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�Executive Summary



The Consumers Price Index (CPI) is designed to measure inflation as it affects households.   It  measures changes in the prices of the goods and services which households purchase.



It is an "expenditure" based index not a "consumption" based index.   This means that with respect to houses and consumer durables the CPI measures, each quarter,  changes in the actual prices paid for these goods, not an estimate of change in the value of the services delivered  to their owners. 



The CPI  is a "base weighted" index.  It measures the change in price from quarter to quarter of the "basket" of goods and services purchased by households in a past base period (currently the base period is the December quarter 1993).



The CPI is the most prominent measure of inflation in New Zealand. It is used for a variety of purposes, and it is not always ideal for any one of those uses.   The design of the CPI must balance the different demands arising from the different uses of the index.   It must also balance what is conceptually desirable with what is practical and efficient.



It is not clear that some of the changes suggested to the current design of the CPI will make it any more useful.



The CPI is used as a general measure of inflation in the New Zealand economy.  In this role it helps set inflationary expectations in labour, commodity and finance markets.  In this role it is used by the Reserve Bank as the starting point for constructing a measure of inflation suitable for monetary policy and for monitoring the requirements of the Policy Targets Agreement (PTA).



As a general measure of inflation the CPI is limited in that it only relates to the household sector.   Inflation affects a much wider range of market  transactions, including expenditure by government, business and the private non profit sectors.   Likewise,  monetary policy impacts more widely than just on the household sector.   



The ideal measure of inflation for monetary policy purposes would be one which measures inflation across a wider range of sectors.  It would exclude notional measures such as imputed rent.  It would be produced monthly rather than quarterly to contain inflationary speculation.   



It would be preferable to develop a purpose built index with these features for monetary policy, rather than compromise the other uses of the CPI.



A general inflation measure can not be easily derived from the CPI.   There are no obvious changes to the form of the CPI that would make it less than just a rough approximation to the ideal measure.



The CPI is also used to adjust  benefits to compensate for the impact of inflation.

The design of the index depends on the compensation objective



Is it maintenance of purchasing power?

Is it to offset an increase in the "cost of living"?

Is it maintenance of a "standard of living"? 



For each purpose the CPI has its limitations. 



"Cost of living" maintenance requires maintenance of a constant level of utility or satisfaction from the consumption of goods and services.   CPIs are at best only approximations of a true cost of living index.   Conceptually, the adoption of "rental equivalence" or "user cost" methods for the treatment of housing and other durables would make the CPI more closely approximate a cost of living index.

 

The current expenditure based index design takes account of the impact of price change on the purchasing power of each dollar of income, but a more complete measure, such as a real disposable income index which takes account of changes in incomes, tax and benefit elegibility criteria is a more suitable measure of changes in peoples standard of living.



It is the erosion of peoples capacity to buy goods and services, including their capacity to purchase houses, rather than consume them, which is arguably what "the impact of inflation" means to households.   An expenditure based index is a better fit for this purpose.



�Issues



1. What should the Consumers Price Index be a measure of?



What the Consumers Price Index measures determines some of the conceptual framework of the Index. An index to measure cost of living would have a different framework to an index to measure general inflation.



2. Should the Consumers Price Index be a board measure suitable for a range of uses?



To what extent should the Consumers Price Index try to accommodate the range of uses and situations as a single index? What guidelines, such as international best practices, should Statistics New Zealand follow in determining its own methods? 



3. Is the Consumers Price Index the correct measure for the monitoring of monetary policy?



Is the coverage of the Consumers Price Index , specifically the household sector, wide enough to allow monitoring of the effects of monetary policy?  Would wider, general, or economy wide measures of inflation be more appropriate?



4. Does the current suite of indexes produced by Statistics New Zealand cover the dynamics of the New Zealand economy?



Statistics New Zealand produces a range of indexes covering different areas of the New Zealand economy. The Consumers Price Index,  Producers Price Indexes, Labour Cost Indexes, Overseas Trade Indexes, Capital Goods Price Indexes and Implicit Price Deflator are all measures of price change in different areas of the New Zealand Economy. Is this range of measures adequate for users. Are there measures that need developing to fill any gap in the coverage of the economy, or gaps about the impact of inflation on households?





























Recommendations 







The status quo  should be maintained with the CPI  being a measure  of household prices using expenditure weights.





















