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CONSUMER PRICE INDEX

MONDAY, MARCH 13, 1995

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:30 a.m,, in
room SD-215, Dirksen Senate Office Building, Hon. Bob Packwood
(chairman of the committee) presiding.

Also present: Senators Moynihan, Graham, Chafee, Grassley,
and Simpson.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.

We are considering today what is perhaps a more important sub-
ject fiscally than almost anything else we will consider this year.
I think, in the public’s mind yet, it has had relatively little notice.
This is the Consumer Price Index and the effect that it can have
on our policy.

To put it in perspective, just a change of one-half of one percent,
if it were to be lowered one-half of one percent, is the difference
;zn revenues to the Federal Government of about $122 billion over

years.

In fairness, I should say some of it is increased revenues because
you are not pushed quite into higher income tax brackets and,
therefore, you pay a bit more in taxes, but the bulk of it is in pay-
ments that the Federal Government makes to all programs that
are indexed. As I say, that is just one-half of 1 percent. Anything
larger than that compounds not arithmetically, but geometrically.
The saving: hecome even significantly greater.

So, the hearing is very, very important, and I am delighted to
have Alan Greenspan today. When he came in I asked him if this
was his 19th appearance in 3 weeks before Congressional commit-
tees, z'a.’nd he said, have you counted? I said, no. He said he thinks
it is 17.

I was beginning to wonder if you had any job, Mr. Greenspan,
other than as a professional witness before Congress. From time to
time I do read your name in some other capacity, but I am de-
lighted you have been very, very willing to appear whenever we
have asked you. I thank you again for coming.

The Chairman of the Federal Reserve Board, Alan GGreenspan.

18]
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STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, BOARD
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, WASH-
INGTON, DC

Dr. GREENSPAN. Thank you very much, Mr. Chairman. I am
pleased to appear today to address some of the issues surrounding
{;}lg adjustment of Federal programs for movements in the cost of
iving.

Fo% the current fiscal year, roughly 30 percent of total Federal
outlays are indexed to movements in consumer prices, with Social
Security, SSI, veterans’ pensions, military retirement, and civilian

ensions counting for the bulk of this spending. On the tax side,
indexation is largely confined to the individual income tax, which
accounts for about 45 percent of Federal revenues.

Congress explicitly intended, in enacting the indexation of these
spending and tax programs, to insulate those affected individuals
from the consequences of increases in the cost of living.

The vehicle chosen for making these adjustments was the
Consumer Price Index and the issue at hand is whether that price
index is appropriate for the task. If it is not, there are significant
implications for the budget deficit and there is the potential for
considerable unintended transfers of wealth.

As I noted in testimony earlier this year, if annual inflation ad-
justments to indexed (Frograms and taxes were reduced by, say, 1
percentage point—and making the admittedly strong assumption
that there are no other changes in the economy—the annual level
of the deficit would be lower by about $55 billion after 5 years, in-
cluding the effects of lower debt levels.

The cumulative deficit reduction over this period would be nearly
$150 billion, and these savings would continue to grow in subse-
quent years, as you, Mr. Chairman, indicated.

The CHAIRMAN. Just if I may interrupt you for a moment. The
interesting difference between 1 percent and a half a percent, is
that in 1 percent the savings are just immensely greater in a rel-
atively short period of time.

Dr. GREENSPAN. Yes. They are linear in the sense that they accu-
mulate. I think that the point that you made, Mr. Chairman, that
it is a wedge which continues to grow, is a really terribly important
issue with the subsequent 5 years and thereafter.

The CHAIRMAN. That is correct.

Dr. GREENSPAN. Mr. Chairman, I believe the evidence suggests
that some adjustment to our indexing procedures is warranted. I
am certain that many of the technical details will be elaborated in
your discussions later this morning, but let me briefly outline some
of the conceptual issues.

To begin, a review of the legislative history surrounding index-
ation does not reveal a full appreciation for the important distinc-
tion between the CPI and the true measure of the cost of living.
The CPI is constructed to measure price changes for a fixed market
basket of goods and services. At present, that market basket—at
least at the higher levels of aggregation—is fixed to spending pat-
terns that prevailed in 1982 to 1984.

Changes in a ﬁxed-weiiilt price index such as the CPI tend to
form an upper bound to changes in the true cost of living, even if
all of the individual prices used in the index are measured without
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error. The reason is that the use of fixed weights is appropriate
only if there is no possibility for consumers to offset any oF the con-
sequences of increased prices for some goods by substituting others
which have not risen. ile the degree of subst,itutabilit{l among
products may be open to question, it 1s undeniable that such substi-
tution does, indeed, occur.

Other technical aspects of the construction of the CPI also sug-

est it may overstate cost-of-living changes. Researchers at the

LS have found that an interaction between the use of fixed
weights at the most disaggregated level and the manner in which
new samples of retail outlets are linked into the index may be re-
sulting in an overstatement of price increases.

In January, the Bureau of Labor Statistics implemented proce-
dures that should alleviate the so-called “sample rotation bias” at

ocery stores, but the Eroblem likely remains for other categories.

ore generally, the BLS is experimenting with a geometric
weiglhting scheme that offers broader relief from this technical
problem.

Over the postwar period, there has been a marked tendency for
consumers to shift purchases from high-priced full-service stores to
lower-priced discount retailers. The BLS uses surveys of consumer
buying patterns to keep abreast of these developments. On the
basis of these surveys, a new sample of retail outlets is drawn for
roughly one-fifth of U.S. cities each year. Thus with some lag, inno-
vations in retailing are captured in the CPI. However, at the time
when new outlets are rotated into the sample, if prices are found
to be lower at the new establishments than at those being rotated
out of the sample, the differential is, in effect, attributed to lower
quality rather than to lower prices. N

Even granting that the quality of service and ambience may dif-
fer between new and old outlets, presumably some of the shift in
shopping patterns reflects the fact that consumers can purchase
the same goods at lower prices. Consequently, some of the price de-
clines associated with the growing importance of discount retailers
may not be fully captured by our statistics.

In sum, the fixed-weight nature of the CPI and other aspects of
its construction point in the direction of an overstatement of in-
creases in the cost of living. Even if this upward bias were only a
fraction of a percentage point per year, the relentless compounding
of such a discrepancy ultimately would have budgetary con-
sequences meriting serious attention.

There are, however, reasons for suspecting that weighting and
construction are not the only factors leading the CPI to overstate
changes in the cost of living. A more difficult, but no less impor-
tant, issue concerns making adequate adjustment for the improve-
ment in the quality of goods and services over time.

I would note that the BLS does make adjustments for quality
changes in the CPI. What is at issue is whether the implemented
g:ocedures, or for that matter any practical procedures that could

established in the foreseeable future, can be expected to account
fully for quality changes across the vast array of goods and services
available in our economy.

In many res&ects, the issue of price measurement has as its mir-
ror image the fundamental problem of defining with precision what
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is a unit of output. If this conundrum could be resolved, not only
would we have more accurate price measures, but we would have
correspondingly better measures of output and productivity.

But defining a unit of output is an exceptionally difficult task
when the characteristics of products and services are changing rap-
idly and along many dimensions. Under these circumstances, dis-
entanglini price change from quality improvement presents a for-
midable challenge.

Nowhere are these challenges more acute than in the area of
medical care. What is the appropriate unit of output? Should one
price procedures, treatments, or cures? Should the comfort or satis-
faction of the patient be accounted for in price measurement? The
past century has witnessed astonishing improvements in medical
care. Cures and preventive treatments have become available for
previously untreatable diseases. Medical advances have also led to
new treatments that are more effective and that have increased the
speed and comfort of recovery.

Technological innovations have been exceptionally rapid in the
medical field. A case study of CAT scanners documented the dra-
matic and swift improvements in quality that occurred after their
initial introduction in the early 1970s. Substantial gains were
made in scan time, resolution, and the speed of image reconstruc-
tion. These characteristics, in turn, have a direct bearing on the
comfort and convenience of the patient and the quality of the diag-
nosis provided by the doctor. Conventional price measures will al-
most surely miss much of this type of quality improvement because
of the enormous complexity involved in defining the output that is
being consumed and measuring the corresponding unit price of that
output.

Although medical care is perhaps the most striking example of
rapid—and difficult to measure—quality improvement, similar
problems occur across a broad range of goods and services. Re-
search has found that quality improvement may not be adequately
captured for goods and services ranging from complicated capital
equipment, to power tools, to consumer appliances, to the simple
consumption of household lighting.

To be sure there are offsets to unmeasured increases in quality,
the downward adjustment made to measured auto prices for the
cost of mandated pollution control devices is one example cited in
a recent CBO study. Although this equipment may provide a bene-
fit to society, the owner of the automobile likely captures little of
the direct benefits associated with his or her increase in outlays.

Other products may be made more poorly in ways that escape de-
tection in our price statistics. But given the perpetual advance of
knowledge and technology these cases are surely overwhelmed by
a tendency for the quality of goods and services to rise over time
in a manner that is difficult to define and measure. Those who re-
member with fondness the products of yesteryear are probably suf-
fering from either fading memories or excessive sentimentality.

The difficulties confronted in price measurement are not confined
to the quality advances of existing products. The continual intro-
duction of new goods and services onto the markets of our dynamic
economy creates additional challenges for price measurement.
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In some cases, a new good may be similar to an improved version
of an old good. In other cases, new products may deliver services
to consumers that effectively were not available before, for exam-
pLe, personal computers, video cassette recorders, and cellular
phones.

New goods and services are incorporated in our price measure,
but only with a lag. This lag can create an upward bias because
new products often experience their largest price declines early in
the product cycle.

The more spectacular examples involve consumer electronics,
such as computers and communications equipment, but the enor-
mous entry of new products onto the markets every year makes
this a more pervasive problem than is commonly understood. While
any one product may not figure prominently in household budgets,
the totality of new products and the often large price declines that
occur before they are incorporated in our price measures suggest
this problem may not be trivial.

These difficulties should not be read as a blanket indictment of
our current statistical procedures. The Consumer Price Index is a
fundamentally sound statistical program. The BLS has, over the
years, made frequent and significant improvements in the CPI and
further improvements should be, and are, on the agenda. Updated
market baskets, experimentation with alternative indexing for-
mulas, and ongoing research on the application of so-called hedonic
indexes offer the possibility of better measurement in the future.

But even the implementation of improvements in the CPI can
lead to distortions when this measure is used directly as a true
cost-of-living escalator. For example, the BLS made a significant
change in how it calculates the CPI in 1983, when it shifted from
a method in which the price index for housing was constructed as
if each household was paying the current home price and mortgage
rate on its residence to one that is a more realistic measure of the
cost of home occupancy. Because of the run-up in house prices and
interest rates between the 1960s and early 1980s, the official CPI
rose about 9 percent more than indicated by the newer, superior
measure., :

By the time the index was changed, this overstatement had
added substantially to the level of outlays in the large indexed Fed-
eral programs. Once the additional interest outlays required to fi-
nance the cumulatively higher Federal debt are added in, a rough
estimate suggests that, all else equal, the deficit for fiscal 1994
would have been smaller by $60 billion had the overindexing not

The fundamental problem is that we have legislated a mechani-
cal procedure to implement cost-of-living adjustments where—given
the problems inherent in any statistical measure of aggregate
prices—there is a need for the application of sound judgment.If in-
dexation had prevailed for only a short period of time, the discrep-
ancy between the CPI and a true measure of the cost of living
would not have resulted in any appreciable problem. But, left in
place over loxlxﬁnperiods of time, as has now occurred and is envi-
sioned continuing in the future, the discrepancy will compound in
a manner that cumulates to a very substantial magnitude.
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For this reason, I have suggested that Congress give careful con-
sideration to the establishment of an indeeendent national commis-
sion to set annual adjustment factors for Federal receipt and outla
programs. The members of this commission could review the avail-
able price statistics, taking into account the difference between
these measures and the concept of a true measure of the cost of liv-
ing. In addition, periodic review would allow the discrepancy to be
adjusted for improvements in the available statistics, as well as for
insights developed from outside research.

Careful consideration could be given to the establishment of a
special cost-of-living adjustment for retirement benefits to reflect
the buying patterns of the affected population. The replacement of
a mechanical procedure by the informed judgment of experts would
best ensure that the original intent of the legislation would be ful-
filled—to insulate taxpayers and benefit recipients from the effects
of changes in the cost of living.

The issue that we are discussing today demonstrates clearly the
long-lived consequences of having allowed inflation to increase in
the late 1960s and 1970s. Had the inflation environment of the
1950s and early 1960s been maintained, no widespread application
of indexing would have emerged. There simply would have been no
need for it.

Indexation was viewed as a way of mitigating the effects of infla-
tion. It succeeded in many respects, but we also have seen another
example of the operation of the so-called “Law of Unintended Con-
sequences” in the enlargement of our budget deficit. I believe that
if the Federal Reserve can maintain a proper direction for mone-
tary policy we shall make this whole matter moot by eliminating
the need for indexation. But, in the interim, we should at least at-
tempt to refine our indexation procedures so as to ensure that the
distortions are minimized.

Thank you very much, Mr. Chairman. ~

The CHAIRMAN. You will recall, Mr. Chairman, one of the dan-
%g;s of being around here long enough is you remember things.

en we indexed Social Security, it was intended to hold the costs
down because we were voting increases greater than the cost of liv-
ing, and somebody would offer an amendment for 5 percent on the
floor, and amend it to 10 percent, and we had a surplus in those

days.

%he argument was, we can use up the surplus now. That is an-
other unintended consequence, we had no idea at the time that we
would actually probably be increasing our expenditures rather than
reducing them.

I was at a meeting on Friday with Senators Dole and Domenici
and Congressmen Gingrich, Livingston, and Kasich, and Congress-
man Kasich said, you made an extraordinary statement before the
House Budget Committee.

Part of it may have related to this indexing, (i)art of it may have
related to the Balanced Budget Amendment and what we could ex-
pect with productivity and other factors, quality of life, or cost; I
am not sure. Do you remember what it was you said? Was it testi-
mony, was it answer to a question, or do I have it wrong?

Dr. GREENSPAN. No. I think he may have been referring to what
I indicated that I thought would be the consequences if we could
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reduce the budget deficit, eliminate it, and hopefully even in the
21st century have a small surplus.

The CHAIRMAN. What were your estimates? -

Dr. GREENSPAN. Well, basically I thought that seeking a bal-
anced budget by the year 2002 was a not unrealistic goal, and, in-
deed, would have very positive effects on the economy.

I also indicated, however, that the configuration of what the fis-
cal package would look like subsequent to the year 2002, as indi-
cated by current law, suggested that the deficit was an extraor-
dinary problem after the year 2002, and it was very important that
we maintain a fiscal stance which keeps it roughly in Lalance—not
exactly, but roughly. :

I indicated that it was my impression of what the evidence is
continuously indicating: that is, increases in productivity would
occur as a consequence of the low inflation rates which would be
implicit by a balanced budget, and a significantly lower rate of real
and nominal interest rates in the 21st century, all of which would
contribute to increased growth.

And I suggested that, under conditions such as that, a good deal
of the concern that many individuals have today—that theﬁ per-
ceive that their children will not have the same level of living,
standard of living, that they have—in my judgment, would largely
dissipate under a new environment of fiscal sanity, which clearly
is not what one could characterize or state at the present.

The CHAIRMAN. Did you quantify productivity and quantify some
other factors then?

Dr. GREENSPAN. I did not, Mr. Chairman, because the evidence
here is difficult to come by and there is a significant dispute within
the economics professions as to whether, when the inflation rate
falls from 5 percent lower—irrespective of how one measures it—
one picks up the productivity increases which are evident when you
bring the inflation rate down from, say, 15 percent to 5, so that
there is an element of measurement difficulty here.

But from what I have observed I suspect that when you look
back at this period, say, a decade from now, the evidence that the
low level of inflation that we are experiencing is having a very sig-
nificant, positive effect on the rate o? growth of productivity.

The CHAIRMAN. In your suggestion for an independent commis-
sion, is there any reason the Bureau of Labor Statistics could not
reach the same conclusion? Is there a bureaucratic limitation or is
there simpl%r a need to have a fresh look by a group unencumbered
by the past

Dr. GREENSPAN. As I indicated in my prepared remarks, Mr.
Chairman, that the BLS is actually doing an exceptionally good job.
It is not the fact that they are not creating an excellent index, rath-
er, there is something fundamentally inherent in price measure-
ment that makes it extraordinarily difficult to avoid an index
which has an upward bias in it.

One need only look at the most difficult issue to measure, which
is essentially the question of quality. The one thing we are reason-
ably certain of is the fact that technology and knowledge are irre-
versible, that except for the dark ages, we have never had a decrc-
ment in the state of technology or knowledge.




b e

8

It is in the nature of technology to so change the nature of prod-
ucts that it is increasingly difficult to capture the quality changes
that are embodied in existing products. It is a continuous catch-up
issue. As a consequence, if one were to have a true measure of
quality-adjusted prices, they would almost surely, because of the
irreversibility of technology, be running at a level below where the
measured index is.

Since that gap—while it does not open every year, over time
tends to widen because it becomes more difficult to capture these
changes—there is a tendency to cumulatively underestimate major
changes in quality.

