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With this fall's continued price up
surge, the wholesale price index 
(WPI) has risen at a 35-percent 
annual rate since midyear. Does 
that mean that the prices of things 
closest to home will rise as steeply? 
Not at all, although the aggregation 
of price changes in the WPI can 
furnish some clues about the future 
course of commodity prices in the 
consumer index (CPI). The Council 
of Economic Advisers highlighted 
some of these clues in a recent 
report to the Congressional Joint 
Economic Committee. But at the 
same time, the Council underlined 
the weakness of all currently used 
indexes as precise measures of 
inflation.

The major components of the WPI 
are 1) farm products and pro
cessed foods and feeds, and 2) 
industrial commodities. Each com
ponent in turn contains three kinds 
of items— crude (unprocessed) 
materials, semi-processed items 
made from crude materials, and 
finished goods made from both. As 
price increases are generated in the 
crude sector and then transmitted 
to the intermediate and finished- 
goods sectors, the increases of all 
three kinds of items are added to
gether in the index.

Double counting
This procedure leads to double or 
even triple counting in the WPI.
For example, a rise in iron-ore prices 
tends to increase steel prices, which 
in turn leads to higher auto prices. 
But only the higher auto prices will 1
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affect the finished-goods index, 
not the sum of the higher iron ore, 
steel and auto prices. An overstate
ment of the basic price movement 
thus could occur if a price increase 
occurs at the first stage of process
ing and is then added again at 
every later stage. And so it happens 
that each of the major components 
of the WPI generally shows a greater 
overall change than the finished- 
goods subcomponent or its cor
responding item in the CPI.

These differences have been striking 
throughout the double-digit infla
tion of the past several years, but 
especially this year. Wholesale 
prices in the broad farm, food and 
feed category soared at a 59-per
cent annual rate in the third quarter 
of 1974, whereas the WPI con
sumer-foods category rose at a 
29-percent rate. In the same 
fashion, the broad industrial-com
modity category rose at a 28-per
cent annual rate in the third quarter, 
whereas the related finished-goods 
category (nonfood consumer fin
ished goods) showed a smaller 
increase of 18Vi percent. Hence, 
to obtain a clue as to the future 
movement of consumer prices, we 
should look at the final stage of 
processing in the WPI— not the 
overall index.

Wrong weights
Another important factor compli
cating price analysis is the outdated 
nature of the weights used in the 
construction of both the CPI and 
the WPI. The information about CPI
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weights was derived mostly from a 
survey of consumer expenditures 
conducted in the 1960-61 period. 
Thus, with changing consumer 
spending patterns, the weight im
plied in the relative importance of 
food in the CPI marketbasket was 
probably overstated by 5 per
centage points or so in 1973, accord
ing to estimates of the Council of 
Economic Advisers. The published 
increases for 1973 were 8.8 percent 
for the total CPI and 20.1 percent 
for the food component. But if the 
weights were changed inside the 
index to-re#eet the decreased iirr- 
portance of food and the growing 
importance of other items, the rise 
in the overall index would have 
been just 8.1 percent instead of the 
published 8.8 percent. The average 
worker might feel psychologically 
poorer because of the overstate
ment of the price increase, but he 
should be consoled by the extra rise 
in escalator wage payments arising 
from the same factor.

Yet even where current weights 
are employed, problems can arise.
In both the short run and the long 
run, consumers and producers 
adjust their purchases to obtain the 
most satisfaction or input for the 
least cost. These substitutions in 
response to relative price changes 
—such as rapid increases in the 
prices of food and fuels—tend to 
cause fixed-weighted indexes such

as the CPI and the WPI to overstate 
what "true" cost-of-living or cost- 
of-production indexes would 
show.

Questionable quality
Another important problem is the 
inability to measure quality changes 
adequately in the items being 
priced. Some economists argue 
that the improved performance of 
such products as autos and house
hold appliances does not show up 
in the indexes. For instance, Pro
fessor Robert Gordon concludes, on 
the basis of a study of Sears Roebuck 
catalogues, that prices of household 
durable goods actually declined 10 
percent over the 1947-70 period 
despite a near-doubling of the of
ficial indexes during that time span. 
On the other hand, the deterioration 
in the quality of personal services 
and other items may not be meas
ured adequately either.

The WPI is biased in different di
rections, depending on the stage 
of the business cycle, by its use of 
list prices rather than transaction 
prices. In stable or recession 
periods, the WPI tends to overstate 
prices by relying on list quotations. 
But in periods such as the early 
1970's, when markets tighten or 
become controlled, the WPI under
states the rate of inflation because 
of disappearing discounts and hid
den price rises. In today's sluggish 
economy, overstatement may again 
occur. In time, this deficiency 
may be overcome through im
proved data collection, especially
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at point of sale. Recently, improve
ments have been made by the intro
duction into the index of realized 
prices for refined petroleum pro
ducts, aluminum ingots and some 
industrial chemicals.