The CPI should not try to be a Cost of Living Index









Where the CPI is not adequate for a purpose then new indexes should be prepared.















In particular that the need for an index suitable for monetary policy be addressed.









The  Real Disposable Income Index be re-instated





1	That the Consumers Price Index remains a price index of goods and services purchased by private New Zealand households.  The weights for the index should continue to be calculated using an expenditure approach and the Consumers Price Index should continue to be calculated using an acquisition approach.



2	No single use of the Consumers Price Index should direct its form.	



	Statistics New Zealand should continue to give most emphasis to selecting technically valid price index methods.



3	The Consumers Price Index should not have as its stated purpose the measurement of the change in the cost of living.



	The Consumers Price Index is intended to be of sufficient quality to meet the broad range of needs it can be validly used for.  For those purposes that are to be given less emphasis in a future Consumers Price Index, new indexes should be established.  These should be  supporting measures to the Consumers Price Index  and released at the same time.



4	That the need for a general or economy wide measure of inflation, to be used in the context of monetary policy requirements, be specifically addressed.

 



5	The real disposable income indexes be re-instated as a high priority.
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The CPI is used for many purposes .  Its

form is  directed by the 1971 determination  that the CPI measure prices of goods and services bought by households.





At  each CPI review  the uses need to be examined and alternative ways of meeting needs for inflation measures determined.









This paper discusses the historical uses of the CPI in the context of all indexes available.









Roles allocated to the CPI now apply it to areas beyond household spending and to sub sets of households.





Recommendations are to leave the CPI with its current role but provide an additional  index  for monetary policy.



1 	Introduction



The uses now made of the Consumers Price Index (CPI) in New Zealand reflect a broad range of interests.  The 1971 Revision Advisory Committee concluded that the CPI be designed as a general measure of price level change as it related to households, based on goods and services they actually purchase.  This has directed the form of the CPI  rather than reference to a single specific, theoretical model.   



At each six yearly CPI review there is an intention to re-assess  whether the various uses we now make of the CPI might be better met by introducing new indexes, or changing the form of existing measures.  If there were to be some cause for a change in the form of the CPI in the coming five years, it would be to assess whether changes in the economy and policy settings have shifted the balance of interest in the uses of the index since the last review.



After examining the recent history of the role of the CPI as a measure of price change this paper looks at how we currently use the CPI  in New Zealand.   The paper recognises that in  New Zealand the CPI is only one of several existing price indexes, of which there are potentially many more.  There are several uses which can be usefully served by the CPI.  A pre-eminent emphasis on any single use has usually been resolved by developing other indexes. Examples are the Producer Price Indexes, the Superannuitant Price Index and the Real Disposable Income Index. 



One  role discussed in the paper is the extension of the use of the CPI beyond the household sector, such as when it substitutes for a general measure of inflation.  This is exemplified by the derivation of "underlying inflation", where the RBNZ subtracts elements from the CPI to create a target measure of inflation.  In another, the CPI is used as the measure of  price change faced by a subset of  private households.  Applying the CPI to such a variety of roles requires consideration of the relevance of the CPI compared to other measures, including potential measures.



The paper concludes with recommendations based on the precept that the CPI should remain a measure of the change in price level of goods and services actually purchased by households. Additional indexes may be appropriate for those uses which require a more general measure of inflation.











Advisory Committees have seen limited uses turning on the deflation of household  income. 







Advisory Committees concluded that the CPI should apply to the purchase of goods by households.







The 1991 Advisory Committee recognised that RB was using the CPI as a general measure but determined not to change the CPI. 









Advisory Committees have discussed the relative benefits of designing the CPI to deflate consumption rather than expenditure. 













2 	Background

2.1 	Role of the Consumers Price Index as viewed by previous 	Advisory Committees.



Advisory Committees � have identified the following roles for the CPI:



 A general measure of inflation as it effects households.

 A measure for income maintenance.

 A measure for the deflation of consumption in the national �	accounts.

 A measure of the change in the cost of living.



Having considered these uses, the last (1991) Advisory Committee reiterated previous (1973, 1979, 1985) committees’  recommendations that the CPI should continue to be an index which measures the changes in price levels of goods and services purchased by private New Zealand Households.  



They concluded also that no attempt should be made to calculate a cost of living index.