And I do not care how hard the Bureau of Labor Statistics works,
they can work 24 hours a day and they can double their staff, but
the index is not going to be able to effectively capture certain types
of biases in the system.

They will be able to get to certain technical issues, but not in the
broader sense, and, therefore, I think, for purposes of indexation of
Federal programs, the CPI should be a starting point but it should
not be the end.

The CHAIRMAN. Senator Chafee, and then Senator Graham.

Senator CHAFEE. Thank you, Mr. Chairman.

Mr. Chairman, you indicated here on page 7 of your testimony
that there is a need for the application of sound judgment. Do I
gather from that that the BLS is restricted to a strict set of criteria
in calculating the CPI? There must be some latitude granted to
them now. Is there? I do not know.

Dr. GREENSPAN. No. You have the Commissioner of Labor Statis-
tics' coming shortly and I think she is far better able than I to re-
sgond to that. But there are various statistical techniques and
there are also crucial questions about what it is the CPI is sup-
posed to be measuring, or what it is measuring.

There are very major problems of what economists call substi-
tution effects within various price indexes, and these have very
(ciritical effects on what the ultimate price number is in those in-

exes.

And what we are trying to do in a so-called true cost-of-living
index is to create an index in such a manner which truly elimi-
nates the so-called substitution effects. These are issues which I as-
sume the panel subsequent to me will discuss in some detail. But
the BLS does not have unlimited discretion on how it calculates the
index. I mean, there are certain agreed upon fundamental issues.

And what we are talking about is not 95-98 percent of how the
index is calculated. There is a vast amount of agreement on that.
Where the differences lie is in the to& 5, 7, 8 percent of how one
makes these calculations, but those differences can have significant
biases associated with them.

What I am saying is, whatever one thinks of those biases, I know
of no credible analytical methodology which would say that the CPI
i8 underestimated. The expected value or the average value of the
bias, whatever it is, is almost universally believed to be positive.

The one thing we know about the inexorability of compoundin
interest is that even very small changes compounded over a peri
of years, have a very large impact on the degree of indexing of Fed-
eral programs.
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Senator CHAFEE. Well, you point that out in your testimony here.

It seems to me that on the bottom of gage 7 you say, “Careful
consideration should be given to the establishment of special cost-
of-living adjustment for retirement benefits to reflect the buying
patterns of the affected population.”

And I began thinking, there is a difference between a military re-
tiree, for example, and a civil service retiree, because a military re-
tiree, to a considerable extent, has hospital costs and prescription
drug costs—not completely, but to a considerable extent—paid for
them by the Federal Government.

Thus, it seems to me that an argument could be made for a dif-
ferential in the index that is applied to, say, a military retiree than
is applied to a postal retiree. at would you say to that?

Dr. GREENSPAN. I think that is the type of thing that the Con-
gress should make judgments on. It is a political judgment, it is not
a statistical judgment. But I would certainly agree with you that
if the basic purpose is to insulate various difterent groups, then you
have to have some separation of how it affects the tax side and how
it affects the retirement side. I would caution, however, that if you
go too far in that direction you will create a maze which I think
would be very unfortunate, because you will then get down to sub-
group upon subgroup, and there is no end to that. So, I hesitate
when I even say to make a split.

I would emphasize, however, that even though there is an experi-
mental index which the BLS has for the elderly, there is a very im-
portant question about how significant the bias in health cost pric-
ing is, because it is that which has the major effect of what is ap-
Proximately the two-tenths of a percent higher increase in a CPI

or the elderly. And I have very serious questions as to how much
of a bias there is in medical costs. My suspicion is, it is quite large.

Senator CHAFEE. You mean for the elderly.

Dr. GREENSPAN. No, I mean just in general. Therefore, if the
medical cost index is a major player in the elderly’s differential
index from the overall, it is questionable whether or not that
spread is as large as one might think. That is the 0.2 percent. It
is not big, but 0.2 percent over the years builds up.

Senator CHAFEE. My time is up. Thank you, Mr. Chairman.
Thank you.

The CHAIRMAN. Senator Graham, then Senator Grassley.

Senator GRAHAM. Mr. Chairman.

Dr. GREENSPAN. Senator.

Senator GRAHAM. Welcome back.

Dr. GREENSPAN. Thank you.

Senator GRAHAM. Mr. Chairman, is there someplace in the Unit-
ed States or in the world that you think could be used as a bench-
mark of effective efforts to calculate changes in prices as they re-
{gtedt?o all of the variety of economic factors that you have just out-
ine

Dr. GREENSPAN. Senator, I suspect that these technical problems
exist in all countries and, indeed, I think one test of the measure-
ment problem is an interestinﬁ indirect one which I am not sure
is true, but it is an interesting hypothesis.

You may recall that the intelligence agencies of this government,
at one point maybe a decade or 8o ago, calculated that the standard
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of living, the real per capita income, of East Germany was not sig-
nificantly different from that of West Germany. When the Berlin
Wall was torn down and we took a look, it obviously had no evi-
dence of any meaningful reality.

I suspect that why the mistake was made is that the Consumer
Price Index in Eastern Germany did not have a large bias in it,
there were no obvious significant improvements in quality, the old
Trabey, the automobile which they made in 1950, was not terribly
different from the one they produced in the 1980s.

Therefors, the price index probably truly reflected—to a greater
or lesser extent, even with the types of problems I have been dis-
cussed here—more what the cost-of-living changes were in East
Germany than in West Germany, where the quality factor was very
significant. So, you would depress the level of income in real terms
in West Germuny, but you did not depress it very much in East
Germany, and the numbers looked the same.

I think—but I have not looked into it closely enough to draw any
firm conclusions—as a hypothesis as to why that happened, is con-
sistent with the notion that this problem exists everywhere.

It almost has to exist everywhere if quality is a function of tech-
nology %enerally and the mathematical problems of substitutability
are implicit in the index it will exist everywhere so long as human
beings tend to substitute one product for another, depending on

rice. Country-by-country then these so-called substitutability prob-
ems in creating true cost-of-living indexes will exist everywhere.

Senator GRAHAM. So you are saying there is going to be no as-
sistance or easier fix by being able to find someone else who has
already done this.

Dr. GREENSPAN. Frankly, my suspicion is that we do it better
than anyone else. But, the problem, basically, is that the real world
out there is moving in a manner which makes even the best tech-
niques incapable of capturing the true changes without bias.

enator GRAHAM. Well, if that is the case, that is, that the pace
of change in the real world in which we live is so fast that our sta-
tistical systems are probably inherently incapable of maintaining
constancy, is there a different approach that we should be taking
in terms of how to ameliorate the effects of inflation, other than
what probably is the best approach, which is your suggestion that
we continue our efforts to avoid inflationary pressures, and, there-
fore, make this moot.

Dr. GREENSPAN. Yes. Senator, I think that I am raising two very
distinct questions. One is the calculation of the Consumer Price
Index, which we know is biased upward but is probably proportion-
ately biased, or I should say equally biased at high or low levels,
and we can deal with it and it is very useful to get a sense of the
degree of inflation in our society.

t is very useful as a broad measure of what it is that economic
policy should be focused on, and it is a broad measure with some
degree of inaccuracy on what standards of living are doing.

hat existed before, as the Chairman mentioned, the thought of
indexing Federal programs ever emerfed. I think we have to distin-
guish between the Consumer Price Index, which should be proc-
essed as best it can be done, improved as best can be done, and
continued on, and recognize that there is a separable problem here
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which is the fact that if the intent of the Congress is basically to
hold individual recipients of benefit programs and taxpayers harm-
less from the increase in the true cost of living, that 1s a different
issue.

As far as I am concerned, the reason I raised the question of hav-
ing an independent set of experts look at it is that they should not
be looking at the issue of how to improve the calculation of the CPI
itself. My own judgment is that the process that exists today is
probably adequate.

There is a great deal of academic research, there is a great deal
of processing within the BLS. I do not view that as where the prob-
lem lies. I view it essentially as the inherent upward bias in any

rice index of this nature, and I am raising the question as to the
intent of the Congress in the original legislation to essentially insu-
late beneficiaries and taxpayers from the true cost of living which,
:ﬁe:efore, implies that one should try to make a better estimate of

at.

And it is not an issue of the CPI being biased upward or biased
downward. I would say that the probability of it being biased down-
ward approaches zero. While we may have very large disputes as
to whether or not a bias is 0.3 percent a year, 0.5, or 1.0—and
there are others who think it is much higher than that—nobody,
I think, has credibly argued that the bias is negative. And so long
as the number is positive, irrespective of what that number is, over
the years it accumulates to a very large number.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. Yes. Mr. Greenspan, I wish every senior citi-
zen in America had a chance to hear, as we do, your testimony on
this, because I think you are using your position responsibly to get
us to consider an intellectually honest approach to what is the real
cost of living.

But I think after your first testimony, now maybe 6 weeks ago,
that the senior citizens and their advocacy Igou s that ought to
know better than to think you are part of a Republican conspiracy
to cut down on Social Security in a way that we do not have guts
:}r:jough. tg do in the Congress. I do not think it should be done at

8 point.

But, at least the way you are saying it, I think that we do have
a responsibility as policy makers to make sure that we have an in-
tellectually honest basis for determining CPI.

I guess my comment would only be that every opportunity you
have, as you have done here, to make it clear that what you are
approaching is to have an intellectually honest basis for determin-
ing CPI, that is your motive, right? It is not because you want to
find an easy way to cut costs of living for senior citizens.

Dr. GREENSPAN. Most certainly not. I have raised this issue in
the past, not in terms of public policy questions, but in terms of
the 1ssue of how do we know about the degree of inflation in our

.8ociety with respect to broad policy questions, which is an impor-
tant issue. I raise this only in the context that there is an intent
in the statute which, in my judgment, is being met inappropriately.

If the Congress wants to increase the real value of benefits, I
suggest that there is a very simple means of doing that, it is called
legislation. I am merely arguing the case that the essential nature
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of the legislative intent, as I understand it, is to make certain that
all beneficiaries—Social Security beneficiaries and others—be insu-
lated from the cost of living. That is the purpose of it. I am merely
saying, not whether that should or should not be done, but that it
be done correctly.

That is essentially important because, implicit in a miscalcula-
tion is an inadvertent redistribution of wealth one way or the
other, which is an unintended consequence of legislation which I do
not think should be done, except quite explicitly by statute, by the
Congress.

Senator GRASSLEY. I presume, to some extent, you would even be
arguing that, for your own agency’s work—and I assume the CPI
is one of many factors that you use in determining whether interest
rates go up or down—that you and your agency would benefit to
the extent to which we had a more true estimation of what the cost
of living was.

Dr. GREENSPAN. Well, actually, I am not arguing for a change in
the process of the CPI. We at the Federal Reserve have always in-
ternally made an adjustment. Indeed, when asked what I defined
as price stability, I have never stipulated a number.

I have said it is a condition where individual households and
businesses do not take into consideration concerns about changes
in the cost of livinﬁ in the future. I have usually, in terms of Q and
As, argued that that number, if you had to put a number on it,
probably somewhere was in the area of 0-2 percent of the meas-
ured Consumer Price Index. So, I do not see it as a necessity for
monetary policy. I think we already make that adjustment, and we
have for decades.

Senator GRASSLEY. Is it even possible that, given the current way
of estimating, that if unchanged it could possibly underestimate
CPI for the elderly, or have you stated that when you said, “in
every respect it is always positive and upward?”

Dr. GREENSPAN. No. I think that there is an argument here
which says that the Consumer Price Index basically overestimates
the rate of cost-of-living change for everybody. But, with the mix
of the tyﬁes of things—especially medical care—that the elderly
have in their index, if you use the CPI and reweighted it to take
a closer approximation of what the shares of various consumer
goods elderly people have, that index has been increasing faster
than the basic CPI, in large part, I think, because of the medical
care component in it.

However, as I indicated earlier to Senator Chafee, my own con-
cern is that there is a very large bias in estimation of medical
costs, so I am not sure, if we were to make the adjustment in medi-
cal prices, to what extent that bias—which currently is about 0.2
percent, meaning that the elderly CPI tends to rise at a rate of
about two-tenths of a percent more than the total—would dis-
appear.

enator GRASSLEY. Thank you.

The CHAIRMAN. Senator Simpson.

Senator SIMPSON. Nice to see you this morning, Alan.

Dr. GREENSPAN. Thank you, Senator.

Senator SIMPSON. The real issue is, the CPI is controlling a great
part of what is happening to us in the United States, if we under-
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stand that 30 percent of all Federal outlays—and I run these past
you with my respect and admiration—and 45 percent of receipts in
this country are indexed to movements in the CPI. Is that about
right; do you concur in that?

r. GREENSPAN. Yes.

Senator SIMPSON. That is a crucial thing when we are talking
about voting on a debt limit of $5 trillion within the next few
weeks, crucial, crucial, to get the CPI right, and difficult to do, ob-
viously, complex. And even though the BLS has made these im-
provements over the years, I think it is maybe time for the Con-

ess to review whether the time has come for an overhaul in that.

hat would take a lot of time, be very difficult.

Senator Kerrey and I, we were on the Entitlements-Commission,
are going to do a series of bills. One will be to get at the heart of
what we see is part of the problem, and that is the market basket
issue where you have the current CPI market basket collected over
the years 1982-1984, 20 percent gathered each year on type and

uantity, updated every year. Twenty percent where they pur-
chased the items, giving 80 percent of the people from urban areas,
not even dealing with the 20 percent from the rural areas in that
computation as I gather.

But would you support a requirement that the BLS more fre-
quently update the market basket, in fact, every year in some way?

Dr. GREENSPAN. There is no question that the issue of having a
base period which is more than 10 years behind us clearly creates
a bias. Everyone agrees to that. It is a modest bias. It is 0.1 or 0.2
ge_rcent a year. I have no question that it is probably desirable to

ring that up to date much more quicklg.

It will, however, not eliminate the big chunk of the biases. In
other words, there are significant biases which exist in the way the
data are calculated and which rest upon evaluations of what are
called lower level substitutability within the index, meaning the ex-
tent to which, with price changes, people will shift from a Chev-
rolet to a Ford. Knowing what that is creates significant insight
into how to correctly make these adjustments.

And, while I certainly think it is advisable to have intervals be-
tween base periods which are much shorter than we currently
have, I am not sure that that is the best use of monetary resources
in the BLS because there are lots of other things which I think
could be significantly improved and I would leave it to the Commis-
sifoafr of Labor Statistics, who is coming up, to make a judgment
of that.

I would not say that I would look at this garticular issue and say
that there is something terribly faulty in the process and that the
whole procedure needs an overhaul, I am basically saying that
there is something inherent in the very issue of price determina-
tion that, no matter how good you do it, you are still going to have
this bias and everyone knows that.

I want to emphasize, I do not think there has been a deteriora-
tion in the quality of the CPI. On the contrary, I think it has im-
roved measurably and I, frankly, think they are doing a very good
job. But I am saying that that is not what the issue is.

Senator SIMPSON. Indeed, though, there are things in the list of
commodities, such as in 1982—-1984, typewriters, record players. We
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dqtﬁo:he\;en use those items. I think that something has to be done
wi at. -

Dr. GREENSPAN. Oh, sure. But I hope, and I am pretty well con-
vinced, that they are as aware of it as anybody. fmean, that is
what they spend their time doing. I cannot imagine that that issue
does not always confront them.

Senator SIMPSON. I think that is so. I have talked with Secretary
Reich, and always do, and try to get his views. But it is odd to me,
as we grapple with this, and you saw the Balanced Budget Amend-
ment the other day, and everybody talking about Social Security.
Y}:)lu almost feel like you are on the other side of the moon or some-
thing.

The thilr(xﬁ that will kill Social Security is what the trustees have
said will kill it. In the year 2029 it will be broke, and we all know
it. Every one of us at this table knows it, everyone in the country
knows it, because the trustees have told us, not some nut off some-
where. The trustees have told us this will happen. I must say, it
just puzzles me to hear us talk about protection of Social Security
recipients when we give them a COLA, regardless of their net
worth or their income, and i:;fnSt goes out to them.

We are looking at a $5 trillion debt which we will vote on very
soon, and $200 billion plus deficits out to the edge of the universe,
and here we go. We cannot touch it though, because we are going
to help those poor souls.

The worst thing that can happen is the markets crumbling and
Mexico revisited. They lose 20-30 percent of the pension values
and the little people, like union members and the elderly, will be
the ones most affected. It is most frustrating to this fellow sitting
here, as you can tell, a touch of it. )

Anyway, you do not have any comment on that, and I do not
want podhear it. Unless, of course, you do, except to say I have lost
my mind.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. Mr. Chairman, I would only want to express
and join everyone else in expressing our appreciation to the Chair-
man, Dr. Greenspan, for raising this subject in the manner he has
done, which is thoughtful and measured.

I was once the Assistant Secretary of Labor responsible for the
Bureau of Labor Statistics in the early 1960s, and the people
around the BLS were wonderful public servants and there was
nothing you could know about them, inadequacies of their work,
that they did not know first and did not talk about continuously,
particularly with respect to the large price increases that followed
the end of price controls of World War II. How do you measure
those things?