Inadequate data
The analysis of inflation suffers also 
from the lack of price data for all 
economic sectors. In the WPI, there 
are gaps in information about prices 
paid by final purchasers, especially 
governments and private plant-and- 
equipment purchasers, and even 
less is known about prices paid by 
intermediate purchasers. The WPI 
covers only agriculture, mining and 
manufacturing— and not all of the 
latter. Adequate information is lack
ing on imports, transportation and 
communication rates, commercial 
rents and prices of other business 
services. In fact, data are collected 
for only about one-fifth of the more 
than 700 industries making up the 
economy.

The consumer index covers only 
about 55 percent of the total 
population, so to compensate for 
that lack of coverage, the Labor De
partment in its current revision is 
planning to expand coverage to 
some 80 percent of the total. This 
full-scale revision, the eighth in the 
50-year history of the CPI, has been 
underway for several years and is 
scheduled for completion by early 
1977. But the proposed new index 
has come under attack because it 
would measure not only the pur
chases of urban workers, but

also the purchases of other occupa
tional groups at the upper and lower 
ends of the income scale. Union 
spokesmen argue that broadening 
the base would blur the differences 
among the marketbaskets of various 
income and occupational groups. 
The issue is important because 
every 1-percent rise in the CPI 
means an automatic flow of about 
$1 billion in benefits to some 50 
million persons now covered by 
cost-of-living adjustments.

The task of analyzing inflation is 
made difficult by all the problems 
of index construction noted above, 
but that task is also complicated by 
the common belief that increases in 
certain price categories— such as 
food and fuels— are the actual 
causes of the overall price upsurge. 
We must distinguish between ques
tions of relative and absolute price 
adjustment. Relative price increases 
are a micro-economic phenomenon 
involving scarcities of certain prod
ucts in relation to others. (No mat
ter what, food and fuel prices 
would have risen this past year.)
But a rise in overall prices is a 
macro-economic phenomenon, 
reflecting a situation of excess ag
gregate demand in relation to the 
nation's (and the world's) produc
tive capacity. Holding down the 
price indexes is fundamentally a 
problem of curbing aggregate 
demand.

William Burke
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BANKING DATA—TWELFTH FEDERAL RESERVE DISTRICT
(Dollar amounts in millions)

Selected Assets and Liabilities 
Large Commercial Banks

Amount Change Change from
Outstanding from year ago

10/30/74 10/23/74 Dollar Percent

Loans (gross) adjusted and investments* 83,301 + 135 + 7,222 + 9.49
Loans gross adjusted— 66,704 + 5 + 8,579 + 14.76

Securities loans 1,507 + 388 + 350 + 30.25
Commercial and industrial 24,158 — 53 + 4,015 + 19.93
Real estate 19,961 — 16 + 2,074 + 11.60
Consumer instalment 9,757 + 27 + 817 + 9.14

U.S. Treasury securities 4,177 + 31 -1,350 - 24.43
Other Securities 12,420 + 99 -  7 — 0.06

Deposits (less cash items)— total* 80,475 4- 94 + 6,017 + 8.08
Demand deposits adjusted 22,853 + 208 + 487 + 2.18
U.S. Government deposits 248 — 59 -  436 — 63.74
Time deposits— total* 55,869 - 293 + 5,748 + 11.47

Savings 17,943 - 27 + 279 + 1.58
Other time I.P.C. 28,503 — 155 + 5,442 + 23.60
State and political subdivisions 6,047 — 63 -  47 — 0.77
(Large negotiable CD's) 15,057 — 97 + 3,679 + 32.33

Weekly Averages Week ended Week ended Comparable
of Daily Figures 10/30/74 10/23/74 year-ago period

Member Bank Reserve Position
Excess Reserves 6 -  2 77
Borrowings 286 51 90
Net free ( + ) / Net borrowed ( —) -280 -  53 -  13
Federal Funds— Seven Large Banks
Interbank Federal fund transactions 

Net purchases ( + ) / Net sales ( —) + 718 + 918 -303
Transactions: U.S. securities dealers 

Net loans ( + ) / Net borrowings ( —) + 722 + 770 + 83

* Includes items not shown separately.

Information on this and other publications can be obtained by calling or writing the 
Administrative Services Department, Federal Reserve Bank of San Francisco, P.O. Box 7702, 
San Francisco, California 94120. Phone (415) 397-1137.
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