The 1991 Committee considered how the CPI was used as a general measure of economy wide inflation and noted that many users regarded the CPI as the definitive measure of inflation. They noted that the Reserve Bank Policy Target was set in terms of the CPI.  They made no recommendations for changing the transactor or transaction coverage to better meet this use, but recommended that interest charges be separately published so as to identify the effect of these on the CPI movement.  Since its introduction the CPI less Credit Charges has gained in importance  as an analytical series.



In considering the CPI as a measure of the change in the purchasing power of wages and other incomes, Revision Advisory Committees have accepted that its purpose is to measure price changes faced by households.  In the 1960s and 70s the emphasis was on the use of the CPI in wage fixing and this led to an acceptance that the CPI should measure the price change of expenditures on the goods and services purchased with salaries and wages.  There has been discussion and even dissension in recent years among advisory committee members as to how far the index should attempt to measure consumption as opposed to expenditure.  



Essentially, there is little to distinguish between consumption and expenditure concepts except in the case of major durables.  The difference has mainly been focused on the treatment of owner occupied housing:  whether the index should measure the change in the cost of consuming the services that are generated by the durable; or rather the change in the price of the durable actually acquired.  

















1991 Advisory Committee agreed that the CPI is , at best,  a surrogate for the cost of living index  but that practical difficulties required base weighted indexes.











Advisory Committees in  the past have wanted a single measure of price change  so as to avoid confusion and lack of confidence.









This needs reconsidering.







The 1991 Advisory Committee by an overwhelming majority accepted the expenditure approach.  However, the committee did recommend some changes to the method of calculating the weight assigned to house purchase in the index.



2.1 	“Cost of Living" Influences on the New Zealand Consumers 	Price Index



The CPI can only be regarded as a partial surrogate for a cost of living index.  There is international acceptance that it is not feasible to measure utility, nor assume constant price and income  elasticity of commodities and services.  In 1991 the Advisory Committee concluded that the CPI was a reasonable approximation to changes in the average “cost-of-living of private New Zealand Households.”  They concluded that practical considerations require the use of a base weighted index that holds the regimen fixed for several years at a time.  They recommended that there be no formal attempt to construct a cost of living index per se.



2.2 	A Single Measure of Price Change



The need to maintain the acceptability  of the All Groups CPI as a measure of price changes facing households has been  a major consideration in the past.  At the last review, the general conclusion was that there should be only one CPI, because of the advantages of a single credible measure of inflation.  The 1991 Advisory Committee concluded that alternative CPIs using different formulae or methodological concepts would undermine public confidence in the CPI as an authoritative, objective measure of price inflation as it effected NZ households.  



The current review may wish to challenge this.





�





CPI needs to be credible and constructed to meet its use.



















Integrity rests on the provisions of the Statistics Act.



























Public confidence can be built up over time.















Acceptance requires that CPI be conceptually relevant to the uses.



3	Conceptual, Technical and Practical Limitations



The criteria which shape the nature of the CPI in any country include:

the public confidence and understanding of the index;

the conceptual soundness of the index in relation to its uses; and

the soundness of the method of the practical implementation of the conceptual ideal.



These criteria are discussed below in relation to the New Zealand CPI as they  form the basis for any decision on the roles that are to be give to the index.



3.1	Public Confidence and Understanding



Critical to the integrity of the Consumers Price Index,  and indeed any official statistics in which public confidence is integral to their value to the community and government, is that they are produced in an objective, impartial manner.  Historically, the CPI has been accepted as having credibility and this is the reason offered for its use in the monetary policy contract between the Reserve Bank and the Minister of Finance.  



In New Zealand, it is the Statistics Act 1975, giving independence to the Government Statistician in methods and release practices, which is the corner stone of public confidence in the integrity of official statistics.



It takes time to build up this confidence but new measures can be accorded it in a reasonable time after they are initiated.  The unemployment measure from the Household Labour Force Survey is a recent example.



Hence if the CPI is given some new direction or additional indexes are to be produced then experience shows that it is possible to develop public confidence at least where these new series are under the umbrella of the Statistics Act.

3.2	The Relationship between Concept and Practice



Acceptance of the CPI also requires that the concepts on which it is designed and compiled are relevant to its use,  that the design is converted into a model which is feasible to implement and that the practical collection of data  and calculation of the index is a reasonable surrogate for the model.

Relevance of the index to the  defined use can be lost in moving from concept to practice.







































Concept is determined by use.













Historically NZ CPI has been a purchasing power deflator.