I would say to Senator Simpson, I think what Dr. Greenspan is
talking about is the need for a cost-of-living index or some meas-
ure, if what we are concerned with is maintaining the purchasing
&)wgzi) ?f different forms of income, that is what you need, is not

e .

The BLS puts out a little pamphlet which details the CPI, and
there is a question, “Is the CPI a cost-of-living index? No, although
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it fre%tllently and mistakenly is called a cost-of-living index.” There
is no difficulty whatever with the BLS in this regard.

I think a commission to inquire is a very thoughtful idea. Would
you have in mind an adjustment to deal with ga ents and
changes in the tax code that are now pegged to the CPI; an adjust-
ment that would reflect the change in the cost-of-living?

Dr. GREENSPAN. Yes, Senator. What 1 am trying to focus on is
not how to revise the Consumer Price Index. I do not think that
is on the table, I do not think it should be on the table, except as
an ongoing process.

Senator MOYNIHAN. It is continuously being done.

Dr. GREENSPAN. I am raising the separate question as to whether
the intent of the Congress is appropriately met in its endeavor to
hold harmless from changes in the cost of living, whether or not
that procedure is ultimately biased by using the CPI, and whether
an informed judgment of a group of grofessionals knowledgeable in
the issue of how indexes are created, could give a far better esti-
mate to the Congress of what the appropriate adjustment factor
should be.

Senator MOYNIHAN. Well, not to disparage this much-disparaged
institution, but it is probably within the range of possibility that
when we indexed the income tax rates, for example, using the CPI
we thought we had a cost-of-living index when, in fact, we had a
fQuc:nts)?mer Price Index. It is an easy mistake, understandable, and

able.

I thank you very much. I do not know what the Chairman
thinks, but I am disposed to say that it is a good idea whose time
has come.

The CHAIRMAN. I have no other questions.

Senator Chafee?

Senator CHAFEE. No, thank you. Thank you, Dr. Greenspan.

The CHAIRMAN. Senator Graham.

Senator GRAHAM. I would just like to ask one question if I could,
Mr. Chairman, to follow up on a comment that the Chairman made
at the end of his response to my last question. That is, you stated
that the Federal Reserve system has for some time taken these bi-
ases into account in making its monetary judgments.

What are those internal adjustments based upon, and could they
be the intellectual structure around which the commission that you
have suggested could do its work?

Dr. GREENSPAN. Well, Senator, when I say we make the adjust-
ments, I do not mean that we have literally gone through an ana-
lytical procedure and have made a judgment that the bias in 1994
is .X or something like that.

I am merely saying that we have a general notion of the fact that
there is a bias in the CPI, and that when we think of the nature
of inflation and what its order of magnitude is, we do not take the
CPI literalg.

Various different members of the Federal Open Market Commit-
tee would probably have varying views of where they think that is,
and that is embodied in their judgments. But, as best I can judge,
no one has got a negative adjustment, everyone has got a positive
" adjustment, and it is only a matter of degree of what that adjust-
ment basically is.
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Senator GRAHAM. Thank you.

Senator SIMPSON. Mr. Chairman, may I ask a question, please?

The CHAIRMAN. Absolutely.

Senator SIMPSON. What if we were to—since the difficulties are
obvious doing something—set the CPI, for adjustment purposes, at
CPI minus 0.5 or 1.0 and just do it that way?

Dr. GREENSPAN. That 1s certainly one means of coming at this
question. The issue, however, of putting it to a commission is that
you will have a set of professional judgments which essentially is
different from merely saying, CPI minus one, or CPI minus a half.
The latter seems to appear as though you are making less than full
indexation of the programs, and you may wish to do that. I mean,
that is a perfectly a&propriate policy of the Congress.

I am raising a different issue. I am saying, assume full indexing
of the cost of living. What does that require that Congress do to
achieve that?

Senator SIMPSON. Well, I think we went awry, as Senator Moy-
nihan said, when we confused CPI and cost-of-living allowance and
all that. There is a confusion there with the general public.

Dr. GREENSPAN. That is very true.

Senator SIMPSON. I thank you very much. Very helpful.

Dr. GREENSPAN. Thank you.

Senator CHAFEE. Can I just ask one quick question?

The CHAIRMAN. Go ahead.

Senator CHAFEE. Dr. Greenspan, on the bottom of page 6 where
you talk about the run-up in house prices and interest rates be-
tween the 1960s and the 1980s, the official CPI rose about 9 per-
cent more than indicated by the newer. Were you talking about the
fact that the elderly are not buying new houses in most instances?
Is that what you were referring to, that they are in a house, many
of them are, presumablg the mortga‘%,e has been paid off, so they
are not affected by new home prices. Was that the point?

Dr. GREENSPAN. Well, it is basically all house owners. In other
words, it is not only the elderly. It is essentially that the old index,
because it measured the cost of home ownership as some combina-
tion of interest rates and house prices, implied that every house-
hold, to a certain proportion or extent, was buying a house and tak-
ing out a mortgage at that time. The argument was, basically, if
you keep the weight low enough it averages out over time.

That turned out to be a very faulty premise of what the true
meaningful cost of home ownership was, and, as a consequence, in
1983 the BLS shifted its index of home ownership to a so-called im-
plicit cost of home ownership, which essentially tried to measure
effectively the implied rent, if one had to rent, of what ownership
would have been. It was sort of the owner-occupied rental equiva-
lent of what a person’s home was.

That, as I indicated before, making the shift when the shift oc-
curred has permanently put the Consumer Price Index 9 percent
higher than it would have been if we had gotten it right in the first
place. So, the question at the moment is, the levels of all indexed
ﬁrograms are 9 percent higher than they would otherwise be. We

ave not retraced that, it is still there, to a large extent.

It is a little different for the so-called CPIW, which did not get
indexed until 1985, but the problem is one which confronts not only
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the elderly, but all home owners, and has a very large effect be-
cause the home ownership index, as I recall, was 19 percent of the
total CPI.

Senator CHAFEE. Well, I join with Senator Moynihan and the
Chairman in thanking é'ou for raising this point for us. Thank you.

The CHAIRMAN. Mr. Chairman, thank you very much for coming.

Dr. GREENSPAN. Thank you.

The CHAIRMAN. We now have a very distinguished panel of Hon.
Katherine Abraham, the Commissioner of the Bureau of Labor Sta-
tistics; Dr. Robert Gordon, the chairman of the Department of Eco-
nomics at Northwestern; and June O'Neill, the new Director of the
Congressional Budget Office.

Good morning. I mi%ht want to say to Dr. Abraham, this hearing
is not any criticism of the Bureau of Labor Statistics. We have a
high regard for the BLS. Every time that Janet Norwood would
come and testify, we paid great attention to what she said. And I
think even Chairman Greenspan is not being critical, he is just
saying maybe there is an additional way to factor in some cir-
cumstances.

So, we will start with Dr. Abraham.

STATEMENT OF HON. KATHARINE G. ABRAHAM, COMMIS-
SIONER, BUREAU OF LABOR STATISTICS, DEPARTMENT OF
LABOR, WASHINGTON, DC

Dr. ABRAHAM. Thank you very much, Mr. Chairman, members of
the committee. I certainly appreciate the opportunity to be here
this morning to discuss the Consumer Price Index which, as you
well know, the Bureau of Labor Statistics is responsible for produc-

ing.

%have submitted a prepared statement for the record. The initial
part of that statement provides some background information on
the way that the Consumer Price Index is constructed that, in the
interest of the committee’s time, I will skip over, since much of that
Chairman Greenspan has already discussed.

I will turn directly to a discussion of some of the various issues
that have been raised concerning the Consumer Price Index on
pafe three of my formal statement.

guess perhaps the best starting point for a discussion of CPI
measurement issues is to emphasize, as has already been noted,
that what many people mean when they talk about inflation is the
change in the cost of living.

Despite what I would sav are the best efforts of the Bureau of
Labor Statistics, not everyone has seen the little 1l:a.mphlet that
Senator Moynihan quoted from, which points out that the CPI is
not a cost-of-living measure.

One reason for that is that the CPI is based on a fixed market
basket of goods and services. We do not allow in the construction
of the index for changes in buying or consumption patterns that
consumers would be expected to make as they adjust to relative
price changes, buying more of goods whose relative prices have fall-
en and less of goods whose relative prices have risen. By making
these changes in how they spend their income, consumers may be
able to maintain their level of well-being at a lower cost than that
indicated by the CPI.
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BLS research suggests that not accounting for these substi-
tutions in response to relative price changes raises the annual
change in the CPI by 0.1 to 0.2 percent per year.

A true cost-of-living measure also would take into account
changes in the external environment that might impact consumers’
out-of-pocket expenditures. It is important, I think, to emphasize
that the CPI is a measure of the change in the cost of purchasing
a market basket of goods and services that people buy out of pock-
et.

Environmental changes might include such things as, for exam-
ple, a deterioration in air or water quality, or an improvement in
the quality of publicly-provided services, such as education.

I also would quickly add that, were we able to produce a true
cost of living measure, we would do so. Unfortunately, the state of
the art in the area of price index construction has not advanced to
the point where anyone knows how to construct true cost of living
measures.

In fact, although there are alternative price index formulations
that provide a better approximation to cost of living measures than
the current CPI, none of these alternatives is now feasible to
produce on a real-time basis.

Given that the CPI is not, and is not represented to be, a meas-
ure of changes in living costs, it is, nevertheless, appropriate to ask
how well the CPI measures what it is designed to measure.

In this connection, two broad areas of concern have been identi-
fied. The first, broutght to light b(i{] BLS researchers, has to do with
the construction of the most disaggregated components of the
index, and, in particular, with the way in which new items enter
the index as part of routine sample replenishment, and the way in
which the treatment of new types of retailers, such as discount
stores, impacts the index’s measured rate of inflation.

The second, and I think less well understood issue, is the ques-
tion of how well the index accounts for changes in the quality of
the goods and services that consumers purchase.

The sample rotation effect arises because procedures for system-
atically introducinﬁlnew outlets and items into the CPI inadvert-
ently tend to give higher weight than is justified to prices that are
temporarily low in the month the new samples are introduced, and
lower weight than is justified to prices that are temporarily high.
Thus, as was alluded to by Mr. Greenspan, these procedures can
cause an overstatement of price change in the period immediately
following sample replenishment.

The BLS has taken steps to address this problem, effective with
the data for January of 1995, the data that we released on Feb-
ruag 15th of this year. If further corrective measures can be iden-
tified, they will be incorporated as expeditiously as possible in the
context of the ongoing CPI revision with which we have just gotten
started this year.

The outlet substitution effect can arise because consumers are
free to substitute where they buy goods and services, as well as
what they buy. For example, if consumers do not consider the pos-
sibly lower level of customer service provided by a discount store
to be of any consequence, they may shift to such stores and experi-
ence no loss of well-being. :
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Current CPI procedures would not capture any price decline as-
sociated with such a shift. Although it 18 unclear that there is, in
fact, any bias associated with the CPI's treatment of discount out-
lets, further research on this issue would be valuable.

Perhaps I should elaborate just a bit on what I mean by that last
statement. Through a series of papers done by BLS researchers
that looked at the so-called “sample rotation effect,” there was
some work done on looking at outlet substitution effects. There has
also been some related work looking at the functional form used to
calculate price change at the lowest level of disaggregation of the
indelx. Those research studies were proceeding, more or less, sepa-
rately.

What we have recently recognized is that, in fact, the problems
identified in those separate studies are really very closely related
and may be arising from the same source, which means, I think,
that it would be a mistake to take estimates of those individual
problems and add them up, which is why I say that it is not clear
that there is, in fact, any bias associated with the CPI's treatment
of discount outlets, though that is a researchable question.

It is axiomatic, of course, that a measure that purports to esti-
mate changes in prices must take account of the fact that the qual-
ity of goods and services purchased in our economy can and does
change, in some cases for the better, and in some cases for the
worst.

Today’s cars, for exam?le, are substantially more expensive than
the cars sold in the 1970’s. Today’s cars, I think it would be widely
agreed also, are substantially better than were the cars of the
1970’s, in the important sense that they embody more of the fea-
tures, such as durability, safety, lesser mainienance requirements,
that consumers value.

In measuring the price change for cars over this period, the chal-
lenge is to isolate that part of the price increase associated with
irlx:provements in quality as distinct from that that is truly a price
change. }

In the case of new automobiles, for example, adjustments made
in the CPI to factor out quality changes have had a very substan-
tial impact. We estimate that the change in the new automobiles
component of the CPI over the years from 1967 to 1994 would have
been more than 80 percent greater than we actually reported had
no adjustments been made for changes in quality.

In terms of the impact on the overall index, the CPI today would
be roughly 3 percent higher than it would have been had we made
no adjustments for quality in the new car component alone.

The more general point, I guess, is that efforts are routinely
made in every index component to try to ensure that changes in

uality are not reported as price changes. These efforts range from
the prosaic case of adjusting for the fact that a one-ounce candy bar
is worth more than a 0.756 ounce candy bar, to consideration of
more difficult questions of, what is the value to the consumer of a
new non-invasive diagnostic medical test that replaces an earlier,
more taxing and riskier test for the same condition.

The emergence in the market of entirealfv new goods and services
g‘resents perhaps the most difficult quality adjustment problem.

hese new goods are so radically different from anything pre-
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viously on the market that they have no obvious earlier counter-
parts with which their costs can be compared. Electronic calcula-
tors, video cassette recorders, personal computers, are often cited
as examples of new goods.

Current CPI procedures lead to these new goods being included
in the index in a comparatively timely fashion compared to the pro-
cedures that were in place 10 or 20 years ago.
l)The CHAIRMAN. I have to ask you to abbreviate, if you would,

octor.

Dr. ABRAHAM. All right. We are introducing new procedures in
the CPI to bring these new goods into the index more quickldylr.
What I think remains to be developed are methods that enable di-
rect comparison of a new goods price with that of its antecedent.

Now, there are some estimates out there of overstatement in the
CPI as large as 1.5 percent per year. These estimates require, I
think, that you be convinced that there is a large quality adjust-
ment bias. The only point that I would make here is that I think,
although there are people who hold strong views about this, the
underlying evidence 18 relatively sparse.

There are some things that we could do to try to address this.
Given additional resources, it would be possible for us to do more
to directly take into account changes in the quality of goods and
services. Doing that would require that we collect additional infor-
gatiﬁgc:hat we do not currently collect and do not have a budget

collect.

One last point that I would make, is that, again, there are a vari-
ety of assessments out there of total bias in the CPI. I think every-
one who has looked at this has agreed—although they may dis-
agree with respect to the specific numbers—that there is quite a
l(g: dgf uncertainty out there, that the problems are very difficult to
address. :

From the point of view of the Bureau of Labor Statistics, we are,
of course, intensely aware of the importance of the data that we
produce, and are doing all that we can to improve the quality of
those data.

The CHAIRMAN. Thank you.
diz[z'lihe prepared statement of Dr. Abraham appears in the appen-

The CHAIRMAN. Dr. Gordon, who has appeared before us a num-
ber of times before.

STATEMENT OF ROBERT J. GORDON, Ph.D., CHAIRMAN, DE-
PARTMENT OF ECONOMICS, NORTHWESTERN UNIVERSITY,
EVANSTON, IL

Dr. GORDON, Mr. Chairman and members of the committee, I am
very grateful for the invitation to be here.

I will give an abbreviated version of this testimony, emphasizin
the academic background for Chairman Greenwsslan’s position, an
also trying to provide some information that help to convince
you that the bias in the CPI is very large.

I agree with Chairman Greenspan that the right way to fix this
is not to go for some dream cost-of-living index which is, I think,
infeasible, but rather to bring together some people and come up
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with a reasonable number to take the CPI and index Federal pro-
grams as some percentage rate less than its rate of increase.

Everybody knows by know that the CPI, along with the unem-
ployment rate, is one of the two most essential economic statistics
produced by the Federal Government. It, of course, measures the
rate of inflation, the primary target of monetary policy.

Maybe we do not understand how essential the CPI is for other
things that the Federal Government tells us about. For instance,
the underlying components of the CPI are used by the Commerce
Department to measure real consumption, which is two-thirds of
rcal GDP. In turn, that tells us how rapidly our standard of living
is growing and total output per hour tells us whether we are enjoy-
ing improvements in groductivity.

f changes in the CPI overstate inflation, then the growth in real
consumption, real GDP, our standard of living, and our productiv-
ity, are all understated. Instead of stagnating over the last two dec-
ades, real wages have been growing. I will give you a number to
suggest how much we have been understating the growth of our
real wages. The enormous implications for the budget and mone-
tary policy—

The CHAIRMAN. Say that again, the real wages.

Dr. GORDON. Real wages are the growth of dollar wages minus
the growth in the CPI, so obviously if the CPI growth is overstated,
then the growth of real wages is understated.

The CHAIRMAN. Oh, I see.

Dr. GORDON. I will come up with a number for that in a minute,
too. .

We have a lot of media attention on this issue; it is of vast im-
portance. But, in the academic community it a very old topic, it is
not a new togic. There was a famous report in 1961 shared by the
late George Stigler, which brought together some of the Nation’s
most prominent academics, that studied numerous aspects of gov-
ernment price indexes. But I re-read the Stigler report the other
day and I was amazed that there was no statement in the introduc-
tion or the conclusion about an overall bias in the CPI.

