THE CPI AND INDEXED LEASES:

A NEW DAWN?

by Mark ). Shrader and Paul R. Goebel

With the advent of high and extremely variable rates
of inflation in the US. economy, indexed leases have
become increasingly more attractive for the protection
of both the lessee and lessor. Such leases are tied to
some index of inflation with periodic rate adjustments
made accordingly.
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One of the most popular and widely referenced measures
of inflation at this time is the Consumer Price Index (CPI).
Lease escalation tied to the CPI has been recommended as
a valid technique in protecting the lessor's and lessee’s inter-
est in a long-term lease.’ However, due to criticism
about the ability of the CPI to measure inflation accu-
rately, the “all-urban” CPl index has been revised by
the Bureau of Labor Statistics (BLS) as of January 1983.

The all-urban CPI represents the purchases of about 80
percent of the population; the “workers’” CPI, to which
most wage escalation is tied, will not incorporate the
same change until 1985. The basic revision involves the
homeownership component of the CPl which has
tended, for various reasons, to overstate inflation for
the past several years. The revised index uses market
rents to supplant the old method of calculating
homeownership costs—house prices, interest payments,
insurance, taxes, and repairs.

The concept of lease indexation has been around for
some time. The major feature of this technique is to
protect the real value of a landlord’s return against infla-
tion. When a lease allows escalation of rents for such
things as operating costs related to fuel and taxes, a
“partial” indexation to the CPl may prove beneficial to
provide an add-on to escalations. The arrangement of a
partial CPI clause with a pass-through of operating and
tax cost increases has become quite common. The
degree of CPI indexation can be negotiated by the
lessor and lessee relative to their bargaining strength.
The question arising from the CPI change is: Will this
new CPl be an accurate reflection of actual price in-
creases in the economy and thus be appropriate for
rental rate adjustments in multiyear indexed or partial
indexed leases?

To answer this question, some of the major problems
associated with the old CPI are cited, followed by an
explanation of the revised CPI. Finally, several alterna-
tives to the CPI are offered, which may be more ap-
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propriate gauges of inflation and thus better suited to
indexed lease rent escalations. Specifically, the need for
a localized measure of inflation is pointed out for a fair
evaluation of rental adjustments.

The “Old” CPI

The CPI uses a fixed-market basket of goods and ser-
vices to measure average price changes over time. It is
designed to measure inflation on a national scale. As
such, prices for food, shelter, energy and other goods
and services are collected in 85 urban areas throughout
the country. The index is constructed using a weighted
average of all prices collected. The actual weights were
derived in a governmental survey on consumer expendi-
tures in the 1970 to 1971 period and are changed to a
relative weight according to relative price changes
among items.* Separate indexes are also calculated for
four major regions and 28 local areas. '

The main criticism of the CPI is that it does not accu-
rately measure inflation, that is, losses in purchasing
power of the dollar. Two reasons most often advanced
for this inaccurate measurement are: 1) The CPl does
not allow fully for substitution of comparable goods
when the price of one rises faster than the other?
which is a problem common to any Llaspeyres type
index such as the CPI,” and therefore, it is not of major
concern here; 2) The homeownership portion of the
old CPI has overstated for a variety of reasons the true
inflationary rate of the late 1970s and early 1980s.

The homeownership portion of the old CPI consisted
of the cost of homes purchased, interest payments,
taxes, insurance, and repairs. Again, the weights in-
volved were determined in the early 1970s period
when approximately six percent of all households pur-
chased houses. However, the relative weights have in-
creased dramatically. By December 1981, the home-
ownership component accounted for over 26 percent
of the relative weights of the entire index,” and was by
far the most important component of the old CPL. In
fact, due to increasing house prices and interest rates,
it is estimated that this portion alone accounted for a
third of the increase in the CPI for the period 1979 to
19817

One problem with the old method for calculating the
homeownership component of the index is that capital
gains or price appreciation accruing to homeowners
was not taken into account.” If houses do appreciate in
price, this tends to lower the effective cost of the
house over the period of ownership. In other words,
houses are purchased to provide shelter and as an in-
vestment. The CPl measures only the costs of the shel-
ter and does not consider the benefits of investment.

The omission of price appreciation was not the only
factor that caused the homeownership component to
overstate inflation. The deductibility of interest in mort-
gage payments was also not considered.” Again, if the
tax shelter effect were taken into account, the effective
cost of homeownership would decline.
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It is important to note the difficulties involved in es-
timating the costs of homeownership. The benefits de-
rived from both the investment in the house and the
tax shelter are neither constant for individual home-
owners nor over a period of time. Efforts to measure
user costs for shelter have been attempted by both the
BLS™ and others."” However, most of these experimental
measurements have been found to be extremely com-
plex and costly, and thus not suitable as inputs into
the CPI.

Other criticisms of the way in which homeownership
costs are measured exist. While not necessarily address-
ing the overstatement of inflation, they do call into
question the reliability of the homeownership compo-
nent to measure costs accurately.

One criticism is that the old CPI used the interest cost
that accrues during the first half of the life of the mort-
gage as a current expenditure. The reasoning behind
this was that the average house is supposedly sold and
refinanced with a new mortgage approximately halfway
through maturity.’” From an intuitive perspective, it
seems inappropriate to consider these interest payments
as a current expenditure since they are extended over
the life of the mortgage. The selection of the first half
of the interest payments was somewhat arbitrary, too.

The index has also been criticized for using a con-
strained sample. Only FHA mortgages were utilized in
constructing the CPl input. Due to FHA restrictions,
many newer, more expensive homes were deleted
from the sample. It is questionable as to whether the
FHA sample is truly indicative of the general changes in
home costs over time.” But the shortcomings of the
old CPI housing component have been recognized, and
a change in this component became effective in January
1983.