  



A purchasing power deflator and general inflation measure require a different model.





Concept also has to be guided by the other measures with which the index will be used.



 





The need for integration applies equally to an economy wide  measure of inflation



Some specificity for the defined use will be lost between the original concept and the final index because of theoretical and practical constraints.  For example, the concept may be designed to meet a purpose “to have a price index which reflects changes in the cost of living index over time”  but the model may have to assume some constancy of income level and population mix.



Having determined the model there will be practical difficulties which mean that priced commodities are not perfect representations of all commodities. Information for weighting will have sampling errors, prices will be mis-reported by retailers and be only close to the time point which they are supposed to represent.  Additional errors  occur during processing. 



At times there will be difficulty in distinguishing between failures of the model to meet the conceptual design and the practical problems in implementing the model.



3.3 The Need for Clarity of Purpose



The conceptual basis chosen for the index turns on the uses to be made of it.  The CPI has, in the recent past, been used:



 as a measure of the price change for adjusting the cost of living;

 as a measure of price change to adjust the purchasing power of

income; and

 as a general economy wide measure of inflation.



The concept behind the New Zealand CPI has, historically, been as a deflator of purchasing power with the notion that this was the nearest that practical considerations could get to a deflator of the cost of living.



A purchasing power and a cost of living index are quite distinct from that of a general measure of inflation.  They require a different model and different trade offs when implementing the model.



A further conceptual consideration is the extent to which an index is to be used with other measures.  For example, if the full impact of inflation, and monetary and fiscal policy on households’ consumption potential is to be measured, then the CPI as a measure of purchasing power of incomes needs to integrate (ie be consistent) with measures of income, direct and indirect tax changes and welfare benefit changes. 



A general measure of inflation has a similar need to be consistent with the other statistics with which it is related.  If the objective of monetary policy is to bring inflation to an acceptable level across the whole economy, then the policy target measure should be of the whole





















Transactors are the same for a purchasing power and a cost of living index but wider for economy wide inflation measures.



















Transaction coverage differs according to use.









Weighting patterns need  to be fixed for purchasing power indexes and changed frequently for cost of living  and economy wide indexes.





Timing, periodicity and  degree of analysis vary with use.









Constraints of finance and frailties constrain the practical rendition of the model.



Heterogeneity of the population.



economy.  In this example the other terms in the inflation forecasting model will provide guidance.  There is some contention as to whether  the conceptual coverage should be of  ALL market transactions or only those involving  what is defined as final consumption in the national accounts.



3.4	Establishing the Precise Index Form



The more important differences in concept required for different uses show when one looks to select the index form.



The population covered is much the same for a concept that looks to the purchasing power or cost of living of households.  Conceptually it should be all households and individuals in their capacity as consumers. (In practice measurement problems limit coverage to private households.) However, if one looks conceptually at the coverage for a general deflator, the relevant population extends to businesses and government, in fact to all market purchasers in the New Zealand economy.



Similarly, the commodities and services covered for a household purchasing power index may be wider than that for a standard of living cost index but far narrower than the “all commodities and services exchanged for money” required to be represented in a general measure of inflation.



A purchasing power index needs weights to be held constant for some years whilst a cost of living index would, in the extreme, have weights changing daily as the population, tastes and real income change.  A general measure of inflation would also have  regimen and weights that changed frequently so as to keep them fully representative of the actual goods and services traded in the market.



There are differences in the timing and periodicity required.  Similarly, there are differences in the detail required for analysis  by commodity and populations so as to show how price movements flow through the economy.



3.5	Practical Matters Of Measurement



Whilst the selected index form will determine what ought to be measured,  this is limited by cost, the ability to collect information and the accuracy of price changes that are measured.  In implementing an index,  operational compromises are also guided by the determined use.



The heterogeneity of the population to which the index refers by region, income, family responsibility etc, will effect the reliability of aggregate measures and the relevance of them to any particular group.











Heterogeneity of products and difficulty of representation.







Emphasis is on accuracy of the price measure.















































Errors of timing.











Bias is a special case.  Quality change has the greatest potential for bias but is under the control of the statistical office.





The heterogeneity of  commodities makes choosing representative items to price, and the outlets from which prices are to be obtained, a process of judgement that affects the quality of the index.  The recent growth in services, creates products that are extremely difficult to specify precisely in advance of their purchase.