For a long time it was thought it could go either way. Now, what
turned the tide? Why do we now have what Chairman Greenspan
argued very persuasively, it is just almost a zero chance that it is
biased in the direction of understating inflation, almost surely over-
states inflation.

Appropriately, the new evidence that has turned the tide came
from both the academic community and from within the BLS itself.
My 1990 book, “The Measurement of Durable Goods Prices,” pro-
vided compelling evidence of upward bias that was larger than pre-
viously suspected in both the CPI and the producer price index.

Two new types of bias that have already been discussed earlier
today were identified and quantified by talented economists at the
BLS itself. Replacing the old adversarial battle of academic offense
and BLS defense, the last decade has witnessed a new era of co-
operation.

I am going to divide this up into four problems with the CPI. The
first two are old stories, the second two are newer. Putting them
all together leaves no doubt, there is a huge problem.
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The first and the oldest of bias with the CPI is what I will
call traditional substitution bias. The price of beef goes up more
than the price of chicken, and so consumers switch from beef to
chicken. We have heard already that the base year for the CPI that
determines the expenditure weights on beef and chicken are now
more than 10 years out of date.

That first initial substitution bias, we have heard already, the
BLS estimates to be at 0.1 to 0.2 percent a year. I am call that at
0.26 percent a year, because I think if you went down to the very
ﬁlr:esthlevel of disaggregation you would come up with a number
ike that.

Most important, the second problem with the CPI has been wide-
ly recognized for many decades, and that is the problem of quality
change. Now, to set this problein in context, students of business
history draw attention to what is called the product cycle.

New products, whether autos, air conditioners, or VCRs, are ini-
tially made in small volumes and sold at high prices. Soon firms
figure out how to increase volumes and reduce prices. Eventually
products mature, sales fall off, and prices go up more rapidly than
the average product. Think of it is a U-shaped curve.

Now, if these products are introduced into the CPI too late, we
miss the whole first part of the product cycle when the prices are
going down rapidly. Between 1978 and 1982, the price of a VCR
went down from $1,000 to $250. We got electronic, grogrammable
capabilities that were not there in 1978, but the VCR was not in
the CPI during those 4 years of rapid price decline. In my book,
I emphasize the air conditioner. It was sold in mass quantities as
early as 19562 and was not in the CPI until 1964.

Now, there is another aspect of quality change bias that results
from a narrow definition of a commodity. We have already heard
the example of the calculator. Before 1970, if you wanted to get a
precise answer in multiplication or division you had to have a big,
noisy, clanky thing that made a lot of noise and took a long time
to figure out the answer.

Now we have pocket calculators that cost $10 that are in the
pocket of every college student, and we can do exponents, loga-
rithms, and lots of things that the old machine could not do. But
that price decline was completely ignored in all the government
price indexes, which treated the old and new calculators as sepa-
rate products.

The third aspect of quality change results from a narrow defini-
tion of quality. New, improved models are often introduced with
new features that are missed by the CPI. I am %'oing to read just
a part of this list of the kinds of things the CPI misses and that
I said in the introduction of my book, I missed. I do not think we
can ever get the quantification of some of these items.

For instance, over the postwar, the improved ability of freezers
to hold a zero temperature; the reduced electricity consumption of
all appliances, particularly refrigerators and TV sets; reduced re-

air costs on sets. The average TV set in the 1960’s used to
reak down twice a year. Reduced vibration, noise, and discomfort
in air travel. Enormous improvements in the audio quality of home
stereo equipment. Compare the color TV set that you look at today
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compared to 20-30 years ago; vastly different quality of picture,
less energy consumption, and very much fewer repair problems.

How much does this quality change kias amount to? For some
products it is huge. For TV and radio equipment, in my book I
came up with the number of 6 percent per year bias over 37 years,
studied in this book. For other products, of course, it is much less.

I estimated that, for consumer durables—I created about half of
them—that for that half it was about 1.5 percent a year for the
postwar period. I assumed that that other half that did not meas-
ure were measured perfectly by the CPI and, of course, that cannot
be true. If you just took the durables I measured in my book you
would get 0.3 for the whole CPI. Clearly, I can double that and feel
very confident that I am way understating the problem.

By the way, I have some new unpublished research going back
before World War II, taking the Sears Roebuck catalog and just
doing something ordinary, like men and women’s apparel, of the
tﬁpes sold to the typical working person. The bias I came up with
there is 2.0 percent per year.

DThe CHAIRMAN. I have to ask you to abbreviate, if you would,
octor.

Dr. GORDON. All right. The other two sources of CPI bias have
already been discussed, and the best research on them has been
done within the BLS. First, the outlet substitution bias, the fact
that if consumers shift from 69 cent bananas at a traditional super-
market to 49 cent bananas at an ultra-discount supermarket, that
is treated as a different product by the CPI and that price decline
is missed.

Finally, there is the logarithm bias, this remarkable phenome-
non. An item goes on sale from $100 to $75. That is a price decline
of 25 percent. It goes back after the sale is over to $100. That is
a price increase, according to the CPI, of 33 percent. 33 minus 25,
the price has gone up by 8 percent, even though the thing is back
to ity original price of $100. That alone leads to a bias in the CPI
of 0.33 percent a year, according to BLS research itself.

Now, what are the implications, taking account of compound
arithmetic? If a total bias, adding up all the things I mentioned in
the testimony, which I say comes out at 1.7 percent a year, even
omitting a lot of different ty?es of quality change bias, compound
that over 25 years. Instead of stagnating, real wages have gone up
by 53 percent. Federal expenditures on Social Security in 1994
would have been reduced by $100 billion in a single year. The true
'i?'nﬂation rate in 1994 would have been closer to one percent than

ercent.
ell, can you believe this kind of radical high estimate of the
bias in the CP1? Whatever invention you take—and I will skip over
this part of the testimony—technology has improved human life in
waysh that go far beyond the simple comparison of one product with
another.

In a stunning paper, William Nordhaus at Yale has measured
the change in the price of lights per lumen, going all the way back
to the cave man, and the price of light has been fgoing down 7-10
percent a year. That does not even take account of the value to or-
dinary human beings of extending day into night, of actually being
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:gle to geo productive things when it becomes dark, particularly in
e winter.

The problems are many; some solutions are simple. The BLS
knows about all of these problems. You can fix the logarithm bias
by reprogramming the computer, you can fix outlet substitution
bias by actually keeping track of the prices that consumers actually

ay.
P fv do not think it is necessary to increase the budget of the BLS.
This ivory tower academic and a few underpaid graduate students
made a substantial dent in this problem at a total research cost of
Jjust a few hundred thousand dollars, thanks to the NSF for sup-
porting it. It is a mere flyspeck.

The CHAIRMAN. Doctor, 1 have to ask you to conclude.

Dr. GORDON. That is a mere flyspeck compared to the budget of
the BLS. The CPI is severely biased upward. Fixing it will take
time. We cannot wait for that. I agree with Dr. Greenspan, that it
is not possible to fix every part of this, even in principle. Every
ggar that we wait Social Security beneficiaries and taxpayers are

ing compensated for inflation that has not occurred.

Thank you.

The CHAIRMAN. Thank you.

[The é)repared statement of Dr. Gordon appears in the appendix.]

The CHAIRMAN. Dr. O'Neill.

STATEMENT OF JUNE O’'NEILL, Ph.D., DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. O'NEILL. Mr. Chairman, members of the committee, I am
very pleased to be with you this morning to comment on the
Consumer Price Index. I will summarize my testimony and I would
like to submit my prepared statement for the record.

Last October, the Congressional Budget Office issued a report ti-
tled “Is the Growth of the CPI a Biased Measure of Changes in the
Cost of Living?”

CBO’s review of the available research, which is contained in
that report, indicates that the CPI does, in fact, overstate the in-
creage In the cost of living for the overall population. The extent
of the bias is not known with certainty, but the firm empirical evi-
dence suggests that the CPI probably overstates the rise in the cost
of living by between 0.2 and 0.8 percentage points a year.

The lower boundary, the 0.2, appears to us to be quite firm. The
upper boundary of 0.8 is less firm, and there is some research sug-
gesting that it could be higher, although there might be some peo-
ple who think it could be lower than the 0.8 percentage point.

First, why is it so important to measure inflation correctly?
Measuring changes in the cost of living has important effects on
the Federal budget and, as you are well aware, it is particularly
important for those portions of the Federal budget over which this
committee has jurisdiction.

By statute, the rate of increase of the CPI determines the size
of the cost-of-living adjustment for Social Security as well as for
other Federal transfer programs. It is also used to adjust income
tax brackets and personal exemptions.

For example, a 0.5 percentage point reduction in the growth of
the CPI from 1996 through the year 2000, holding all other aspects
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of the economic forecast unchanged, would increase tax collections
in the year 2000 by close to $10 billion and reduce spending by $13
billion below the level that CBO is currently projecting.

If the effects of the savings in debt service are included, the defi-
cit in a single year, 2000, would be about $26 billion lower. These
estimates are shown in Table 1, which is on page three of my pre-
pared statement.

" The CPI obviously has a huge effect on the Federal budget. But
even if the budget were not directly affected, we should all be con-
cerned about the accuracy of available measures of the cost of liv-
ing.

g\s Dr. Gordon mentioned, measuring changes in prices has im-

portant effects on the way we view the performance of the U.S.
economy, including growth of real output, productivity, wages, and
the standard of living in general. For example, CPI price series, as
Dr. Gordon mentioned, are used to deflate about 60 percent of the
expenditures that make up the GDP.

f the growth in these prices is overstated, real GDP growth will
be understated, as will growth in productivity. Thus, the operation
of %ovemment policy, which depends on such measures as real
GDP growth, can be seriously misled if the CPI is faulty.

Now let me address, very briefly, the causes of overstatement in
the CPIL. You may have already heard enough about them, but we
have also identified the same three problem areas as contributing
to the upward bias in the CPI.

First, because the CPI is a fixed-weight index, it does not fully
capture the changes in buying patterns that consumers actually
make to offset price increases. That is what has been referred to
as substitution bias.

Second, there is a technical problem relating to the rotation of
store outlets in and out of the samgle, which the BLS has partially
corrected. Third, adjustments in the quality of goods and services -
appear to be inadequate. That may be, in fact, the largest compo-
nent of the problem.

The most extensive theoretical, empirical research on measure-
ment bias relates to the first problem area, substitution bias. Our
review suggests that there is a strong consensus that the CPI over-
states the chan%e in the cost of living by about 0.2 percentage
points because of substitution bias.

With respect to the bias stemming from sample rotation, we con-
clude that it might still contribute 0.1 percentage point toward
overstating the cost of living.

The third major reason for the overstatement reflects the imper-
fect way that changes in the quality of goods and services have
been taken into account, including as an extreme aspect of the
quality problem the introduction of entirely new goods or services.

Accounting for changes in quality involves extremely difficult
conceptual and empirical issues, and research in these areas is not
that abundant. Not surprisingly, there is a wide range in the esti-
mates of bias that might stem from problems of quality adjust-
ment. Some analysts believe that the quality bias is small, on the
order of 0.2 percentage points, whereas others feel that it may be
as much as 1 percentage point.
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Well, what can be done? There is no sim&le way to measure
chan%eos in the cost of living accurately. Over the years the Bureau
of Labor Statistics has tried to make the CPI a better measure of

rice change. In fact, much of the best research on the CPI has

n produced by the BLS. But many difficulties remain.

The problem the government faces is that the CPI has been used
to index benefits and income tax brackets as though it were a true
cost-of-living measure. Consequently, the upward bias in the CPI
has had the unintended consequence of increasing the deficit. In
dealing with that problem, however, Bohclly makers need to be cau-
tious in advocating changes to the CPl. The credibility of the CPI
has to be maintained.

We have identified three, not necessarily exclusive, options that
this committee could pursue in response to the CPI problem. One
is to maintain the status quo, awaiting scheduled changes in the
CPI and supporting the efforts of the Bureau of Labor Statistics to
improve the CPI as a measure of inflation. The second option is to
determine, with the assistance of a panel of experts, an adjustment
factor that could be applied to the CPI in the short run to bring
it closer to a true cost-of-living index. The third, is to establish a
larger commission to examine how indexes are used to adjust bene-
fit levels and tax brackets.

The down side of the first option, maintaining the status quo, is
that flaws in the cost-of-living adjustments will continue to put up-
ward pressure on deficits. -

The second option, which would call for legislative action on the
part of this committee—namely, to adjust indexing formulas—rec-
ognizes that some consensus exists to the apparent magnitude of
bias in the CPI, particularly concerning the lower bound. For exam-
gle, many studies over the years have found that the substitution

ias alone is on the order of 0.2 percentage points a year.

There is clearly a broad consensus on the magnitude of the sub-
stitution bias. Other potential biases have not been researched suf-
ficiently to provide the basis for a consensus. However, a panel of
experts could weigh the available evidence and advise the Congress
on the approximate degree to which the CPI may overstate in-
creases in the cost of living.

That undertaking would not entail changing the calculation of
the CPI itself. If an adjustment factor could be agreed on, the stat-
utor{ formulas for indexing could be changed to reflect that adjust-
ment.

The third oFtion—-establishing a commission to undertake a
" broad review of indexation—recognizes that the appropriateness of
the indexes now used may also require a comprehensive review.
For example, the CPI for urban wage earners is used to index So-
cial Security payments, but there is no reason to believe that the
spending patterns of urban wage and clerical workers are rep-
resentative of the spending of Social Security recipients.

In conclusion, the CPI has considerable effects on the Federal
budget, both on spending and on revenues. Our perceptions of the
economy and the soundness of economic policies depend on the
quality and the appropriateness of the CPI. L

The current debate about using the CPI as a cost-of-living index,
I think, should yield positive results. Although many of the ques-
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tions raised about the index cannot be easily answered, the effort
to improve the CPI will set the basis for more informed policy in
the future.

Thank you.

[The prepared statement of Dr. C’Neill and answers to questions
submitted by Senator Pryor appear in the a;;f:fndix.]

The CHAIRMAN. Let me ask, if we are talking about a?les and
apples, when Alan Greenspan, 6 weeks ago, said the Federal Re-
serve estimated the CPI was overstated by someplace between 0.5
and 1.5. Dr. Gordon, is that the same as your 1.7 figure?

Dr. GORDON. Yes.

The CHAIRMAN. All riglg: ~

Dr. GORDON. I am taking a number of things, putting them to-
gether, adding a bit that is conceptual, provided by the examples
that I gave of things that nobody has come close to measuring, but
which consumers care about. And I think the 1.7 is too low, but I
do not want to get into a wild man’s position here.

The CHAIRMAN. Well, nor do we. And if we were to adopt Dr.
O'Neill's suggestion of, do something legislatively for some period
of time, and at the same time appoint a commission, I do not want
to take the most extreme estimate that God could put on this earth
and say, we are going to lower the Consumer Price Index by 4 per-
cent because somebody in Nirvana said that is what it is. But I
wanted to make sure that your 1.7 roughly comports with his esti-
mate of 0.5 to 1.5.

Dr. GORDON. It is the same concept, it is apples and af)ples. And
I think he framed it very well by saying 0.5 to 1.5, split the dif-
ferent, let us do 1.0. In my prepared testimony I agreed that that
is what we should do.

The CHAIRMAN. I saw that in your testimony.

Dr. O'Neill, your 0.2 is just substitution, right?

Dr. O’'NEILL. Substitution alone.

The CHAIRMAN. Right.

Dr. O'NEILL. Which we thought was really the very lower bound-

a.r{’he CHAIRMAN. Now, is your 0.2 to 0.8 the apples comparison
with Alan Greenspan’s 0.5 to 1.5, and Dr. Gordon’s 1.7?

Dr. O'NEILL. Well, what we did with the 0.8 was confine it to
areas for which there were fairly firm estimates. That excludes, in
the quality area particularly, sources of bias about which research
has not been done.

For example, in the huge medical area there is a known bias.
There are a lot of problems with the medical CPI. I do not think
that enough research has been done to say exactly what that par-
ticular bias is. Including the overstatement of prices in the medical
area could push the upper boundary well above the 0.8, but it
would be a guess to say exactly how far.

The CHAIRMAN. Would it be fair to say, if we were to take Dr.
Gordon’s suggestion of 1.0, which is the midpoint on Alan Green-
span’s we would not be far off.

Dr. O'NEILL. It is hard to say. That is why I think some panel
of experts would be needed so that you would have an array of ana-
lysts to give you some idea.
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Now, more research may be available than has been published.
There 18 always that issue when one does a review. We did not as-
semble a commission or have a commission at our disposal to re-
view every crumb of evidence that exists.

The CHAIRMAN. But you say, you are comfortable at 0.8, but be-
yond that you are not quite sure because the evidence is not solid.

Dr. O’NEILL. Yes. It does not mean that it is not there.

The CHAIRMAN. No, I understand that. When I said, therefore,
1.0, we are not far off of 0.8. If 0.8 is factually sustainable and you
are not sure, you think the bias is beyond that but you do not have
the evidence, we are not far off at 1.0, are we?

