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Editor’s Note: This article is a reprint of a
March 1999 article in Risks & Rewards,
the Investment Section newsletter.

C hanges to the CPI calculation
methodology used by the
Department of Labor have

reduced the measured CPI rate by an esti-
mated 0.7% over the 1995-99 period and
other changes are being considered that
could further reduce the CPI. The cumu-
lative impact of these changes will
reduce the CPI in the year 2000 by up to
1% relative to the pre-1995 methodology.
Changes to the CPI methodology raise
the following questions:
• Does the CPI accurately measure 

inflation?
• Will the change in methodology 

affect the economy?
• Will wage increases continue to 

track the CPI as they have in the past
or will they exceed the new CPI as 
employees realize that the new CPI 
does not reflect their cost of living?

• Will bond yields be affected by the 
change in inflation methodology?

• Do CPI changes reduce the useful-
ness of “real” return numbers calcu-
lated by subtracting the CPI from 
nominal return data?

• Should Nominal Returns be used in 
investment analysis, rather than Real
Returns?

Does the CPI Accurately Measure
Inflation?
The December 1995 report of the United
States Senate Finance Committee’s
Commission on the Consumer Price Index
(the Boskin Commission) stated that the
U.S. CPI was an upwardly biased measure
of the cost of living that most likely exag-
gerated inflation by 1.1 percentage points
a year. The conclusion of the Boskin
Commission has been supported by num-
erous other studies, including those by
Federal Reserve Board Economists (see
references). The old CPI methodology
was faulted for many reasons including:
• Substitution bias.Fixed CPI 

consumption weights measure 

average prices not volume-weighted 
selling prices. This assumes that 
consumer demand is price-inelastic 
(i.e. it does not change when 
apples fall in price and oranges rise 
in price). This is important in an 
era of constant sales that makes the 
“real” price difficult to determine 
(this applies to food, retail, hotel, 
airlines, gasoline and other prices 
that change frequently).

• New product bias.Fixed CPI 
consumption weights are slow to 
adapt to changing consumption 
patterns which ignore new products 
and product substitutes (e.g., PCs 
and VCRs were not in the index 
until 1987).

• Quality change bias.The prior CPI 
methodology does not consistently 
reflect the difference between simple
price increases and quality improve-
ments. This is difficult to measure.

• Outlet bias.The fixed CPI method-
ology does not quickly account for 
the consumer benefit resulting from 
changes in distribution channels.
For the reasons cited above, it was

clear that the CPI overstated inflation in
1995. The degree of upward bias esti-
mated by the Boskin report will be
largely eliminated by the changes that are
scheduled to take effect by the year 2000.
Although the stated objective of the
methodology change is to reduce the bias
in the CPI measurement, it may make
inflation even harder to estimate. Rapidly
changing prices and distribution channels
could result in very wide price dispersion
for the same product over a short period
of time.

Summary of Recent CPI Index
Methodological Changes
1/1/1998—Updating of CPI basket to
1993-95 consumption patterns and 
decision to update more frequently in the
future than in the past.

1/1/1998—Updating of CPI component
classifications to reduce substitution bias.
1/1/1999—Adoption of geometric mean

calculation to reduce substitution bias.

The result of the recent and planned
changes to the CPI is that the pre-1995
and post-2000 CPI series will not be
based on the same methodology. There-
fore, historical inflation and real return
data may not be comparable to future
inflation and real return data. This has
serious implications for investors inter-
ested in real returns.

The Effect on the Economy
The Consumer Price Index is used to
adjust Social Security benefits and to
adjust the income brackets for the U.S.
income tax. Changes in the methodology
could have a significant effect on govern-
ment income and expense. A method-
ology change that reduces the calculated
CPI will reduce future increases in Social
Security benefits and reduce future
bracket increases for tax calculations.
Both effects will either increase the
federal budget surplus or reduce any
budget deficit, compared to no change in
CPI methodology. A higher budget sur-
plus would likely result in reduced
government borrowing and lower
government bond yields. These effects
could significantly impact a broad spec-
trum of the public: Social Security ben-
eficiaries, taxpayers, and investors.