In economic arguments about price index concepts, it is the relevance of the expenditure base which receives the most attention, as fixed weight indexes cannot reflect the affects on quantities purchased of changes in relative prices.  However, in practice variance in the measurement of price change contributes more to the variance of a Laspeyres index than variance in the measurement of quantity weights.  This has led to a tendency to give the accurate measurement of transaction prices more significance than 

quantity weights when making judgements about practical issues and index methodology.



As Edgeworth said in 1922. “Take more care about the prices than the weights”



The accurate direct collection of current purchase prices has more in

common conceptually with the acquisition approach than with the consumption approach.  Additional adjustment is usually needed to allow surveyed prices to reflect those of a consumption or payments approach.  These are however difficult and usually only selectively applied (mainly in housing).  Errors of measurement affect the measure of price change as they do in any other statistical process.



Timing errors and the delay in capturing prices after transactions, as well as the particular difficulty in capturing quantities that are transacted in a period other than after a significant delay, bring potential for major errors in an index.



The bias in a price statistic present a special problem.  Biases do not in themselves reflect an error in the calculation of the CPI per se, but differences from applying the CPI to a problem that it was never fully intended to address. The bias as a measure of the cost of living is

distinct from this inflation bias, although of similar origin.  Of the five forms of theoretical index bias, that from commodity quality change is likely to be dependent on the vigilance of the statistical office, and also on the reliability of quality adjustments.  Statistical office adjustments may be just as likely to over-adjust as to under-adjust resulting in an unknown net effect of this bias on the index.   These issues are discussed more fully in the paper on “Managing measurement limitations in the CPI”













Similar purposes may well be served by a common index.





3.6	Implications for the Role of the Consumers Price Index



In practice we seek to have the final index the best that could be constructed for several uses.  For example, the sample error in establishing weighting patterns for the expenditure by low income households may well be larger than the differences between low income expenditure patterns and the population in general.  Certainly there will be low income households whose expenditure pattern is more like the average of all households than the average of their income group.  Hence the CPI for the whole population may be just as applicable in determining the level of welfare benefits of a specific individual as a specially constructed index.



When the conflicting characteristics reach a level where the measurement may be significantly different then new statistical measures are called for.  The differences between the CPI, PPI Inputs and Capital Price Index are judged sufficient to require separate measures of inflation.



At the household level cost of living theory cannot give us clear cut answers to the question of whether  the CPI provides a significantly similar measure of the price change in respect of cost of living and purchasing power concepts.  It does however provide much to guide us in the methodology and practice of consumer price indexes.















The right measure is important because it has significant impact on social welfare, fiscal and monetary policy.













Inflation can’t be measured by one index.









Economic policy focus has changed in the past decade.

































Current policy looks to controlling inflation with monetary policy.







4	Inflation, Purchasing Power and Cost of Living Uses of the Consumers Price Index



4.1	The Consumers Price Index as a General Measure of 	Inflation



Measuring inflation needs to be an exact process because: 



of the significant fiscal impact of payments that are linked to inflation;

·     the effect of inflationary expectations on labour, commodity and finance markets; and

·     the effect on economic growth and the tax base of responses	 to inflation through interest rate policies, exchange rate	 effects, and tax rates.



However, measuring inflation is limited in its precision. There is a lack of understanding of the exact nature of inflation, and a conflict with other purposes we have for broad measures of price change across the economy that we usually use.  Many measurement approximations are also needed.



The policy responses to any given level of exposure to inflation can affect each population group, commodity, sector and region of the economy,  quite differently.  Different demand conditions and relative price changes, as well as the international and industry terms of trade, taxes, exchange rates and interest rates bring about these differing effects. 



Over most of the post war period, and much before, economic policy in New Zealand was dominated by an interest in reducing the impact of inflation on particular groups, and mitigating its effects on purchasing power.  Early income stabilisation regulations were a cornerstone of this. 



The economic policy focus has changed in the past decade, from ameliorating the impact of inflation on incomes  to reducing the exposure of the New Zealand economy to inflation and letting the market determine incomes.



The Reserve Bank of New Zealand Act 1989, Employment Contracts Act 1991, and the shift to GST have underpinned this major change.  The contemporary focus of monetary policy is on that part of inflation that can be influenced by monetary policy , in the context of the inflation experiences of consumers and producers. These experiences are regarded as those that influence inflationary expectations and drive consumers´













Using the CPI for monetary policy ignores the other areas of inflation.