Dr. O'NEILL. That would be the upper end of the range. But the
whole range is between 0.2 and, maybe you could even say, 1.5,
somewhere in there.

The CHAIRMAN. Now, Dr. Abraham, tell me where you are on 0.5
to 1.5, and 1.7, and 0.2 to 0.8.

Dr. ABRAHAM. Well, I ﬁuess I am very loathe to subscribe to a
particular r , although I am happy to talk about the pieces. I
think we are all in agreement that there is a substitution effect as-
sociated with the fact that the CPI is based on a fixed-market bas-
ket that is on the order of 0.2 percent. _

I guess in terms of Dr. Gordon's estimate that there were two
areas, I think you referred to them as an outlet substitution bias
and a logarithm bias, that together add up to 0.85, I could not sub-
scribe to that for the reason that I indicated earlier. I do not think
that you can add those effects up.

I timk they are really the same thing, and I would be com-
fortable for those two things together accounting for something on
the order of 0.1 to 0.3 percent per year overstatement in the CPI,
which brings us to this whole quality adjustment area which, as ev-
eryone has indicated, I think is a very difficult area.

would make a couple of points, I guess. One, is that the ex-
tremely interesting and important work that Dr. Gordon, in par-
ticular, has done on this issue, is now somewhat dated and there
have been changes in the—

The CHAIRMAN. Is somewhat dated?

Dr. ABRAHAM. Is somewhat dated in the sense that the period
that it referred to was what, Bob?

Dr. GORDON. 1947 to 1983.

Dr. ABRAHAM. 1983. And there have been some changes in CPI
proclfdures since that time, so it would be valuable to update that
work.

The other point that I would make is that the areas in the CPI
where people have been particularly concerned about quality

es are home electronics and appliances, which together are
about 1 percent of the market basket, and medical care, where I
would agree there is a lot of uncertainty, which is about 7 percent
of the market basket.

There is an awful lot in the rest of the index where I think our
evidence is much sparser, and that leads me to be reluctant, given
that I would like to be able to say what the basis for any number
I came uﬁnwith was in other than a judgmental way to give you
a bottom line.

The CHAIRMAN. Senator Graham.
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Senator GRAHAM. Thank you, Mr. Chairman. It seems to me we
start with a fundamental iz?mblem that we are trying to use the
Consumer Price Index as if it were an index of cost of living, and
everyone is in agreement that it is not.

Are there any other statistical indices which are developed for
fmrposes that surround the issue of cost of living which might be
ooked at or melded into or with the CPI in order to come closer
to an-index of cost of living?

Dr. GORDON. I think the problem is that you can do things with
historical, retrospective research and go back and redo it and come
up with a new estimate of what the true cost of living change was
:}\{fr, sa);i, the decade of the 1980’s. That would be a very useful

ing to do.

But, as the commissioner said, you cannot put it into effect in
real time. They have got to come up with a number ever{1 month
and you cannot do that kind of retrospective research in the same
way.

My position, however, is that you can learn from the historical
research, from the comparison of what your best estimate is if you
go back and do it over a long period of time, and use that number
to adjust, just as Alan Greenspan suggests.

There is a lot of wonde evidence out there. “Consumer Re-
ports” goes out and gets the actual market price of a whole bunch
of consumer durable goods the consumers care about. That has
been published since 1937. I got almost everything I could out of
it in the process of doing this book, but you could update quite eas-
ily the kinds of things I did and get a new estimate of quality
change bias for at least the kinds of products that are reported by
consumer testing agencies. You cannot do it every month in real
time, but you can certainly learn from that kind of research.

Senator GRAHAM. Doctor, I was intrigued with your statement
that the corollary of an upward bias in the CPI is a downward bias
in some of our reports as to actual wage rates and incomes.

Dr. GORDON. of our reports.

Senator GRAHAM. Could you elaborate on that, and what do you
think the degree of that downward bias is? .

Dr. GORDON. Well, for real wages it is very simple because real
wages are defined as the change in dollar earnings relative to some
price index, and it should be the measure of the cost of living that
we are all looking for to find out if the worker is actually better
off now than he or she was 20 years ago. I came up with the esti-
g;ata thatt if you cumulated by 1.7 over the last 25 years, that is

rcent.

e have a number of estimates that average hourly earnin&s‘, if
anything, a little lower than they were in the early 1970’s. I thi
that is hogwash. I think that average hourly earnings and output
per hour, that is, productivi?, are all substantially higher than
they were 20, 26 years ago for %recisely the reason that we are
here today to discuss, that real GDP is based on a bunch of prices
and 67 percent of GDP is consumption. So, whatever way the cpi
is bi up, all those other things are biased down. )
ﬂS:;mtor GRAHAM. Dr. O'Neill, Dr. Abraham, do you agree with

18

91-537 0 - 95 - 2



30

Dr. O'NEILL. Yes. Even if you take a modest overstatement, if
you said that the overstatement was haif a percentage point, over
20 Xears that cumulates to a 10 percent overstatement of inflation,
and therefore understatement of real wage growth.

There has been a lot of hand wringing over how living standards
have been declining and people are not doing as well as their par-
ents did, but a lot of that could be misinformed because of failure
to use a proper inflation measure to deflate earnings.

Dr. ABRAHAM. I am less willing, as I have already indicated, to
subscribe to a particular amount by which the CPI overstates
changes in the cost of living, but it clearly is the case that what-
ever overstatement there it is going to translate directly into un-
derstating the rate of growth of real wages.

Senator GRAHAM. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Simpson. '

Senator SIMPSON. Mr. Chairman, according to the Federal Re-
serve, 0.5 overstatement of the CPI costs the Federal Government
about $150 billion over 5 years. I mean, we are a big, heavy coun-
try here, talking and trying to learn about something which is
surely more than all of us can comprehend, and certainly more
than an academic exercise, because by this instrument of the CPI, .
we are using it to provide COLAs for Social Security beneficiaries,
regardless of their net worth or their income, military and Federal
retirees, regardless of their income. I fully understand the import
of that statement. We are not trying to say they should contribute.
They do not, they should not. We disrupted their lives.

Food stamp recipients, including students, colleges, private sector
to increase wages, to adjust the Federal income tax brackets to
limit bracket creep. We are locked in to something which I will bet
has not had a hearing around here in any depth for 30 years.

I commend the Chairman and Ranking Member for this, but this
one i8 big time with what we have ahead of us, none of us, again,
wa?{ltilrxlgt to deal with anything politically hot, not one thing politi-
cally hot.

So, I want to ask you in a terribly provincial way, as you com-
pute all this on the 80 percent with regard to the urban population,
what calculation is based here, if all of the CPI with its numbers
and the 20,000, and the 24,000 living in the chosen urban area,
29,000 across the country surveyed on what goods and services
they purchased, and no separate CPI is calculated for truly rural
persons. Does this mean that the CPI is then inaccurate for rural
areas in the United States, which are many in the United States?
If it is inaccurate, how inaccurate?

Dr. GORDON. I would think that, if anything, the cost of living
may have gone up less in rural areas because those areas have
been the primary earlfy beneficiaries of Wal-Mart as it spread
around the country. Of course, it destroyed the lives of a lot of
small merchants, and there is that issue.

In terms of the price actually paid by consumers, the fact that
consumers flooded into Wal-Mart and abandoned Main Street in
many, many rural communities suggests that their cost of living
may have gone down even more, or gone up less, I think is the
proper way to put it.
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.. Senator SIMPSON. Well, that is a disturbing enough statement in
itself, but that did not solve much right there.

Senator MOYNTHAN. There goes Wyoming.

Senator SIMPSON. Yes.

Dr. ABRAHAM. Perhaps I could take a stab at a perspective on
your question. One point I would make—I think you are probably
all aware of this—that the CPI you mentioned, the so-called CPI-
g t;s tetshe one that covers 80 percent of the popuiation of the United

The index that is used for Social Security is actually the CPI-
W, which covers about 32 percent of the population. It applies to
urban wage earners and clerical workers. But I guess Bob may be
a little more willing to sﬁculate than I, but given——

Dr. GORDON. That is because I am in a university and you are
in the government.

Dr. ABRAHAM. Right. And I no longer am at a university. Given
that we do not collect price data in rural areas, my own view is
that it is venr{ hard to say how price changes there may have com-

ared. I think we would actually have to go out and collect the data
fore we could answer your question.

Senator SIMPSON. Well, on this logarithm bias that Dr. Gordon
spoke of that seemed to trigger some rather intensive scribbling as
You listened to his remarks, and he put it rather clearly and blunt-

, about something going from 100 to 75, and that represents a
price decline of 26 percent, if it went on sale and it goes back to
its regular price, that is a price increase, according to your agency,
of 33tpex';cent. Now, what are we to deal with there if you say that
is not 80

Dr. ABRAHAM. I am afraid I have to take issue with that descrip-
tion. That is just not an accurate description of a general problem
that exists with the CPIL. It is not the case that if we are pricing
an item its price goes down and comes back up that we err. In that
c%.se the index would come back to the same value that it started
at.

What may have led to his understanding of what was done and
his interpretation in coming to this conclusion was some work that
was done by a researcher at the BLSS. There is an issue.

The issue, though, really has to do with the way that new items
are handled when they are introduced into the index. I could try
to explain that in more detail if you would like, but that is the so-
called sample rotation effect that I referred to earlier that we think
we, artlalfy at least, fixed with the changes we made in January.
So, I am not agreeing with his description of that problem.

Senator SIMPSON. 1 think maybe in your area and in the area of
the financial markets we need to get some new computations of
things like the Consumer Price Index and even the Dow Jones Av-
erage. It does not affect anything really as to some limited number
of stocks, all of whom have been dropped in or dropped out over
the years, many stocks doing quite well, but the Dow Jones going
up because of some extraordinary event 80,000 square meters from

ere.

But this is very, very difficult for us. If we are going to do any-
thing, you know we are not going to do the political hot stuff. You
know that we are totally chicken. There is not a soul in here that
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is going to touch military retirement, Social Security, anything and
all. So, when they are doing that, watch out, because they WHF play
in this area. They will flay here. You can be a player here and fool
a lot of people and really hit and distort.

Dr. O'NEILL. I believe that Chairman Greenspan recommended
something like our option three, which would for a commission
that could make recommendations on an annual basis to the Bu-
reau of Labor Statistics or to Congress. The Bureau of Labor Sta-
tistics would then be asked to publish a measure, to be used for
indexing purposes, that would be the CPI minus X, and there could
be different variants of that. I believe that some countries have de-
veloped indexes for different purposes that are based on their ver-
sion of the CPI minus X.

Senator SIMPSON. That does not startle you if we were to do
something like CPI minus 0.5 or CPI minus 1.0. I mean, does that
send a rigor through fyou, as a formula?

Dr. O'NEILL. As a formula, it would be something like that; I just
do not know exactly what it would be. I think it would be very im-
portant that the geople on this commission truly be experts on the
matter, people who could be considered impartial with respect to
the political outcome of what they were doing.

There is some precedent because BLS does publish different
kinds of unemployment rates. There are different variants—I think
there were 11 at one point—of the unemployment rate, plus or
minus, calculated in different ways. The same thing could be done
with the CPI.

Senator SIMPSON. Thank you, Mr. Chairman. Thank you for al-
ways very important hearin that make us all learn a little more.

he CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. Yes. If I could say to Senator Simpson, there
is a tradition of civil dialogue between the academic economists
and the BLS that goes back three-quarters of a centur‘);.

Some indices were once ﬁercelIy disputed, such as the unemploy-
ment rate. I can tell you, when I was Secretary of Labor for Policy
Planning and Research the unemployment rate would come out
and instantly the AFL-CIO would say, too low, and the Chamber
of Commerce would say, too high. Then we would have a panel
meet and we hit it around.

But that does not happen. The general accuracy of that index is
now accepted. I guess our first monthly unemployment rate with
new survey data was 1948, is that not right? That is rather recent.
The sampling techniques are new to us, post World War II.

I would like to make two points here if I can. One, is that, at
minimum, Mr. Chairman, we face the anomalous situation that the
Social Security benefits are indexed by CPI-W, which is the only
CPI that existed in 1972, and the income tax rates are CPI-U, and
they are not the same. We are using two quite different indices.

I do not want to alarm anybody, but the CPI-U, which is used
to adjust Social Security benefits, has been growing at the rate of
3.5 percent as against 8.7 for the CPI-U. So, at this level we have
been underindexing Social Security. I think there is an experi-
mental index for the elderly that increased about 4 percent per
year between 1982 and 1993. Is that not right, Dr. O'Neill?

Dr. ABRAHAM. It is actually a BLS experimental index.
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Senator MOYNIHAN. That is a BLS experiment. Yes. And BLS is
alwa{s right on the edge of finding out the problem it has. I think
we obviously have to work at this. The time has come. We obvi-
ously are going to have an agreement.

The poverty levels. I mean, I was around in those early 1960’s
when we put together the ioverty index. Molly Orshansky had to
come up with something. She was over at the Social Security Ad-
ministration was she not? And she said, why do you not say three
times the city worker’s family food basket. And, all right, why not?

Three times the Department of Agriculture’s estimate of what it
costs to feed a family of four. Now we index it and we have indexed
it with CPI since. But if the CPI-U has been too high, then our
poverty statistics are too high. This thing rattles and falls around,
does it not?

If I could ask Dr. Abraham, first of all, you do understand loga-
rithms, do you not?

Dr. ABRAHAM. Yes.

Senator MOYNIHAN. There we are. I wanted to get that on the
record. A commission could serve the p se. This subject has ma-
tured enough in the academy. We would run a commission which
would have some BLS members on it, would we not?

Dr. ABRAHAM. I think there are different kinds of commissions
that have been talked about, some of which I think it would be ap-
propriate for the BLS to participate in, and some of which I think
it would not be.

Senator MOYNIHAN. Yes.

Dr. ABRAHAM. If you were talking about a commission that was
serving the Congress or a Presidentally-appointed sort of commis-
sion that Mr. Greenspan was talking about that was intended to
come up with an estimate of what the cost-of-living adjustment for
various purposes should be, that, I would say, is not a commission
in which the BLS should participate. :

Senator MOYNIHAN. Yes.

Dr. ABRAHAM. That is really getting into policy and, as you know,
that is something we stay out of. I would be very eager to have
formed, and obviously to work closely with, a second sort of com-
mission which would be one charged with evaluating the BLS
methods for producing the CPI and advising us on how those might
be improved, and that is something that we, independently and in-
ternally, had begun talking about wanting to pursue.

Senator MOYNIHAN. Yes. Yes.

Dr. GORDON. I think you want something broader though, be-
cause there is this issue that keeps coming up. Should you really
be indexing Social Security by a general price index or one that ap-
plies particularly to people over the age of 65, which is clearly more
relevant, where you would have a bigger weight for medical care
and you would factor in things like the shift to HMOs and other
ways in which medical economies are made.

Senator MOYNIHAN. You might find you had an index that was
higher than the Consumer Price Index.

. GORDON. That is quite possible, but that is exactly what the

commission should be thinking about.
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Senator MOYNIHAN. Mr. Chairman, I would like to say, that I
think you see before you that the capacity for civil inquiry into the
subject of this kind is very much in place. I hope we would proceed.

e CHAIRMAN. Well, as I said at the start, what these people

are talking about, together with Alan Greenspan, probably has a

ﬁreat.er effect on our budget than anything else this committee may
o this year.

Senator Simpson?

Senator SIMPSON. No. I thank you very much for your hearing.

The CHAIRMAN. Do you have any more?

Senator MOYNIHAN. I just want to make one comment. The Unit-
ed States has a precious tradition of good government data. We
built social science into the constitution when we called for the de-
cennial Census. Nothing is more precious than a tradition like that,
and we must not politicize it.

Senator SIMPSON. Mr. Chairman, just one other thing. As you
talked about, really, the senior citizens, the durable goods, the
things that are acquired, medical care, I think it would be very im-
ggrtant that somewhere we begin to do something just in that area

cause what is happening—! think my statistics are fairly close—
is that in the year 2025, unless we do something with these pro-
grams, that 65 gercent of the entire Federal budget will be going

to &eorle over 6 .

ell, if that is the case, then should we not sit down now and
look at durable goods, home health care? These things are just
going to overwhelm all other things and they do not fit in there.

I mean, these issues with seniors and health care and home
health care, hospice care, the fact that a huge percentage of all
Medicare goes to people over a certain age, and in the last 6
months of their life.

I say, as one who just as enjoyed the company of a 95-year-old
father and a 94-year-old mother, and my brother and I were paying
" for it ourselves, nobody else could do that. Yet people now want
that from their izvemment. Break the country. Break the country.

Dr. GORDON. Let me add that we have excellent research going
on at the NBER in Cambridge on drug prices, and detailed com-
parisons that take account of the shift to generics and all sorts of
things, compared with the BLS ﬁtice indexes. There is material
around there that should be brought together and evaluated.

The CHAIRMAN. Go ahead. _

Dr. ABRAHAM. If I just might add, we are actively considc.ng
and workin% on incorporating as appropriate improvements in the
procedures for constructing the index, so I think that an expert
group to advise us would be helet;ﬂ.