The CPI and Wages
Aggregate wage inflation generally
exceeds CPI inflation by a small incre-
ment that is attributed to productivity
increase. This real wage increase is typi-
cally estimated at about 0.50%. This is
based on the average relationship over
the 1950-97 period. Chart 1 on page 7 
of February 1999 of Risks & Rewards
shows this relationship over the 1981-
1996 period for the private sector labor
force. 

The historical relationship between
the CPI and wage increases suggests that
wages typically track the CPI fairly
closely. However, this relationship 
may weaken in the future for several
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reasons. First, CPI changes caused by
methodological changes will reduce the
measured rate of inflation and the aver-
age employee’s acceptance of this
measure. That is, employees and unions
may have come to accept the CPI as a
benchmark measure for pay increases
because it had a built-in real wage
increase due to the price measurement
bias. Second, the relative importance of
the CPI mismeasurement is high now that
inflation is only about 1.5%-2.0% (i.e.,
the mismeasurement may account for 1/3
of reported inflation). Third, the labor
force is becoming increasing “bi-polar”
as the gap between high and low wage
workers increases due to changes in
productivity. As a result, high skill work-
ers may have average wage increases far
higher than the rate for low skill workers.
All of these factors suggest that the relia-
bility of the CPI as a benchmark for wage
increases may diminish.

The Impact of CPI Changes on
Bond Yields
The long-term impact of CPI changes on
bond yields is unclear. On one hand, the
increase in government budget surplus
will tend to reduce government bond
yields. On the other hand, it is uncertain
whether investors' inflationary expecta-
tions will change and, if so, whether
bond yields would decline more than
justified by changes in the budget surplus
alone. For example, if the federal govern-
ment suddenly announced that, starting
tomorrow, the official CPI calculation
would be arbitrarily reduced 1%, it is
unlikely that government bond yields
would immediately drop 1%. Investors
would presumably realize that an arbi-
trary change in the measurement of in-
flation would not truly affect their per-
sonal purchasing power and would not
reduce their required yield for govern-
ment bonds. If the methodology change
were gradual and not perceived to be
arbitrary, investors might adopt new
inflationary expectations and reduce their
required yield.

With respect to the suggested
methodology change, the government is
introducing the change on a low-key,
gradual basis, and there have been no

published suggestions that the change is
arbitrary. Therefore, the expectation is
that the methodology change will act to
reduce government bond yields over the
long-term.

The Impact of CPI Changes on Real
Investment Returns
The current changes in the CPI method-
ology may increase prospective real
returns, depending on how capital
markets react. For example, if interest
rates do not decrease in line with lower
calculated CPI, real stock and bond
returns will be higher. Conversely, if real
bond yields decline, this may lead to a
decline in the required return on equity
and higher equity valuation ratios (this
appears to have happened over the last
two years in the equity market). 

The current revisions to the CPI
indicate that historical inflation has been
overstated with the result that both real
returns and real economic growth over
the last 25 years of relatively high infla-
tion have been understated. This has
important implications for investors
because it reduces the reliability of 
historical data.

Are Nominal Returns a Better
Measure of Investment Performance
than “Real” Returns?
The relevance and accuracy of real
investment return calculations depend
both on the selection of an appropriate
measure of inflation and also on an accu-
rate calculation of inflation. The analysis
above indicates that the CPI is an inaccu-
rate measure of consumer price inflation,
which suggests that it is also an inaccu-
rate adjustment measure to determine 
the real return on investment capital. 
This indicates that the CPI should be
compared with other measures of infla-
tion, including the GDP price deflator
and the producer price index, in order to
evaluate whether one of these measures
would be a better measure of inflation for
investment purposes.

The current changes to the CPI indi-
cate that the CPI is not a consistent price
measure over time and that pre-1995 and
post-1995 real return comparisons for
either investments or economic growth

may be invalid. For these reasons, 
nominal returns appear to be a better
measure of future investment perform-
ance than real returns using the consumer
price index.

Todd Rutley, CFA, is an investment
consultant at Towers Perrin in
Philadelphia, PA.
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