Revised CPI

Due to the problems identified in the previous section,
the BLS has revised its measure of homeownership
costs. The old method involved the costs associated
with owning a home. The revised measure is referred
to as a rental equivalence approach. The basic distinc-
tion is that the rental equivalence approach measures
the cost of purchasing shelter rather than the costs as-
sociated with purchasing a house or asset.

The sample is not limited to individuals who rent hous-
ing; in actuality, it excludes them and consists of fami-
lies who owned homes in the base period. The prices
used to compute the index will be implied rents or
what it would cost the homeowner to rent a house
similar to the one he or she owned. The weights come
from the early 1970s survey period and will decrease
the homeownership component to about 14 percent of
the index, as compared to the current 26 percent.

As previously discussed, the old CPl index probably
overstated inflation, especially during the period of
1979 to 1981. This was due mainly to rising home
prices and mortgage interest rates and the inability of
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the index to properly measure effective housing costs.
The question still remains as to how well the revised
index will perform. There is still some debate as to how
well rental costs approximate homeownership costs. A
comparison of the two indexes shown in Table 1 indi-
cates that the revised index showed lower inflation
rates for the period 1977 to 1981. However, for 1982,
the revised index showed a greater rate of inflation
than the old index,”” probably caused by a levelling off
of house prices while rental prices continued to climb.

TABLE 1
Comparison of Old and Revised
Consumer Price Indexes"

“All-Urban” Revised

CPI CPl
1970 55 45
1971 34 3.5
1972 34 33
1973 8.8 8.5
1974 12.2 T1:1
1975 7.0 6.6
1976 48 5:1
1977 6.8 6.3
1978 9.0 7.9
1979 133 10.8
1980 12.4 10.8
1981 89 8.5
1982 39 5.0

All indexes based on December to December changes, where
Revised CPI is the X1 experimental measure calculated by the BLS

It is not possible to determine which CPl index will
have higher inflation rates in the future, since this
depends on the behavior of the relative prices of the
items in each index. It is conceivable that the revised
CPI index will indicate higher inflation than the old CPI
index. The decrease in the homeownership component
of the revised index is compensated for by increased
weights of food, energy, and other goods and services,
which could well increase in the future while housing
costs and mortgage rates decrease or level off. Howev-
er, this would not necessarily indicate that the old
index is better than the revised index. The purpose of
the revision is to provide a more accurate index of infla-
tion. While the rental equivalence approach might not
be a perfect solution, it seems to be a viable alternative
in that it eliminates some of the discrepancies discussed
previously.

A Comparison Of Alternative Indexes

The annual percentage changes in selected local CPls
for the 1970 to 1982 period are compared in Table 2
which includes the old CPI, and local CPIs for Atlanta,
Houston, and Pittsburgh. It is interesting to note the
wide divergence among the indexes over the thirteen-
year period, suggesting that inflation impacts separate
areas of the country at different times and with varying
magnitudes.'® This could explain some of the skepticism
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surrounding the CPI. Consider the 1979 to 1980 period.
The old CPI dropped from a high of 13.3 percent to a
12.4 percent change in inflation. However, the rates for
both Atlanta and Pittsburgh increased to highs of 15.7
percent and 14.3 percent respectively in 1980. Individu-
als and firms in areas such as these would find it hard
to believe that inflation dropped in 1980 while this was
the very year that localized inflation increases reached
their highest point.

The CPI cannot be criticized as a measure of national
inflation. Indeed, the revised CPI should provide a rela-
tively good measure of inflation on a nationwide basis,
which is its intended purpose. But it is likely that the
CPI has been relied on too heavily, and is thus misused
for some purposes.

One of these could well be the indexed lease. Between
two different metropolitan areas, there are two areas of
divergence. The first is the base level of rent. In one
particular year, commercial office space, for instance,
could lease for $10 per square foot in one area and
$15 per square foot in another. There may also be a dif-
ferent rate at which these rents should be escalated, as
seen in Table 2.

TABLE 2
Comparison of Regional Indexes’
“All-Urban” Atlanta Houston Pittsburgh

CPI CPI CPI CPI
1970 5.5 55 43 6.0
1971 3.4 34 33 34
1972 34 34 3.2 3.2
1973 8.8 8.8 9.4 9.5
1974 T2 12.2 14.6 10.8
1975 7.0 6.6 8.1 6.3
1976 48 3.5 6.6 5.4
1977 6.8 74 6.9 6.9
1978 9.0 7.8 128 120
1979 133 12.3 13.2 .7
1980 124 15.7 10.5 14.3
1981 89 93 10.2 7.6
1982 39 4.8 5.8 6.8

All indexes based on December to December changes, except 1970
to 1976 regional indexes for Houston and Pittsburgh which are based
on January to January changes.

Therefore, for a fair multiyear lease, protecting both the
lessor and lessee, an indexed lease tied to a local mea-
sure of inflation would seem appropriate. In some areas
a local CPI should be considered if it is available. Firms
or Chambers of Commerce in some cities across the
U.S. are constructing their own cost-of-living indexes."
While the breadth and quality of these local measures
may not be quite so great as the CPI, they certainly
should be considered as an alternative for indexed
leases.

Conclusion

While CPI escalation clauses have been appropriate for
long-term real estate leases, the recent revision in the
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CPI housing component raises the question of contin-
ued relevance. This paper suggests that the revised CPI
will still be a relevant index on which to base a multi-
year index lease. But it may be to the lessor's and
lessee’s advantage to investigate tying this lease to a re-
gional index compiled by the BLS, or better yet, possibly
tying the lease to a locally compiled index. Obviously,
both parties to the lease must agree to, and be com-
fortable with, the index used.
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