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7.22: The Consumer Price Index

Learning Objectives
e Use the Consumer Price Index (CPI) to calculate U.S. inflation rates

Now that we understand the mechanics of price indices and inflation rates, let’s look at the most commonly used price indices in
the real world. In this section we will discuss the consumer price index. In subsequent sections we will examine the GDP deflator,
the producer price index and others.

The most well known price index in the United States is the Consumer Price Index (CPI). When the rate of inflation is announced
in the media, that rate is usually the percent change in the CPI. The CPI is calculated by government statisticians at the U.S. Bureau
of Labor Statistics based on the prices in a fixed basket of goods and services that represents the purchases of the average family of
four.

HOW DO U.S. GOVERNMENT STATISTICIANS MEASURE THE CONSUMER PRICE INDEX?

When the U.S. Bureau of Labor Statistics (BLS) calculates the Consumer Price Index, the first task is to decide on a basket of
goods that is representative of the purchases of the average household. This is done by using the Consumer Expenditure Survey, a
national survey of about 7,000 households, which provides detailed information on spending habits. Consumer expenditures are
broken up into eight major groups, which in turn are broken up into more than 200 individual item categories. The BLS currently
uses 1982-1984 as the base period.

The Eight Major Categories in the Consumer Price Index

1. Food and beverages (breakfast cereal, milk, coffee, chicken, wine, full-service meals, and snacks)

2. Housing (renter’s cost of housing, homeowner’s cost of housing, fuel oil, bedroom furniture)

3. Apparel (men’s shirts and sweaters, women’s dresses, jewelry)

4. Transportation (new vehicles, airline fares, gasoline, motor vehicle insurance)

5. Medical care (prescription drugs and medical supplies, physicians’ services, eyeglasses and eye care, hospital services)
6. Recreation (televisions, cable television, pets and pet products, sports equipment, admissions)

7. Education and communication (college tuition, postage, telephone services, computer software and accessories)

8. Other goods and services (tobacco and smoking products, haircuts and other personal services, funeral expenses)

For each of the 200 individual expenditure items, the BLS chooses several hundred very specific examples of that item and looks at
the prices of those examples. So, in figuring out the “breakfast cereal” item under the overall category of “foods and beverages,”
the BLS picks several hundred examples of breakfast cereal. One example might be the price of a 24-0z. box of a particular brand
of cereal sold at a particular store. The specific products and sizes and stores chosen are statistically selected to reflect what people
buy and where they shop. The basket of goods in the Consumer Price Index thus consists of about 80,000 products; that is, several
hundred specific products in over 200 broad-item categories. About one-quarter of these 80,000 specific products are rotated out of
the sample each year, and replaced with a different set of products.

The next step is to collect data on prices. Data collectors visit or call about 23,000 stores in 87 urban areas all over the United
States every month to collect prices on these 80,000 specific products. A survey of 50,000 landlords or tenants is also carried out to
collect information about rents. The Consumer Price Index is then calculated by taking the 80,000 prices of individual products and
combining them, using weights (as shown in Figure 1) determined by the quantities of these products that people buy and allowing
for factors like substitution between goods and quality improvements, into price indices for the 200 or so overall items. Then, the
price indices for the 200 items are combined into an overall Consumer Price Index.
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Figure 1. The Weighting of CPI Components. Of the eight categories used to generate the Consumer Price
Index, housing is the highest at 41%. The next highest category, transportation at 16.8%, is less than half the size
of housing. Other goods and services, and apparel, are the lowest at 3.4% and 3.6%, respectively. (Source:
www.bls.gov/cpi)

Application: How Changes in the Cost of Living are Measured

Price indices are often used to measure the cost of living. Suppose you have just graduated from college and you are offered a job
in San Francisco at a starting salary of $75,000 per year. That sounds fantastic, but since you’ve studied macroeconomics, you
understand that what matters is not your nominal salary, but rather your real income, the purchasing power of your salary adjusted
for the cost of living. Computing your real income is straightforward if you have a price index for goods and services you would
spend your paycheck on if you lived in San Francisco. As we showed in the last module when solving for real GDP, real
measurements are nominal measurements divided by the appropriate price index.

R\text(Real Income}=\frac{\text{Nominal Income} }{\text{ Price Index}}
What price index should you use? While the BLS reports a generic (nationwide) CPI, it also publishes Consumer Price Indices for
major regions of the country and also for major metropolitan areas, including San Francisco. The CPI for the San Francisco area
would be the best price index for figuring out the real purchasing power of a salary in that city.
Try It
https://assessments.lumenlearning.co...sessments/7497

https://assessments.lumenlearning.co...sessments/7498

Watch It

Recall that we can solve for the rate of inflation by calculating the percentage change in the consumer price index over a percentage
of time:

mdisplaystyle\frac((\text{Level in new year}-\text{Level in previous year})}{\text{Level in previous year} }=\text{ Percentage change}

In this video, you’ll see an example of the consumer price index from the FRED database. If we look at data from 1973, the CPI
was 44.425. In 1974, the average price of the CPI basket rose to 49.317. So what is the rate of inflation?

Q"\displaystyle\frac {(49.317-44.425)}{44.425}\times100=11.01%
An interactive or media element has been excluded from this version of the text. You can view it online here:
http://pb.libretexts.org/mlum/?p=325
glossary

[glossary-page][glossary-term]Consumer Price Index: [/glossary-term]

[glossary-definition]the average price of the goods and services typically purchased by urban consumers[/glossary-definition]
[/glossary-page]
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e How to Measure Changes in the Cost of Living. Authored by: OpenStax College. Provided by: Rice University. Located at:
https://cnx.org/contents/VEmOH-_p@4.44:ng2sfnJY @5/How-to-Measure-Changes-in-the-. License: CC BY: Attribution.
License Terms: Download for free at http://cnx.org/contents/bc498e1f-efe...69ad09a82@4.44

All rights reserved content

e Measuring Inflation. Provided by: Marginal Revolution University. Located at: https://www.youtube.com/watch?
v=0jJKjgE3qfE&list=PL-uRhZ_p-BM52EbMGINR1ZfGOtEvexE4u&index=45. License: Other. License Terms: Standard
YouTube License

7.22: The Consumer Price Index is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.
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