent off with cryptic “insightstandlords, for example, use inflation to adjust rents and
about money and love, so too are investors beguiled byindividual investors use inflation to assist in making
the many faces of reported inflation. Viewed one way, itnvestment decisions. Billions of dollars in transactions
appears benign; viewed another way, it appears hinge on tenths of a percentage point change in this key
menacing. Ultimately, investors must stop and ask “Wileconomic indicator.
the real rate of inflation please stand up?”
The most current dilemma involving the CPI concerns the
The Consumer Price Index (CPI) is one of the most ~ “Alternative Minimum Tax.” (AMT). This tax
closely watched economic statistics today. Not only doesilculation was originally devised to ensure that the

it provide insight into the cost of living, but also into “wealthy” pay their fair share of income tax, yet it has
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prices, and the credit crunch brought on by the debacle modify the AMT rules for the effects of inflation.

the mortgage and housing markets. Misjudged policy

could result in a recession, or higher inflation, or both atThe U.S. began using the CPI around World War |.

the same time, as we experienced in the 1970s. An  Using statistical sampling techniques to select specific

accurate assessment begs the question of whether the items, Bureau of Labor Statistics (BLS) collects prices

inflation yardstick itself is accurate. each month for about 71,000 goods and services from
about 22,000 outlets in 44 geographic areas. For

The importance of an accurate price inflation gauge  example, the cost of housing is included in the data

cannot be overstated. Many compensation benefits arecollection by surveying about 5000 renters and 1,000

tied to the CPI, and many economic statistics are
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homeowners each month. The price quotations the BL®ound trip resulted imo overall substitutiomndno
obtains are then combined to form the CPI. relative price changebut hageducedthe stated CPI.

The CPI reflects purchasing habits from two consumer Another adjustment came with the introduction of the
groups: 1) all urban consumers, termed CPI-U, and 2) “core” CPI, which excludes food and energy costs due to
urban wage earners and clerical workers, termed CPI-Wheir volatile nature. Since these two categories account
which is a subset of the first. CPI-U is the most for 15% and 9% of the CPI, respectively, the “core” CPI
commonly quoted version of the index and it eliminates 24% of what we spend our money on. Of
encompasses approximately 87% of the U.S. populatiortourse, the fallacy is that we can somehow eliminate
It does not include the spending patterns of people livingating, driving, and heating our homes from our lives.
in rural non-metropolitan areas, such as farm families. This most unrealistic calculation is nevertheless
trumpeted monthly as a meaningful reflection of life in
The aim of the index is to be a cost-of-living index. the U.S. (to Wall Street’s predictable cheerleading). A
According to the BLS, both the CPI and a true cost-of- low core CPI allows economists to pretend that American
living index would reflect price changes in the prices of productivity is the best in the world, and that consumers
goods and services, but the Bureau admits that the CPIwill continue to shop ‘til they drop since food and energy
will unlikely correspond to any individual’'s experience costs are trivial. What planet are these economists on?
with price change, because each of us consumes a unique
basket of goods and services. The elderly, for instance Perhaps the most controversial adjustment concerns
spend a higher proportion of their incomes on health caguality improvements of goods and (harder to measure)
than the population at large. Thus, the effects of a rise services. Known among econo-geeks as “hedonic”
health costs are felt more keenly by this group, promptiragljustment, it tries to combine improvements in quality
them to wonder how anyone can consider inflation with price changes. Basically, the BLS uses hedonic
“under control.” adjustment to try and quantify gains of quality in a
particular good in order to offset gains in price. For
While there is no arguing about the comprehensivenessmdtance, if a computer operated at 50 MB (megabytes) of
the CPI, what it omits is as important as what it includesmemory a year ago, and 1000 MB today, the BLS would
For instance, the cost of employer-paid healthcare claim the price of the computer today reflects much
insurance is not counted. This rapidly rising expense higher quality, so the price must be adjusted downward
would obviously bias the CPI upward. In fact, costs herdramatically to account for quality. The effect is to
are rising so much that more employers are putting partreduce the CPI even if the good cost more in dollars.
of the healthcare burden on employees’ shoulders, as
businesses cannot afford the full cost. So perhaps this Very little mention is made in the available research
increasing out-of-pocket consumer cost will soon find itsabout declines in quality, which should raise the CPI
way into the CPI numbers. This is a huge omission whanumbers using the same logic. One only has to leaf
trying to reflect the true cost of living in the United through the latest issue of Consumer Reports to find
States. examples of deteriorating quality in goods, and also
services such as lousy cell phone service providers or
In order to accurately reflect consumer reality, several more restrictive health insurance plans. Also omitted
adjustments to the CPI were introduced in the 1990s. from hedonic adjustment are potentially hurtful items
The first concernsubstitution For instance, if the price such as lead-tainted toys from China.
of a McDonald’s Big Mac rises relative to the price of
Chicken McNuggets, there will be some substitution of Hedonic adjustment got its big push beginning in 1998,
cheaper Chicken McNuggets for dearer Big Macs. Thewhen adopted for computer prices. Since then, the BLS
theory is that the rational consumer will buy the cheapethas expanded the concept to include audio/video
good, keeping her personal CPI lower than it would havequipment, washers/dryers, and, unbelievably, college
been without substitution. But here’s the flaw to this  textbooks. Today about 46% of the weight of the U.S.
technique. If you substitute McNuggets for Big Macs CPI comes from products subject to hedonic adjustments.
because they're cheaper, then switch back to Big Macs PIMCO, the largest U.S. fixed-income manager,
because the price of McNuggets rise (eliminating the estimates that without hedonic adjustments, the Personal
relative price increase between the two), the overall ~ Consumption Expenditures (PCE: similar to the CPI)
would have been 0.5% to 1.1% higher each year since
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1987. Their conclusion is that since inflation was highetbag of M&M has gone up. And since each person must

than reported, “real” economic growth must have been buy a bag, instead of an individual M&M, their cost of

lower as well. living has gone up by 10%. They must fork over an extra
dime even though they’re getting more for their money.

