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Abstract

In this paper, we construct a seasonally-adjusted price index for prepackaged
software using detailed and comprehensive scanner data. We document a large
sales surge over the winter-holiday and argue that its root cause is consumer het-
erogeneity. Because the standard, Mudgett-Stone, price index approach does not
account for this type of consumer heterogeneity, we introduce a novel approach
for constructing a cost-of-living price index which explicitly accounts for consumer
heterogeneity. Using this index, we find that constant-quality software prices de-
clined at an average 16.8 percent at an annual rate over our sample period of 1997
to 2003. To demonstrate the importance of properly accounting for heterogene-
ity, we compare the Mudgett-Stone and our proposed index and find substantial
differences in the estimates of constant-quality price decline.
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