Excluding some items does not reflect short term impact of inflation.













Exclusions may be less of a problem  in the long run.















The CPI is not frequent enough.

















The CPI does have credibility.









To change the CPI  by omitting some expenditure cannot make it any better as a measure of inflation.  It can only reduce its credibility.





A general measure of inflation cannot be obtained by adjusting the CPI.



and producers' actions in the market place.



Monetary policy is focused on responding to inflation in the New Zealand economy.  Monetary policy assumes that by increasing some elements of consumer inflation by raising interest rates, demand will fall and hence exposure to overall inflation will reduce.



The inflationary impact of exchange rate, tariffs, taxation and excise duties is not excluded from the CPI.  It is not clear why the immediate inflationary impacts of monetary policy instruments should be removed from the CPI simply because the prime purpose of the policy is to reduce long run inflation.  The inclusion of all the components of the CPI allows users to assess whether the shorter term cost of higher inflation is less than the longer term benefits the policy leads to.



The CPI measures the experiences of price change in one part of the population, for the group of commodities relevant to that population.  It is not statistically representative of activity, or of economic participants, across the economy as a whole. Empirical studies usually report that over the long run, the changes in the price levels experienced by indexes that span differing populations or groups of commodities will approximately converge.  This would not necessarily occur, except serendipitously, for the short to medium term movements that influence policy change.



The CPI is produced less frequently than such an economy-wide measure might need to be.  Policy action may only require a quarterly or less frequent measure, ideally a more frequent measure is required if it is to contain inflationary expectations. The only economies comparable to New Zealand that have a quarterly CPI (as opposed to a monthly one) are Australia which has a somewhat less deregulated economic environment and possibly Ireland.



The acceptance of the CPI in its current monetary policy role is pragmatic, as it is readily available, historically has a high credibility with the public and is timely.  The CPI is a less exact approximation to the economy-wide measure that we would prefer for monetary policy, given  the impact on private and commercial life.



Changing the commodity mix in the CPI would not make it either conceptually more robust nor a much better indicator of the overall level of exposure to inflation.  Excluding significant items of consumer expenditure (interest and house purchase for example) from the CPI might have consequent risks for the credibility of the index with its major constituencies.



A general inflation measure cannot be easily derived from the CPI.  There are no obvious changes to the form of the CPI that would make it less than just a rough approximation to the ideal measure.  For such major





























Uses of the CPI as a measure of purchasing  power have now reduced but they are still significant.









CPI uses objectively derived weights although some expenditure may be left out because they cannot  be measured or they are inappropriate to the use.









Use the outlay approach to get weights if the purpose is to adjust incomes.





















Need also an RDI for measuring the combined impact of inflation and tax on purchasing power of incomes.





change it would be preferable to develop a new index.  This is the advice of the key dissident in the United Kingdom CPI Advisory Committee, Sir Samuel Britain, and is a consistent extension of New Zealand's policy with inflation measures over the past 20-odd years.  It is unclear what  the RBNZ measure called "Underlying inflation" really gives, but it is certainly no more a measure of inflation than the CPI itself, from which all elements are derived.



4.2	The Consumers Price Index as a measure of the change in 		the purchasing power of wages and other incomes 



Changes in legislation and practices have moved the emphasis from fixing salary and wages so as to maintain purchasing power to regarding wages as a cost of production. The CPI is  still used as the measure for maintaining the purchasing power for public servants’ superannuation and

some social welfare benefits.  Many benefits are tied to the movement in average wages.  In the private sector the All Groups CPI continues to be  used in child and other dependants support agreements.



Consumer Price Indexes are constructed using household surveys that reflect the spending patterns incorporating the full range of goods and services that households purchase. The weighting patterns (regimens) of such price indexes are therefore objectively derived.  However, some commodities may still be excluded from coverage because their inclusion may be inappropriate in a consumers price index.  This will often be a function of the uses being made of the indexes.  For example, the inclusion of gambling may be inappropriate for some uses. Some items are excluded because of such practical difficulties as not being able to calculate a reliable price indicator, for example wages paid to baby sitters.