Highly respected economist Peter L. Bernstein has alsoNow turn the M&Ms into computers and cars, and the

been critical of this “refinement.” He pointed out that point becomes clear. We can’t buy individual parts of a

since 1990, total CPI inflation was 2.7% a year, yet new car; we have to buy the whole car, complete with

hedonically adjusted durable goods suspiciously managediality improvements. And the whole package costs

to increase by only 0.1% annually. Moreover, the BLS more, improved or not.

reported that non-durable goods were up 4.6% in 2004

while quality adjusted computers, cars, and refrigeratordVhile hedonic adjustment may accurately reflect

managed to go down by 1.25%! If we could apply this tproductivity increases, they don't accurately reflect

food and energy, we would have no inflation at all! America’scost to live These adjustments accrue to

Bernstein suggested the adoption of a new form of CPI,businesses (which in turn don’t provide adequate raises)

called CPI/DX, which excludes all durable goods pricesand the federal government (which in turn under-

items most subject to hedonic adjustment. The effects ebmpensates Social Security recipients).

adding back the substitution and quality adjustments on

the PCE are reflected in Chart 2, painting a picture of

inflation that is clearly higher than officially reported.

The ongoing debate over the CPI has naturally focused
on calculations and techniques to accurately reflect price

™ o ; changes. But there is another
Substitution Bias Means Lower aspect to consumer price inflation
Short Rates that is rarely discussed in the
7.0% same breath as the CPI, and that
== Reported PCE Deflator is the concept of “real” income
6.0% Reported PCE Deflator growth. Real income growth
+ Substitution & Quality Adjustment Added Back provides a perspective on whether
5.0% === Reported PCE Deflator wages and earnings are keeping
o) + Substitution Bias Added Back up with the rate of price
S 4.0% increases. If income growth is
S 3.50% high, the effects of inflation on
& 3.0% i consumer spending should be
> 2.90% : . :
S : mild. If income growth is low,
2.0% e 00 however, then inflation becomes
a more insidious factor in
1.0% 7 affecting consumer spending
habits.
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While theoretically sensible, hedonic adjustment misses a — smaller average income in 2005
key point. In all likelihood the good purchased was for than in 2000. This was the fifth consecutive year that
the same or slightly higher price, regardless of quality workers had to make ends meet with less money than at

(have Lexus cars dropped in price over the last 5 years#€ peak of the last economic expansion in 2000. While

Consider the following example. Say the only product "cOmes have been on the rise since 2002, the average

that Americans purchase are M&M candies—100 M&m&eal income in 2905 was $55,238 about 1% less than the
in a bag that costs $1.00. Each person is limited to one®2°,714 earned in 2000.

bag. Through the miracle of productivity, a way is found _ _ _
to fill each bag with 110 M&Ms that is now priced at While the combined 2005 income of Americans was

$1.10. Hedonic adjustment would say that the bag realf§/i9htly larger than in 2000, because more people were
only costs $1.00 and that the CPI has not increased, sirffdiiding up the income pie, the resulting average income
each M&M still costs a penny each. But the cost of the Shrank.
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consumer sector of the economy will be there to spend
Based on tax filings, total incomes have risen for almosthe country into prosperity in the future may be a
every year since WW 1l. Beginning in 2001, real incomenisplaced hope, though it was certainly true in the past.

growth has basically stagnated, making the past five
years a new experience for the majority of post-WW!I
baby boomers.

Investment by the business sector may be called upon to
do the heavy economic lifting in the near term.

Moreover, given this discussion of inflation gauges
and stagnant income growth, one can clearly see how
we landed into the mortgage and housing muddle. If
the CPI was so low, and inflation-adjusted wages
were in the black, would U.S. consumers have had to
resort to drawing out hundreds of billions of dollars in
home equity via creative financing and adjustable-rate
mortgages? If real GDP growth was so high, why has
job creation been so anemic since 2001? Much like
Sherlock Holmes’ “dog that didn’t bark,” these
inconsistencies provide clues that the CPI is flawed.

My belief is that the CPI inaccurately calculates the
true cost of living, and is partly to blame for the
inconsistencies we see between reported high GDP
growth, anemic real wage growth, and the (now
unwinding) mortgage/real estate bubble. If we are to
avoid distorting our economic progress and prevent

deluding ourselves into becoming a second-rate
Curiously, as Chart 3 illustrates, the gains in productiviteconomy, Democratic and Republican policymakers alike
trumpeted by the Fed and Clinton/Bush administrations should seek a more realistic measure of price inflation.

have not resulted in income gains for Americans in the
aggregate. The causes for this could be the increased u
of capital (e.g. technology) for labor, the substitution of
foreign labor for U.S. labor (clearly happening), or a
flawed calculation of the CPI (would lower the
productivity gains). Probably a combination of all three
reflects the true reason.

Another explanation may be that job growth in this
economic cycle has been uniquely weak, despite the facf
that the business up-cycle that began in March of 2001
has lasted longer than average. According to the Joint
Economic Committee of Congress, job growth over the
past 7 years has been among the lowest of the past 70
years, as ranked by presidential administrations. Payroll
were only 4.3% higher in September 2007 than in March
2001, due both to the long jobless recovery that lasted
through August 2003, and the subsequent low growth raf
of jobs compared to past cycles.

In the context of real income growth, two issues come to
the forefront. First, if incomes are stagnating, while
inflation is positive (even at hedonically-adjusted low
levels), then the average consumer is falling behind in
terms of purchasing power. The hope that the very large
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