
I never bought into the “Maestro” description of former Federal Reserve Chairman Alan
Greenspan. Mostly because of, well, the 1987 crash, the ’94 bond massacre, his ’96 “irrational
exuberance” speech, boosting the money supply before the nonexistent Y2K glitch, which
poured gasoline on the dot-com fire, lowering interest rates in the early 2000s to chase the
ghost of deflation and then not raising them fast enough to stave off the mortgage mania, which
led to the financial crisis and Great Recession. Other than that, Mrs. Lincoln . . .
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It turns out Mr. Greenspan was flying blind. The most important economic indicator, the
inflation rate, is flawed. Don’t take my word for it. In an interview at Wharton last month, Mr.
Greenspan noted: “We have a problem with measuring inflation.” He’s right. April’s 12-month
consumer-price index came out Friday at 2%—and it’s wrong.

There’s a simmering controversy over which measure of inflation is best: the CPI, the GDP
deflator, the chain-weighted CPI, or even the trendy personal-consumption expenditures index
—each of which typically shows an inflation number within 0.3 percentage point of the others.
Choosing the right inflation number is vital because it’s used everywhere: cost-of-living
adjustments for wages, the Fed’s interest-rate decisions, and tracking wages over time to
determine, for example, how the middle class is doing. Inflation is really important. Get it
wrong and you’ve blindfolded every economist.

I’m convinced that all of the common measures overshoot by at least 2 percentage points, and
maybe even 5 or more. That’s because of the flaw in the Bureau of Labor Statistics’ hedonic
adjustment, which totally misses the way the cost of technology declines over time. As we
noted a year ago, “by the time the BLS puts something new in the CPI basket, it’s already cheap,
so it misses the massive human-replacement price decline.” Google Lens on a $35 phone, for
example, can now translate and read aloud signs in 14 languages. Does the BLS capture the
costs that technology saves compared with the services of human translators?

Mr. Greenspan is no tech fanboy. He told “60 Minutes” he writes longhand with pen on paper
while sitting in his bathtub. But he acknowledges the impact of technology on prices. “Because
products are continuously changing,” he said in last month’s interview, “when new products go
on the market, they come in at relatively high prices. Henry Ford’s Model T came in at a very
high price, and the price went down as technology improved. You didn’t start to pick up the
price level until well into that declining phase.”

Mr. Greenspan continued: “So there is a bias in the statistic. You’re getting statistics which are
not correct.” Pretty heady stuff from the former Fed head. He also thinks reported inflation is
way off: “If you had a 2% inflation rate as currently measured, it’s the equivalent of zero for
actually what consumers are buying.”

Wow—quite a claim. I still think he’s underestimating, but let’s say he’s right and assume BLS is
currently overstating inflation by 2 points. Let’s also assume that the flaw started 30 years ago,
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when we lived in the era of brick-size cellphones, standard-definition TV, 2,400-bit-per-second
modems, Game Boys and paper airline tickets. And, horrors, no Google Maps—yes, my
generation really roughed it.

Going gradually from zero change in 1989 to 2 points less inflation today would yield a 2019 U.S.
economy of about $26 trillion—nearly a third larger than the $20 trillion official numbers
calculate. That would set gross domestic product per capita at $82,000. And it’d mean there
was no productivity slump, or middle-class wage stagnation. The list goes on because inflation
touches everything, yet we can’t seem to get an accurate figure.

The confusion continues. During a March press conference, Fed Chairman Jerome Powell said
of low inflation, “It’s one of the major challenges of our time, really, to have inflation—you
know, downward pressure on inflation.” An analytical challenge, yes, but that downward
pressure is a positive feature of a productive technology-driven economy. This month Mr.
Powell said of low inflation, “We suspect that some transitory factors may be at work.” He’s
also flying blind—Mr. Powell needs to powwow with the Maestro.

Mr. Greenspan’s “bias in the statistic” is my new favorite saying. Its implications are stunning.
Maybe negative interest rates aren’t uncalled for. Maybe that frothy stock market is reflecting
the real value of the economy, not the flawed government-data version. Maybe price-to-
earnings multiples aren’t all that high. Maybe debt to GDP isn’t so alarming. Maybe worker
productivity is setting new records rather than muddling along. Maybe all the recent initial
public offerings are cheap (nah!). And maybe we should view government data with a skeptical
eye.
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