Dr. GORDON. That is right. And whatever number I suggested,

commission would want to take account of what the BLS is
doing now, not what they did 10 years ago.And if they fix the loga-
rithms, or whatever, we can forget that, as I am sure they will,
probablé', tomorrow.

The CHAIRMAN. Thank you very, very much. We are adjourned.

[Whereupon, at 11:38 a.m., the hearing was concluded.]
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OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The Chairman. Good morning folks. Thank you very much for

coming.
Both Senator Moynihan and I regard this as one of our most sig-
nificant hearings because this whole issue of the consumer price
index, is it right, or is it wrong, or is it overstated or understated,
is very critical to everything we do in Government.

It is kind of like those bar code readers at the supermarket. If
they are miscalibrated, everything costs too much and, by and
large, the aver%ge person has no idea if they are undercalibrated
or overcalibrated.

Or maybe you would want to compare it to a_tire. If you
overinflate it, you blow out; you underinflate it, and you have a
flat. And we would like to have it inflated at just the right amount.

So what you may tell us today may have more effect on the budg-
et than anything else that is done by anybody else this year.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Yes sir, Mr. Chairman, may I suigest that,
in your next campaign, when you get to that supermarket check-
out, you do not look at that thing and ask how it works.

his is so profoundly important, and so politically neutral. We
are trying to deal with what we have always been very good at in
our country, which is statistics.

If I could say to Dr. Diewert, it is our pleasure to have a Cana-
dian scholar join us. .

The United States sort of built social statistics into its system
when the Constitution required us to have the decennial census,
and aoqu.i.rin(f data very early.

In the mid-19th century, as Dr. Popkin will record, one of the
American labor movement’s manifestation was to ask Government

(85)
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to start establishing prices, a city worker’s family budget, things
like that, so that they could bargain for wages against what had
been determined to be the cost of a basket of goods necessary to
maintain a family.

And it is that tradition which BLS began, which enabled it to go
forward in World War I with what was to become the consumer
price index. And we have since used that index for all manner of
purposes, for none of which it was devised.

Did I get that right? It was not devised for the purpose we have
been using it, and so we are thinking about what is a responsible
correction?

And I thank the Chairman for leading us on this issue.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. I have no opening statement, Mr. Chairman.

The CHAIRMAN. If you would not mind, we will take Dr.
Jorgenson first today. He has to catch a 12:00 o’clock plane.

I hope we will finish everybody on guestions before he has to go.
But, if anything goes wrong, we would at least like to have him on.
So we will start with Dr. Jorgenson.

STATEMENT OF DALE W. JORGENSON, Ph.D.,, CHAIRMAN, DE-
PARTMENT OF ECONOMICS AND FREDERIC EATON ABBE
PROFESSOR OF ECONOMICS, HARVARD UNIVERSITY, CAM-
BRIDGE, MA

Dr. JORGENSON. Thank you very much.

I would like to apologize to everybody here for scheduling this de-
parture a little early. I have a class.

This is a topic that I think is accurately described by the opening
remarks you have just heard; it is an extremely important one.

In a way, it is a little bit embarrassing for economists like our-
selves to be discussing the issue of measuring the cost of living, be-
cause it is something we think we know how to do.

What we are here to discuss is whether in fact it has been done
in a way that is appropriate for the purposes that have just been
identified by the Chairman and by Senator Moynihan.

I would like to begin with a brief summary of my prepared testi-
:inmllcys' which begins on page 2 of the handout you will find at your

esks.

The consumer price index, referred to as the CPI, is published by
the Bureau of Labor Statistics. And that is the price index that is
ufqe;{d to adjust 30 percent of Federal outlays for changes in the cost
of living.

In 1983, the Bureau of Labor Statistics made two significant de-
cisions on the treatment of housing costs. The first was t. shift
costs for homeowners to a rental equivalent basis, beginning in
January 1983.

I am not going to discuss that in detail; that is a technical mat-
ter. There are many people here on this panel that are better quali-
fied than to describe the rationale and the details. Suffice it to say,
phgt was an entirely appropriate decision, and it has improved the
index.

However, the second decision is something which has drawn a
good deal less attention. And this was not—I repeat, not—to revise
the treatment of housing costs for 1982 and earlier years.



37

As a consequence of these decisions, I show in my Frepared testi-
mony that the CPI has a permanent upward bias of 11 percent, a
permanent upward bias.

Indexing of Federal programs to the CPI has had the effect of
transferring responsibility for Federal fiscal policy from the Con-
gress and the President to technicians who are ill equipped, in my
view, to perform this policymaking function.

The two decisions taken by BLS in 1983 have contributed ve
s“:’fﬁ“ﬁf“u" to the Federal deficit, and to the growth of the Fed-
eral debt.

In addition, these decisions have resulted in a massive transfer
of resources from the general taxpayer, present and future, to bene-
ficiaries of Government programs indexed to the CPI.

And what I want to emphasize in my testimony is that we should
recognize that this transfer cannot be justified as an adjustment for
c}l\anges in the cost of living, the 11 percent transfer that took
place.

In testimony before the Committee on Finance very recently, Dr.
Alan Greenspan, Chairman of the Federal Reserve Board, has pro-
posed the establishment of a commission to recommend annual cost
of living adjustments to the Congress and the President.

This 18 motivated by the possibility of systematic biases in the
rate of inflation, estimated frcm changes in the CPI.

The permanent bias in the level of the CPI, resulting from the
BLS decisions of 1983, requires a different approach. In this testi-
mony, I propose that this bias be rectified as part—and, I empha-
size, o?xlly a part—of a comprehensive program of deficit reduction.

I would now like to turn to my detailed testimony, beginning on
page 3. Obviously, I am not going to cover all of the points that are
made in the written version, but I do want to draw your attention
to the two charts at the end of the version that was distributed this
;nortiing, Unlike the ones I sent in a couple of days ago, these are
in color. .

The first chart compares the CPI, with an alternative measure
of the cost of living that treats housing on a consistent basis. This
alternative measure is the implicit deflator for personal consump-
tion expenditures, labeled PCE in the U.S. National Income and
Product Accounts.

In the first chart, you can see that both price indices cover the
same period, from 1947 to 1991. And, in fact, we could easily bring
those up to date. They are both expressed in terms of 1973 as a
base year. They are equal to 100 in that year.

And, if we proceed then to the second chart, iou can see that be-
tween 1968 and 1982, the CPI grew by more than 11 percent, rel-
ative to the PCE deflator.

If you return to the first chart for a moment, you can see that,
before 1968 and after 1982, the CPI and the PCE grew at essen-
tially similar rates.

Senator CHAFEE. Now do not go too fast, because I am trying to
follow this. Could you repeat that again please?

Dr. JORGENSON. Sure. Let us go back to the first chart. The CPI
you see there is in red.

Senator CHAFEE. Right.

Dr. JORGENSON. Mr. Chairman, should I pay attention to this?
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The CHAIRMAN. No. Go right ahead.

Dr. JORGENSON. All right.

Senator CHAFEE. This red you can ignore.

Dr. JORGENSON. All right, Fine.

Senator CHAFEE. We pay attention to your red here.

Dr. JORGENSON. All right. The PCE, which I referred to as the
implicit deflator for personal consumption expenditures, is in blue.

f you follow the chart, between 1947 and- 1968, you can see that
these move in parallel. They really do not diverge. But, beginning
in 1968, the red bars begin to climb, relative to the blue bars.
’{‘ggge are the biases that were built in by the BLS decisions in

However, by 1982, recalling now that the decisions were taken
in 1983, the relationship between the two stabilized and, since that
tint:a, the two price indices have been growing at essentially similar
rates.

So, if we now go over to the second chart, we can express the CPI
relative to the CPE These are just two different measures of the
cost of living.

Starting In 1968, we can see that the CPI was 97.9 percent of
the PCE 1n 1968. However, by 1982, after this growth had taken
place, the CPI had become 109 percent of the PCE. And that is a
relative growth of 11.4 percent. That is the bias that was built into
the CPI as a result of the BLS decisions.

Senator MOYNIHAN. Dr. Jorgenson, you are referring to the rates
of increase?

Dr. JORGENSON. What I am referring to here is just a comparison
between 1968 and 1982. So I took the ratio of the CPI——

Senator MOYNIHAN. Oh, going back to 1973, it is 100?

Dr. JORGENSON. That is right.

Senator MOYNIHAN. I see.

Dr. JORGENSON. Exactly. So, if I take the ratio of the CPI to the
PCE in 1968, they were ag»proximately the same, as you can see,
97.8 percent. But, by 1982. as a result of the inconsistent treat-
ment of housing in the CPI, not shifting to a rental equivalent
basis until 1983, the CPI has acquired a bias, relative to the PCE,
that amounted to 11.4 percent. And that is the number that I real-
ly war(xit to focus on because I think that is the number we need
to ponder.

enator CHAFEE. Could I just see if I got this right?

Dr. JORGENSON. Please.

Senator CHAFEE. Of course, I do not even have 1982 on my chart.

The CHAIRMAN. Yes, you do.

Dr. JORGENSON. Well, you have bars for each year. In the legend
there, you can see that we had room only for the numbers for the
odd years. But there is a bar in between each one of those, cor-
responding respectively to 1968 and to 1982.

enator CHAFEE. I see.

Dr. JORGENSON. Now I took the ratio of the CPI to the PCE, the
red to the blue, in 1968, and I plotted that in the second chart.
Tﬁ):rxz I did the same thing for 1982, and plotted that in the second
c .

That gives us an idea of how well these price indices were track-
ing each other over the period between 1968 and 1982. And, as you
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can see, they diverge substantially by 11.4 percent between those
two periods.

Senator CHAFEE. All right.

Dr. JORGENSON. Now I ask the question. What accounts for the
difference between the behavior of the CPI and the PCE deflator
between these two periods, 1968 and 19827

Let me first say that other of these indices are based on the
same primcixg data, namely the information on consumer prices col-
lected by BLS for constructing the CPI.

However, there is an important difference. And that is that the
PCE deflator employs a rental equivalent treatment of housing
throughout the period, all the way back to 1947, all the way for-
ward to 1991, whereas the CPI uses this approach only after 1988.
So you can say that, after 1983, the CPI and the PCE are measur-
in%the same thing.

efore 1983, as a consequence of the BLS decision not to revise
backward, the PCE measures housing costs on a rental equivalent
basis, and the CPI does not. The difference between the two of 11.4
rcent is due to this logical inconsistency in the treatment of

ousing costs in the CPI before and after January, 1983.

“ Maybe I should stop at this point and see if there are any ques-
ons.

The CHAIRMAN. I just want to ask one question. On your 11.4
percent——

Dr. JORGENSON. Right. =

The CHAIRMAN. Is that comparable to allow Greenspan’s state-
ment that the CPI is overestimated by .5 to 1.5 percent? When
Alan Greenspan says .5 to 1.5, you do not mean 11?

Dr. JORGENSON. No. I certainly do not. This is a level dif-
ference—

The CHAIRMAN. All right.

Dr. JORGENSON. A permanent difference in the level. Whereas,
what Chairman Greenspan was referring to was a difference in the
rate of inflation. And he says that there is a bias in the rate of in-
flation, which is the change from year to year of between one-half
and 1% percent. That is annual figure, representing a bias in the
inflation rate.

This has nothing to do with that. This is a level difference, due
to a decision by BLS not to revise the CPI backward to make it
consistent with the procedures adopted in 1983.

The CHAIRMAN. Let me ask you just one question then, and then
we will go on with Dr, Diewert.

Alan Greenspan says that the CPI is overestimated by .6 to 1.5
percent.

Dr. JORGENSON. Right.

The CHAIRMAN. The new Budget Director says .2 to .8 percent.
Dr. Gordon at Northwestern says a minimum of 1.7 percent, and
he thinks it is higher than that.

Can you put your imprint on their figures, roughly? Where would
you judge in those s of figures the overstatement of the
consumer price index to be?

Dr. JORGENSON. My view is that this is going to require a great
deal of systematic study. It is something that has been trying
to resolve in its own best light for years. And I would say that the
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error bands of, say, 95 percent confidence would easily encompass
the range that the Chairman suggested, .5 to 1.5. We cannot nar-
row it down. If you had to ask me for the best point estimate, I
would say my best point estimate would be around 1 percent, about
in the middle of the range.

I would also like to draw the implications of this for fiscal policy
if I may, Mr. Chairman, realizing that my time has run out, but
I have tried to respond to questions.

This issue posed for fiscal policy makers, like Members of this
Committee, by the inconsistent treatment of housing costs in the
CPI before and after January, 1983 has been stated with admirable
clarity by the Congressional Budget Office. And I quote, “If the CPI
has an upward bias, some Federal programs would overcompensate
for the effect of price changes on livintg1 standards, and wealth
would be transferred from younger and future generations to cur-
rent recipients of indexed Federal programs—an effect that legisla-
tors may not have intended.”

How important are the budgetary consequences of this
overindexing? Obviously, a precise answer to this question would
require substantial and extended study, taking into account the
timing of the growth of the bias between 1968 and 1982, the par-
allel development of indexing provisions for spevific Federal outlays
and interest on the accumulation of the debt that resulted.

However, a rough calculation, excluding interest on the accumu-
lated debt, suggests that the bias produced an increase of 3.42 per-
cent in Federal outlays.

To translate that into dollars, the estimate that is current for
Federal outlays by the Congressional Budget Office for fiscal 1995
is, of course, $1.6 trillion. So that the overindexing amounts to
about $50 billion. Now that is not including interest and the accu-
mulated debt. This is more than 28 percent of the Federal deficit
?if $176 billion. In other words, it is a very large and substantial

re.

e have already discussed the issue that I wanted to mnt to
next, which is that correcting the level of the CPI is a different
matter from correcting the rate of change, the estimated rate of in-
flation, which was the subject of Chairman Greenspan’s testimony.

The bias of more than 11 percent in the level of the CPI was cre-
ated by a growing discrepancy between the CPI and a cost of hvmg
index. such as the implicit deflator for the CPE, during the perio
from 1968 to 1982, )

After the two BLS decisions of 1983, this bias stopped growing
and contributed nothing to the rate of inflation. The increases in
Federal outlays resulting from this bias are the consequence of a
inappropriate treatment of housing before 1983. And, I want to em-
phasize, these cannot be justified as cost of living adjustments.

These increases have resulted in massive transfers vo bene-
ficiaries of indexed programs that are totally devoid of any eco-
nomic rationale.

I think member of the public, like myself, who has been
reading and listening to the media, is now entering a debate over
the elimination of the Federal deficit.

A successful deficit reduction program must balance the interests
of a very large number of Federal constituencies, all of whom could
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benefit from deficit reduction. However, equalizing the relative
gains from deficit reduction will require the use of a wide array of
policy instruments. There is no silver bullet. It is going to require
a t deal of careful consideration. '
limination of the transfers resulting from the upward bias in
rtgg lcet\irel of the CPI is an important policy instrument for deficit
uction.

How important could that be? Let us take our objective as bal-
ancing the Federal budget between now and the year 2002, say
over the next 7 years. If we take as our baselina figure $50 billion
a year, we are ing about a total contribution to deficit reduc-
tion, by elimination of these transfers, of $350 billion.

Ofmously, this is not something that needs to be regarded as the
key to this problem. It is only one of many policy instruments. But
1 Jnnk’ it is important to understand the magnitude of the effects
of the two BLS decisions that wee taken in 1983, which has re-
sulted in this substantial overindexing of 30 percent of the Federal

budget.
'lqg:nk you very much. I appreciate your patience.
The CHAIRMAN. Doctor, thank you very much.
dixmihe prepared statement of Dr. Jorgenson appears in the appen-

The CHAIRMAN. And we are delighted to have Dr. Walter Erwin
Diewert with us from the University of British Columbia, who has
also taught at Harvard.

Doctor, I think you come from one of the prettiest towns in North
America, maybe in the world.

Dr. DIEWERT. That is why I continue to live there.

STATEMENT OF WALTER ERWIN DIEWERT, Ph.D., DEPART-
MENT OF ECONOMICS, UNIVERSITY OF BRITISH COLUMBIA,
VANCOUVER, BRITISH COLUMBIA, CANADA

Dr. DIEWERT. I have been asked to present testimony on the fol-
lowing three questions:

3uestion one, why is the consumer price index overstated?

%'r?nber two, what is your aggregate estimate of this overstate-
men

Number three, what steps could be taken to rectify the overstate-
ment in the CPI?

I am going to stick fairly narrowly to my terms of reference. Here
is my answer to question one. I will interpret question one to
mean, what are possible reasons to believe that the U.S. consumer
price index may be overstating the degree of price inflation in re-
cent years? _

I distinguish five sources of overstatement or upward bias and I
would like to note that every source is controversial. That is why,
when you ask economists for their best point estimate of the aggre-
gate upward bias, you get different answers because different
economists include different aspects of this measurement problem.

The five sources that I distinguish are: substitution bias; elemen-

index bias; outlet substitution bias; quality adjustment bias;
and new goods bias. )

I will just briefly indicate what I think these five sources of bias
are. Substitution bias is the difference between a cost of living
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index, which allows the basket to change as prices change. The cur-
rent CPI, of course, fixes the basket and, if prices go up, there is
no allowance taken for the fact the consumers will purchase less
of the higher priced goods. This is a well recognized source of bias.
Some people think a fixed basket is good, and we should not worry
about substitution bias. I do not agree with this position.