Indexes that are used primarily for adjusting incomes for price-induced changes  generally adopt the Actual Outlays variant of the expenditure approach with respect to the weight given to each regimen item.  These indexes focus on the point of time that the payment is made for the goods and services without regard for when the transaction price was set or became binding. The weights used in the index basket are derived from payments made (including instalment payments) in the reference base period regardless of when the commodities were actually purchased or consumed.  The rationale is to measure the effects of price change on the amount that households must outlay each period for the specified basket of commodities.



The need for a comprehensive cost of living based measure which recognised the significance of tax and benefit changes to the standard of living of consumers led to the creation in the early 1980's of the Real Disposable Income Index series (RDI).  These indexes measured changes in the purchasing power of five quintiles of wage and salary earners. The















































The SPI is an example of a targeted index. 





























The CPI is sometimes  regarded as close to a cost of living indesx. 









But  often the cost of living is a surrogate for standard of living. 









The use of the index determines its structure.



loss of the RDI has increased the expectation that the CPI is the sole measure of inflation applicable to the  household sector.



The RDI measures could  be re-introduced following the completion of the first Household Labour Force Survey based income survey and will be when SNZ funding allows the necessary development work.  This will replace the Quarterly Employment Survey which had become less fit for its key role in the RDI measures, partly as a consequence of its inability to capture the full impact of labour market deregulation.



The CPI can meet the needs of a purchasing power measure provided it is consistent with the information on taxes and benefits with which it is to be used.  Construction of the CPI needs to recognise that it is used with other measures.  This may mean that consideration should be given to the extent to which the CPI is representative of the expenditure patterns of target socio-economic groups.



The Superannuitants Price Index is a case in point.  It recognises the specific basket of goods of the target population, and the index includes some goods not included in the CPI.  The index can be linked to income, tax and benefit measures to establish a measure of the net impact of changes in them on the purchasing power of beneficiaries. For this group home purchase is very small, as are mortgage interest payments. Hence the practical differences between adopting  the acquisitions, actual outlay or any of the economic cost of use approaches (eg rental equivalent) are less significant in determining the index.



4.3	The Consumers Price Index as Surrogate for a Cost of 	Living Index



Consumers price indexes are frequently associated in the literature on price measures with the concept of the cost of living. However, this arises because one of the uses to which a consumers price index is applied is as a yardstick in determining the size of the income adjustment to be made to wages or benefits.



However, it is necessary to establish clearly what the inflation adjustment being made is meant to restore or maintain.  The use may be the maintenance of constant satisfaction (or utility) from the income received or perhaps the maintenance of a minimum standard  of satisfaction based on a socially established minimum living standard.



The use needs to be clearly defined since it will determine if the practical index should be an infrequently revised base weighted index or be a regularly revised chain linked index.  The maintenance of a constant level of satisfaction requires frequent re-weighting whereas a “necessities” index 















It is not possible to construct a true cost of living index.









Changing housing methods would not take the CPI closer to a cost of living index.



would need weight changes only when the regimen no longer represented what society regarded as a minimum living standard.



The CPI cannot be a cost of living index except in very limited and specific cases.  This is so because we cannot model the changes in satisfaction that come from relative changes in income and price elasticity of items purchased. Further, at the practical level we can at best only approximate the continual updating of regimen weights that would be necessary.



There are a wide and diverse range of missing elements in a CPI that make it different from a cost of living index.  A simple change to the measurement of housing costs would be an illusory improvement in efforts to achieve a cost of living measure.















Appendix One - Comparison of International Practice

The New Zealand Uses of the Consumers Price Index



Like many countries, New Zealand uses the CPI as one element in fixing and monitoring the purchasing power of incomes.  This includes both market  determined salary and wages and government provided benefit incomes.



It is not unusual for an index of “underlying inflation” to be calculated as a subset of elements from the national CPI.  This has occurred in countries such as the UK, Australia , Canada, Sweden, Finland and  France.



In its use of an adjusted CPI as a target for monetary policy, New Zealand is “significantly more ambitious than elsewhere”�. No other country uses the CPI explicitly as the sole monetary policy monitoring variable.

United States of America



The USA originally designed a CPI for wage adjustment and subsequently it has been used for other purposes including limited use as a general measure of inflation.



In World War 1, a limited CPI was introduced for the express purpose of determining wage and clerical incomes.  Later this was extended to cover urban wage earners.



The CPI is now accepted as a deflator of wages and  retail expenditures and for sub components of the GDP.  It is used to adjust collective bargaining agreements, private and government wages and salaries and social welfare benefits, food stamp recipients, royalties, alimony and child support payments.