The second source of bias is elementary index bias. This arises
from the use of an inapprogriate method for agﬁrl‘fgating price
quotations at the very lowest level of aggregation. This is too tech-
nical to go into here but, if you want me to try to explain more
about this, I would be glad to.

Senator MOYNIHAN. But there is an upward bias, and you cite
two references to the upward bias.

Dr. DIEWERT. Yes. In the U.8. CPI, I believe there is.

Outlet substitution bias is the third source of bias, which I dis-
tinguish. This is fairly easy to explain. It is the bias that occurs
when consumers shift their purchases from high-cost outlets to low-
cost outlets. It turns out that the current methodology does not
take into account that consumers are paying a lower average price
when this happens.

Now, in the old days, this was not such a big source of bias.
Work in the BLS in the 1960’s, compared to the 1980’s confirms
this. But, in recent years, with the growth of discount stores and
so on, it is a significant source of bias. Again, some ple would
say, well no, this is not a legitimate source of bias. But, again, I
would disagree with this negative point of view.

The fourth source of bias I distinguish is quality adjustment bias,
or linking bias. This is the bias which can occur when a variety or
a model of a good is replaced by a new variety. Again, it is a lttle
bit technical to get into the details of why this bias occurs. And,
again, it is a bit controversial because some people maintain that
there is not an upward bias at all from this quality adjustment fac-
tor. I think Joel Popkin will fall into this latter camg.

The final source of bias I would like distinguish is new goods
bias. This is somewhat similar to the quality adjustment bias, but
it is a little bit different. Substituting one model for another keeps
the total number of commodities constant. But what we observe in
today’s world, with the ogrowth of international trade, with the
growth of specialized production, is that there is a vast prolifera-
tion of commodities out there that consumers can buy.

I see my light has gone on.

The CHAIRMAN. Go right ahead.

Dr. DIEWERT. It turns out that existing index number methodol-
ogy simply does not take into account the benefits of an increased
choice set. This is very difficult to do, but I believe this is an impor-
tant source of bias.

So what is my answer to question two, what is the agﬁregate
overstatement? Well, we can just go through and sum up the var-
ious empirical estimates for the five sources of bias. On page 3 of
m¥ testimony, it is summarized.

believe that substitution bias in the United States probably
adds about .2 percent a year to the U.S. CPI. The elementary index
bias added approximately half a percent a year to the U.S.
consumer price index for the years 1987 to 1994. This coincided
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with a new methodology introduced, but it just had this unintended
oon:‘equenee of adding a built in upward bias of about half a per-
cen

Outlet substitution bias adds something on the order of a quarter
percent to 0.4 percent a tlw(eaa' in recent years. Again, the evidence
on this is a bit thin, but that would be my best guess.

With res to the last two sources of bias, the quality adjust-
ment and the new goods bias, the expansion in consumers’ choice
sets, this is quite speculative because people do individual studies
of bias in particular commodities and they find large biases.

But my friend, Jack Triplett, would say that people are fishing
where the fish are biting. In other words, they are finding these
large biases because they have picked priority commodities where
tth expect it is. There is some validity to this comment.

y guess for the combined magnitude of the last two sources of
bias, would be 0.35 percent to 0.6 %ercent a year.

Adding up these five sources of bias leads me to believe that the
U.S. CPI is overstated by approximately 1.8 to 1.7 percent a year,
which seems big, but I have actually tried to be conservative.

Finally, my answer to question three, solutions to rectify the
overstatement. The one source of bias which I believe would be
fairly easy to correct is this elementary index bias. BLS could re-
work its methodology and computer programs, and I believe this
could be corrected within a year.

The overstatement due to substitution bias is more problematic.
It would require increased resources to BLS. Basically, they would
have to get more information on quantities purchased, as well as
prices paid. Under the current BL'S methodology, one does not have
to worry about quantities consumed so much. The BLS has its base
basket, and it just collects price information.

But to attack the substitution bias, one actually has to know
what consumers are purchasing. And, hence, one has to allocate
funds for consumer finance surveys to find out what consumers are
buying. This would involve extra resources for BLS.

he outlet substitution bias could be corrected, I think, within a
time span of a year if the BLS decided that they wanted to correct
for it, although, it could be more involved than that.

The final two sources of bias are really resource-intensive, and
would have to the product of a long-term program. And, again, in-
creased resources would be required to correct those biases.

A final comment. As an outside observer from Canada, all our
National fiscal functions are done by Statistics Canada. You have
a checks and balances system here in the United States, where

rices are collected by one division and values by another division.
ften there is a bit of bureaucratic infighting and reluctance to al-
locate resources where the needs are the most pressing.

The CHAIRMAN. Bureaucratic infighting? [Laughter.]

It does not hapfen in academic circles though.

Dr. DIEWERT. It certainly does. So I think you might want to
think about trying to combine many of these separate statistical
agencies into one nice big Statistics USA.

Thank you.

The CHAIRMAN. Doctor, thank you.
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The CHAIRMAN. Next we will hear Dr. Ariel Pakes, who currently
teaches at Yale, but he has taught at both University of Wisconsin
and the Hebrew University.

Doctor, thank you for being with us.

STATEMENT OF ARIEL PAKES, Ph.D., DEPARTMENT OF
ECONOMICS, YALE UNIVERSITY, NEW HAVEN, CT

Dr. PAKES. Thank you.

I am going to take my role here as providing a brief explanation
of what the issues are, and how one might correct them.

So let me start with what economists think the CPI is supposed
to do. The CPI is supposed to calculate the increase in expenditures
th:(i; would leave the consumer just as well off today as he was yes-
terday.

The easiest way to do that is to take yesterday’s basket of goods,
reevaluate it at today’s prices, and find out the expenditure c e
that would be needed to buy those goods today. That is essentially
what the BLS is doing. The question is, what are the biases in this
way of doing things?

Now I say essentially because there are two differences. One is
that they hold the basket fixed for a longish period of time, about
10 years. And the second is that they are doing it for a representa-
tive consumer whereas, in economics, we do it separately for con-
sumers with different characteristics.

I say this because one might well think of doing the CPI sepa-
rately for difference age, family size and income groups.

In particular, the biases that Erwin has talked about, and I am
going to talk about, are likely to be different for different baskets
of lagoodxs So they are likely to be different for different age groups,
different family sizes and different income groups. And, if you do
not correct it in this way, changes in the CPI—and the changes in
tilﬁ way you do the calculation—will favor some groups over the
others.

Let me start with substitution bias. Erwin mentioned this. It is
really a very simple thing. You have ensured that the consumer
can purchase this year what he purchased last year. But relative
prices have changed, so the consumer might well do better by sub-
stituting out of goods that have become relatively dear and into
goods that have become relatively cheaper.

People have estimated substitution bias, and I think the num-
bers given by Erwin are pretty much agreed upon. It is the one
source of bias where people tend to agree on the number, and it
is about .2 percent per year.

The next source of bias that I am going to talk about is called
new goods bias. This includes all three of Erwin’s biases, so let me
explain a little bit where it comes from.

“New goods” is a term used in a very broad sense. A slight
change in quality of an old good, or an old good sold at a new out-
{:it’ gﬁ a mail order outlet or a discount house, is a new good for

e .
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The problematic issue is that when new goods are included in the
index, they are not included in a way that reflects the contribution
of the new goods to increased consumer welfare.

Currently, except in vewcial cases, the value per dollar of
the new good is not comp to the value per dollar of any pre-

viously existing good.
To an economist, the fact that people switched from old goods to
the new good, is a priori evidence that the new was worth

more per dollar expenditure than the old good. And that is the
source of the intuition that the new good bias is positive.

Let me take a simple example to drive the point home. Say that
a new good appeared which has exactly the same services as an old
good, but sells for one-half thzdprice. I will give some examples
where that has actually happened.

What happens to the CPI, the way it is currently constructed? I
have explained the reasons in my handout. The year that the new
good is introduced in the CPI, there is absolutely no change. There
18 no at%ustment for the fact that a new good has entered, even
though it costs one-half of what the old cost. .
at you want to happen to the CPI is that, at least for the peo-
ple who purchased the new good, is very clear. There is perfect sub-
stitution between the new gooci and the old good, so their price
index has gone down by one-half times the prices of the old good
times the weight of the old good in its basket.

So what you would like to happen to the CPI is to multiply the
fraction of the people who purchased the new good by this change
in the price index, and include the result as a downward movement
in the price index.

That does not happen. Moreover, what happens in subsequent
years is that the new good is now treated just like a different old
good. So there are two goods and what the price index will do is
take a weighted average of the two goods.

The fact that consumers change from the old good to the cheaper
new good is never registered in the price index. Even if in the sim-
plest case where, after the introduction of the good, both the new

ood and the old good’s prices go up at the same rate, and every-

dIy eventually shifts to the new good because it is cheaper, the

CPI will not register a fall in the price of the good, just because
of the way the CPI is constructed.

Now that is an extreme example, but it is not as extreme as you
would think. For example, patented drugs and generic drugs. When
patented drugs go off patent, a generic appears. Until January, the
generic was treated——

You should tell me when you want me to stop.

The CHAIRMAN. Go ahead.

Dr. PAKES. The generic was treated as a totally new good. So
there was no price decline as a result of people moving from the
patented drug to the generic.

This is independent of the fact that the chemical compounds of
these drugs are FDA certified to be equivalent. And, for the vast
mg’ority of people, they do exactly the same thing. .

similar thing is what Erwin called the outlet substitution bias.
An old good that is sold in a new outlet is a new good, and it never
gets compared to the old good in the old outlet.
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So the fall in price to the consumer that is a result of goods now
being marketed by mail order or at discount houses, is never cap-

in the CPI.

What has happened in society is that there has been a series of
marketing innovations which has decreased the cost of these goods
to society. And the way the CPI is constructed, it is just not in
there. It just does not capture it.

Now the question is, what is the magnitude of the outlet substi-
tution bias, which is one of the new goods biases? I have reviewed
the literature a little bit in the last few days. It is very hard to cﬁf’,
basically, because the studies have not been done systematically
over different classes of goods. And the techniques that have been
used have not been the same techniques over the commodities that
have been used.

But a lower bound, I think from my reading—and this is a lower
bound with some variance on it—would have to be at least as big
as the substitution bias, which was .2 percent.

Now I want to say one thing about this. It is true that there has
been a big shift over the last several years to mail order and dis-
count houses. So there is some bias because of this at least as long
as you believe the adjustment needed because you might enjoy
shopping at the old places more than the new places is small.

But it is not necessarily true that the same change will occur in
future years. Eventually we are going to get to 100 percent of the
Keople shopping at mail order houses, and .2 percent just cannot

eep being the right adjustment. So you cannot take the numbers
from the past and immediately apply them to the future. I want
to be caretul about that.

So that is the outlet substitution bias, which Erwin talked about.
My numbers are a little lower than his. I am also trying to be a
little conservative.

The basic problem with new goods you can take from these ex-
amples is that there no established method of comparing the new
good to old goods. The reason that I can give you such a clear an-
swer in the two examples I gave you is because I am assuming the
new and the old good are essentially perfect substitutes. So the dif-
ference in value to the consumer of having the new good available
igxi just the difference in price because they do exactly the same

ngs.

That is not generally the case. New goods sometimes come in
which do not do the same things as old goods do. There is currently
a methodology for the substitution case, called “hedonic analysis.”
It more generally does the correction when there is a lot of substi-
tution between the new good and old goods that were in the same
commodity group before.

Hedonic analysis is reaxf a Ve?’ simple thing, and it is easy to
explain and understand. All you do is take the prices and charac-
teristics of in the base period, and estimate a surface telling

ou what the price of different characteristic bundles are in that
ase year.

You then take the goods in the given year and use the hedonic
surface estimated in the base year to calculate what their prices
would have been in the base year.
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Then you take the difference between what their prices actually
are and what the prices would have been in the base year as your
hedonic index of what the rise in prices are.

The good does not have to be available in both periods. You are
imputing what its price would have been in the base period, had
it been there. That is what hedonics does. There are many different
technical details that can be used here, but that is essentially what
is going on.

o the extent that new goods bias has been investigated, it has
been investigated either by hands-on techniques—like the generics
I mentioned before that just compares things—or by this hedonic
technique.

And the numbers that you get out of it, again, vary widely. I
hesitate to give you an actual number here.

The CHAIRMAN. Do not hesitate.

Dr. PAKES. I know you do not want me to. But I have to go back
to my academic colleagues later and defend it.

The CHAIRMAN. But, as Dr. Jorgenson would say, you can surely
estimate well, between Alan’s .6 and 1.5, and he said maybe 1. And
Dr. Diewert says—

Dr. PAKES. Oh, all right, I will do that. I know you want it.

The CHAIRMAN. All right.

Dr. PAKES. The numbers, by the way, vary greatly. In some
cases, this hedonic analysis actually gives you negative numbers,
but not many. Most of them are positive, and some of them are
quite positive. Again, this is with a lot of variance. I could not see
how that kind of new goods bias could be less than .2 percent. I
could be wrong. But that puts you up to .6 percent now.

I did mention that these techniques do not capture a certain kind
of new good, in particular goods that provide services which you
could not have substituted to from the goods that were there in the
previous basket. So let me give you an example, and make it clear.

Consider what happened with laptop computers came in. Well, if
you were going to use hedonic analysis, which is the most sophisti-
cated analysis used, to evaluate that, you would have taken the he-
donic surface estimated for PC’s, desk-size machines. The price of
a desk-size machine is really related to the speed of the machine
and the memory of the machine, and had very little to do with the
size or the wei% t of the machine.

If you actually estimated what a laptop would be worth from the
hedonic surface, it would tell you that the laptop price should be
much lower than it actually is. And the reason it would do that is
because the hedonic surface for PC’s would not care very much
about size and weight.

So, for a comparably powered PC, a laptop is more expensive.
The reason the laptop is valuable is because it can do things that
the other goods we are calling substitutes cannot do. It can go on
airplanes with us. It can come to hotel rooms. There are a whole
set of new goods that look like that. That bias is essentially not
picked up in any of the techniques I have told you yet.

The CHAIRMAN. Now doctor, I am going to have to ask you to con-
clude, because we do have some questions, and I do not want to
let Dr. Jorgenson get away to his plane before we have a chance.
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Dr. PAKES. All right. There is one more bias that Erwin men-
tioned, that I would like to get back to. It is what I call the variety
bias. And it is a bias as a result of there just being an increase in
the variety of goods available for %eople to buy.

Senator MOYNIHAN. New goods bias, as Dr. Diewert said.

Dr. PAKES. Well, it is a special kind of new goods bias. Again,
these two sources of bias are the sources of bias that really require
much more intensive use of data, and much more intensive use of
techniques than have been used to date. And it is almost a guess
what the contribution of those two biases to the CPI would be. My
guess, again, is that they have to at least the size of the substi-
{;,ueticl:ixll‘ bigs, but I could be wrong. That would put me up to a num-

r like .8.

Let me say there is a different way of doing all this, and I will
conclude with this.

There is a different way of doing all this, called an ideal price
index, which would calculate all the biases at once. It has not real-
ly been applied yet because it requires so many new techniques.

It has been applied only in one case—autos—and then only as a
example. And you have & number like a 1 percent bias. This is one
case, and it i8 a case of an industry where we think variety has
changed a fair amount, and which is reasonably technologically
progressive. )

ould I just conclude with some suggestions before I leave?

The CHAIRMAN. You are like the man at the Academy Awards
with the envelope. [Laughter.]

Dr. PAKES. Do you want me to, or do you want me to stop?

Thge CHAIRMAN. I would prefer if you would stop, but give us that
number.

Senator CHAFEE. It is the wholesale price of admission.

The CHAIRMAN. Point 8. All right.

Dr. PAKES. Yes. It has got a large standard error.

The CHAIRMAN. I understand that. So we can be at 1.3 or 0.3?
Senator MOYNIHAN. If I may say, Mr. Chairman, Dr. Popkin is
oing to be a very important witness because our estimates are 0.8,
.0, and a high of 1.7. That is the ragﬁe.
{The (?repared statement of Dr. Pakes appears in the appendix.]

The CHAIRMAN. Dr. Popkin.

STATEMENT OF JOEL POPKIN, Ph.D., PRESIDENT, JOEL
POPKIN AND CO., WASHINGTON, DC

Dr. POPKIN. Thank you very much, Mr. Chairman.

My prepared testimony asks and answers five questions. I am
going to summarize those, and try to stay within the allotted time.

The first question I raise is, is the quality adjustment con-
troversy a recent controversy? The answer is no.

This issue was raised in 1961, in hearings before the Joint Eco-
nomic Committee. In those hearings, a committee member asked,
“Let’s assume for a moment you have succeeded in all the research,
and you have a perfect measure of quality. Can you give us any
judgment at the moment as to whether that would mean, say, that
the CPI or the WPI, either one or both, would have moved less rap-
idly than they have in fact done with present techniques?”
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Mr. Ruggles, Professor Emeritus from Yale, was a member of the
committee that studied this issue, and he gave the following an-
swer: “As long as we are being arbitrary, I would say 1 to 2 percent
a year.” That is not too different from what we heard today.

ut this would of course exceed the amount of price increase, so
I guess we have negative inflation.