More recently the CPI has been used to adjust Federal Income Tax algorithms  to avoid “fiscal drag”.  In this respect, the USA has moved to using the CPI as a general measure of inflation rather than restricting the CPIs role to just household expenditure/ consumption.



The CPI is now  one consideration the US Federal Reserves uses in setting interest rates.  However, it is not a  formal target and not the sole measure of inflation considered.





United Kingdom 



As with the USA, the earliest consumer price indexes for the UK were produced with the intention of measuring the purchasing power of the income of wage earners.  The earliest indexes used a regimen based on the expenditure patterns of urban working class families.  Whilst called the  “cost of living index” it used fixed weights.



In 1947, the cost of living index was replaced by an Interim Retail Price Index and subsequently expanded.  The current Retail Price Index  (RPI) is a chain linked Laspeyres updated annually from a family expenditure survey. In addition to the RPI, the Central Statistical Office (CSO)  publishes an analytical series which include the RPI less mortgage interest and indirect taxes.

 

Economic policy in Britain in recent years has focused on achieving an explicit target for inflation.  The measure of inflation used is the Retail Price Index less mortgage interest.



Pressure has come from the UK Parliamentary Select Committee , Treasury and the Bank of England for a “better”  measure of inflation which would ideally: 



“Cover the whole economy, preferably be chain weighted, not be subject to significant revision and be timely and, if possible, monthly” 



“The CSO consultation with potential users confirmed considerable interest in the new index;  it was also clear that no single index would meet all users requirements for analysis of the inflation process and that the new Whole Economy Price Index (WEPI) would have to be based on a family of indices”



The UK considered several  approaches to the WEPI.  Their  conclusion is that the index should represent the National Accounts concept of  Total Domestic Expenditure (TDE).    This would include imports and exclude stock change and exports.  The main components of such an index will be consumer expenditure, gross fixed capital formation and government expenditure.



The 1994 UK Retail Price Index Advisory Committee reviewed the uses of the RPI.  The majority opinion was that the RPI’s primary used was as a measure of the cost of living.  Others saw the primary purpose as a measure of consumer inflation.  They also noted  “that the use of the RPI for inflation monitoring and for evaluation of policies to control inflation has been increasing in prominence in recent years”.



�Australia



The Australian Bureau of Statistics (ABS) has a similar concern to the United Kingdom and SNZ that the CPI  is being used inappropriately as a general measure of inflation.  In the UK, this view is supported by the monetary policy authorities. 



In Australia, the Federal Treasury and the Reserve Bank of Australia has expressed  a preference for the CPI less mortgage interest as an inflationary measure  for monetary policy purposes.   Whilst not written into a formal policy target they see this measure as having the credibility of the CPI.  They also argue that consumer prices represent the “end of the line” for price impacts. The argument being that investment goods price changes ultimately flow into consumer prices of goods and services.



The Australian Bureau of Statistics has done exploratory work on the constructions and methods that would be used for a Domestic Final Purchases Price Index.  They have identified the place of this and other indexes they have or could potentially produce in the context of an Inter Industry framework.



The ABS is also exploring methods of measuring “underlying inflation” using smoothing techniques, seasonal adjustment and removing some effects such as interest and indirect taxes.  This work is still in the exploratory stage and SNZ is watching their progress with interest.

Canada



As with the USA and the UK, the designed use of the Canadian Consumers Price Index was for  monitoring the purchasing power of incomes.  It continues to have this role.



Canada has had a price level stability as a main but not the sole  aspect of monetary policy since 1988.   Since  1991, it has had inflation target bands based on the CPI excluding food, energy and indirect taxes.



These have not been built into law but are generally accepted by both government and the central bank.

Summary of International Practice



It seems that among the countries which are conventionally used to compare New Zealand  statistics and economic policy there are the same two threads.  



In all cases the CPI started as a measure of the purchasing power of the income of wage and salary workers and has subsequently been used to monitor and determine social benefits.



There is a recognition that there is a need for a  measure of inflation suitable for monetary policy.   There is a consensus that the CPI is not fully suitable for this role and that interest charges need to be omitted. 



There is no consensus within or between countries on the extent to which an adjusted CPI can serve this role.  Each of the countries have on going work to examine alternatives although some monetary authorities favour retaining an adjusted CPI because of the credibility that this index has with the public.
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