’ r. Stigler, the late Nobel Laureate in economics, who was the
ch_e:iirman of the committee presenting this report to the Congress,
said:

“The trouble with this area is that there is no extensive body of
data to which one can point. This is a common impression held by,
let us say, 99 percent of the economists in the country, that there
has been a steady upward drift on average in qualilg.

"But if you corner one-of these people and say, ‘Give me the ref-
erences where I can find these numbers on which your judgment
is based,’ it is a very thin collection of numbers.”
to«Ii think that some members of the panel have admitted to that

ay.

So nothing has changed. And the important thing about that, as
I see it, is that in 1972, when Congress first tied Social Security
to the CPI, all this information was in the public domain. So noth-
ing has really changed.

econd question. Is ag’xexality bias in one direction, and is it in the
same direction year r year? Someone made the comment that
ple who study quality bias fish where the fish are. And I have
"%—ﬁe shing where the fish are not. Let me give you something I
came up with.

What price index has gone up more than any other in the CPI,

iven its weight in the CPI? The answer is college tuition. The
index for college tuition stands at 260 percent of what it was in
1982 to 1984. That is higher than medical care, which is only at
218, and the overall CPI, which is about 150.

Now when you think about it, in the last 4 years alone, there has
been a 10 percent rise in the student/teacher ratio in colleges.
There are fewer teachers to teach the same number of students.
Also, we are finding that our college educated students are not
doing as well as college educated students in other countries.

I suspect that, if we did an intensive quality adjustment study
in the area of education, we might find that, instead of going up
160 percent in the last 15 years, college tuition may in fact have
gone up 300 percent in the last 15 years.

So my point is—

Senator MOYNIHAN. Because the quality has declined.

Dr. POPKIN. The quality has declined, but nobody reports that.
t;eSianmx)r MOYNIHAN. Oh, a lot of professors report that. [Laugh-

r.

Dr. POPKIN, That has not surfaced in this hearing.

Another point I would like to make is that, as has been fairly re-

rted, the BLS has done a lot of work on quality over the years.

d, in some cases, it has been accused of overkill. For examaflle,
there are studies that show that the BLS overadjusted for quality
in automobiles. This is another example where quality change is
not in the same direction.



50

Now a third gquestion that comes to mind relates to Erwin
Diewert’s list of five reasons for bias. I can think of more. And, in
fact, some of them go in the other direction. I think that the han-

ing of the environment in the CPI is a source of downward bias
in the CPIL.

For example, when the new winter blend of gasoline came onto
the market at about 5 cents more a gallon, the BLS said, oh no,
that is a quality change. We are not going to let the CPl g0 up.
People were coughing; their cars were not running as well and this
is true dme%ilx % change—freely, I might add, because we do not
have air in the CPI market basket, which is really what is affected
by the blend. It has nothing to do with gasoline. So that is an area
where ] think we can find downward bias in the CPI.

Another thing is the way we handle taxes. You know sales taxes,
but not State income taxes, are in the CPl. So the CPI is not neu-
tral with respect to the way it handles taxes. Because, if a State
finances one way or another way, it affects the CPI.

And nobody bothers to correct the CPI for changes in the quality
of services State and local governments are providing. It seems to
me, from everything I have read, that the quality of service is de-
clininf. There is just no money out there for it.

So I think, if you looked at that, you would find that the CPI is
understated, not overstated.

The fourth question: If you had a commission, would what that
commission says affect just the CPI, or would it permeate the en-
tire _st:;iistical system? Unfortunately, I think the latter. The rea-
son is this.

Let us assume that inflation is 3 gercent, GDP growth is 3 per-
cent. The commission meets, and the commission says 1 percent
overstatement in the CPI. We will make the CPI 2 percent. Then
the other shoe drops, the people are going to say, well, that means
the GDP must be goigﬁ up at 4 percent. And what about productiv-
ity? And what about all our other measures?

. My concern is, if you have a judgmental overlay to objective sta-
tistics, the subjective overlay is ﬁoing to win the day, and people
will no longer base judgment on the underlying basic statistics.

By now you have probably gathered that I am not %oin to give
you a number. Fr , I have been in this business for 30 years,
and I am an agnostic. I think the only way you study is bit by bit.
1 believe what George Stigler said, that you do not guess about
numbers. That is not scientific economics.

So let me leave you with one perhaps positive note. If you do go
in this direction, I would advise you to invite every American Nobel
Laureate in economics to serve on this commission. Whoever ac-
cepts, accepts. And you will at least have set up an objective frame-
work in which no one can accuse you of biasing your sample toward
those people who have done research on prices because, as has
been remarked, they fish where there are a lot of fish.

Thank you, Mr. Chairman.

The CHAIRMAN. Dr. Popkin, let me ask you this. No matter how
you appoint a commission, there is going to be some degree of sub-

Jectivity in it. If this was perfect mathematics, we would not even
need a commission. We would just plug the numbers into your PC,
and out would come the exact figure that we want.
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But my bigger question is that. Senator Moynihan and I were
discussing this a day or two ago. Is there any need for any more
studies on this? Is there information that has not yet been plumbed
by somebody?

Dr. POPKIN. I am not suggesting that there is a need for more
study. I am suggesting that a price index is something that evolves.
A lot of the things that the panel has commented on about BLS
methodology have already, in fact, been corrected and incorporated
in the CPl. The issue of the calculation of geometric means and
outlet issues have already been done.

Improvement also evolves; it takes place. I do not think we
should stop and have a huge study of all these issues. I think, rath-
er, the BLS should do what it has been doing for 20 years. Perhaps
it could do it more quickly, in terms of implementation. It knows
what it should do. The problem is implementation, and that is a
management issue.

But I think the BLS has improved the CPI a lot. I think it can
improve it a lot more. And I would like to see it be given the
chance before you let bad statistics drive out good ones.

The CHAIRMAN. I am not so sure it is a question of bad and good
statistics. Again, I think there is some subjective estimation in this,
even from our other three panelists. I do not think any one of them
would say, here are the exact statistics.

This is not a question of good and bad, is it, in that there is only
one set of good statistics?

Dr. POPKIN. Mr. Chairman, who has the responsibility to the
American people to deliver an objective set of statistics? The agen-
cies that Congress has set up to do that, or a commission of re-
searchers who have studied the issue?

The CHAIRMAN. Well, those are two different things. What you
are saying is that we need to make sure that the public will accept
whatever conclusion is reached as a fair conclusion.

Dr. POPKIN. That is right.

The CHAIRMAN. Those statistics may be totally inaccurate
though. They may be totally inaccurate but, if the public accepts
them as fair, that is what you are saying the conclusion need be
so that they will accept them.

Dr. PopKIN. I think that is very important, if we are not to un-
dermine the statistics.

The CHAIRMAN. I would like to ask the other three panelists, if
they would, to comment on Dr. Popkin because he comes to a dif-
ferent conclusion than the other three of you.

And I will start with Dr. Pakes.

Dr. PAKES. Just two things—the issue of subjective evaluation is
undoubtedly true. What you are going to have to do for the new
goods bias, is to compare the old good to the new good. So for outlet
substitution bias you will have to decide what 1s the benefits of
shopping one way or the other.

But their is a subjective evaluation being made now. By not
doing anything, you make the statement that there has been no in-
crease in value as a result of this new marketing innovation. I
think that is just wrong.

I think, as in the generic case, most economists would think it
is wrong.
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As far as further study of the BLS, I could not differ more from
Dr. Popkin. I actually think what you need is a systematic study.
He is right. There is no question that the first studies of every kind
of bias go out to the one commodity group where the bias is likely
to be greatest. Generalizing these results to be representative, is
like saying that every aspiring young actor should expect to earn
the wage of Tom Haﬁs. at 18 a little bit absurd.

So the only way you are ever going to find out what the bias is,
is to do a systematic study, using agreed upon techniques. It is not
going to be totally agreed upon, but you have to come to some deci-
sion. Do it systematically, across commodity groups. Without that,
I do not thmi you will ever know the answer.

The CHAIRMAN. Dr. Jorgenson.

Dr. JORGENSON. I would like to agree with Popkin. I think the
issues we are discussing here, with respect to the rate of infla-
tion—I emphasize the rate of inflation—are important and interest-
ing. But I think that what has come out of the testimony that you
have heard is pretty unambiguous. These are not—I repeat, not—
subject to resolution by a professional consensus.

BLS is aware, in the sense that staff members are aware, of all
of the issues that we have discussed. In fact, BLS has made some
of the most important contributions to the resolution of all of them.
The¥ know what the objective ought to be, and implementation, as
Dr. Popkin has suggested, is a management issue.

I would like you to focus on one central fact. In the matter of im-
plementation, there was a serious management error made in Jan-
uag’, 1983. That was the subject of my testimony.

ontrary to what Professor Diewert has told you, one of the great
strengths of our statistical system is that we do have checks and
balances. The personal consumption expenditure deflator is made
up of the same raw material as the BLS CPI, but it is produced
% aal competing statistical agency, namely the Bureau of Economic
ysis.

It provides an objective standard by which we can judge the mag-
nitude of the consequences of that management error in January
of 1983. Those consequences have led to $50 billion of overindexing
every year.

Senator MOYNIHAN. The bureau in the Department of Commerce
and the Department of Labor.

Dr. JORGENSON. Yes. That is exactly right. Same raw material,
two different statistical agencies, one in one Cabinet department,
one in another. Right.

The CHAIRMAN. Dr. Diewert.

Dr. DIEWERT. I am a little bit reluctant to jump in here, as an
outsider but I will make a couple of comments.

I think I agree with Joel that having a commission with a
ju%‘mental overlay might not be such a good idea because it will
undermine the statistical agencies eventually. Thus I would prefer
to see the statistical agencies do the best job they can.

With respect to Dale’s comments that they are aware of all these
sources of bias, and can easily fix them up, that is certainly true,
as least with respect to the awareness comment.

The question 18 whether they would want. In other words, the
substitution bias has been around for a very long time, and BLS
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has not been willing to take it on. Maybe it is for budgetary rea-
sons, or whatever, but I do not know quite how to solve that prob-
lem. You give the statistical agency the independence to do the best
job that you think it can, but yet when you see something which
should be done differently, how do you go about encouraging them
to do it? I do not have a resolution.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. I should first of all declare my interest. Dr.
Popkin and I were in the Department of Labor together in those
years, and I remember Dr. Stigler’s testimony. It was very much
around the corridors. But when you say nothing has changed, I
think the important thing is that in those years there was an ab-
stract interest in the CPI, but it did not have any budgetary con-
sequences whatever. Nothing was indexed.

d I would also like to say to my colleagues that it is a wonder-
ful idea to have a commission headed by Nobel Laureates, and Dr.
Podoff has just listed those that come to mind. They are Tobin,
Samuelson, Solow, Modigliani, Friedman, Klein and Arrow. I do
not know Lawrence Klein very well, but I know of him. And that
gives you 6 Democrats to one Republican. [Laughter.]

I think you ought to know that before you sit down with them.

Mr. Chairman, the point that is powerful here is that we have
four eminent economists, of whom three gave us an estimate of the
range of overestimate that they think is in the CPI. And it ranges
from Dr. Pake’s eight-tenths of 1 percent to Dr. Jorgenson’s 1 per-
cent to Dr. Diewert’s 1.3 to 1.7 percent. That suggests that last
year the increase in the CPI may have been twice the real increase
in grices. Is that not right, doctor?

r. DIEWERT. Yes.

Senator MOYNIHAN. We are not talking about small proportions.
One percent is a third. 1.7 percent is half. These are big numbers.

I would like to ask one question. If we were to go back to Dr.
Jorgenson’s table, when the big inflation of the 1970’s hit, let us
just use your figure of 1.0 percent overstatement, which is about
one-third. That is when inflation was about 3%2 percent.

Dr. JORGENSON. Yes. During the period—

Senator MOYNIHAN. Say inflation is 15 percent——

Dr. JORGENSON. Right.

?;nator MOYNIHAN. It would have to be more than 1.0, would it
no

Dr. JORGENSON. No. The point that I wanted to make, using this
chart that you see is that there is a very important source of bias
that was removed in January, 1983, which was the treatment of
housing costs.

Senator MOYNIHAN. Yes.

Dr. JORGENSON. During the period between 1968 and 1982, the
housing costs contained a price index associated with mortgage in-
terest rates on new mortgages. That was totally inappropriate, and
that was removed and replaced by this rental equivalent approach.

BLS could have revised backward. They could have started in
1983 and said, now we are going to go back and redo the CPI to
make it right. The PCE deflator, using the same raw material, did
make that change, so it is internally consistent.
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The CPI deflator is not. Therefore, the CPI overindexes. But that
. i8 just one component. What has been discussed here has nothing
to do with that. :

Senator MOYNIHAN. I want to see if I can get my question
straight.

Dr. JORGENSON. All right.

Senator MOYNIHAN. When you say .8 percent, .1 percent, 0.3 per-
cent, you are talking about the range of overestimate at a vary low
level of inflation generally. What if we were up at 17 percent?
Would you use a much wider range? Would your 1.3 become 4.3?

Dr. DIEWERT. It would increase, mainly because of the elemen-

index bias. As the degree of inflation increases, there is gen-
erally more dispersion in price quotes. This elementary index bias
increases as the dispersion increases. Just exactly how much, I
could not give you off the top of my head. But I would like to say
that Ariel’s 0.8 percent upward bias is quite consistent with mine,
if you take into account the fact that he did not talk about this ele-
mentary functional bias. Adding an extra 0.5 to his 0.8 puts him
right up with my lower bound of 1.3.

Senator MOYNIHAN. Yes. I find this striking, Mr. Chairman.

The CHAIRMAN. It is uniformity.

Dr. JORGENSON. No, no. To answer your question, Senator, I
think that the important thing to focus on is that the mean does
not change, the range changes. In other words, if we think about
.5 to 1.5, Greenspan’s range, and we think about the midpoint, the
midpoint is not much affected by higher or lower inflation rates.
What is affected is the range.

If we go back to the high inflation periods, the range would
widen from half a percent one way or another to, say, 1 percent one
way or the other. And that is something to keep in mind.

So I think that the point estimate of 1 percent is still what I
would retain.

Senator MOYNIHAN. But, if we do anything at all, it has to be
more subtle that CPI minus 1?

Dr. JORGENSON. No. I think that, if you are going to deal with
the issue of the transfers that I have identified, what you are going
to have to do is to treat that over time, let us say a 7-year period
where you are engaging in a deficit reduction exercise, you are
going to have to treat the cost of living adjustment as something
that is going to be reduced from year to year, in order to eliminate
this transfer element altogether by the end of the period.

The total potential that I have identified is $350 billion. That is
a large number, as far as deficit reduction.

The CHAIRMAN. But let me ask you, because I think Pat is asking
it slightly differently, let us say that the collective evidence seems
to be 1.0 {)ercent. And we say, all right, we think that is honest
evidence. It is overstated. So we are going to suggest a 1 percent
reduction in the indexing. But if the inflation was 20 percent, a 19
percent adjustment would not be an accurate adjustment?

Dr. JORGENSON. No, no, of course not.

The CHAIRMAN. All right.

Dr. PAKES. Could I say one thing? I think there is a real danger
in doing what you are doing. In the outlet substitution bias, what

—
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happened yesterday is not necessarily what happens tomorrow. If
you take one number, it is going to be out of date very quickly.

I think the major issue though is most of the sources of bias are
not indexed by inflation. I think you will agree with this. This one
particular one is, but the rest are not.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. First, Mr. Chairman, I have a commentary on
your discussion with Dr. Popkin about the perception of fairness.

I think the major problem we have in changing all this is that
outside the Beltway, the present situation is ?erceived to be very
fair. There is going to be some assumption o Ipoliﬁcal manipula-
tion, whatever we do to change the situation. The present system
is seen as fair, even though all of our discussions here show how
it can be off a large de%ee or a small degree.

My question to you, Dr. Jorgenson, would be on this 11.4 percent
that is still in the base of our CPI?

Dr. JORGENSON. Exactly. That is still built into the base. Right.

Senator GRASSLEY. I know you said that what Dr. Greenspan
was talking about is an entirely different matter, but because of
this bias here—

Dr. JORGENSON. Right.

Senator GRASSLEY [continuing]. That still contributes in some
small way. I guess my question is to what extent.

Dr. JORGENSON. No. Let us focus on exactly what Greenspan has
proposed. He has proposed a commission, which would recommend
to this Committee, and to the House counterparts, and to the ad-
ministration annual changes in the cost of living appropriate for
the indexed programs in the Federal budget.

That commission would, therefore, at%ust the rate of inflation
groduced by the Bureau of Labor Statistics, to reflect the kind of

iases in the inflation rate.

As you have just pointed out, it is a difference in the level that
has not contributed to the inflation rate since 1982. Because, in
1982, the Bureau of Labor Statistics made two decisions. It elimi-
nated the source of bias, which is not anything we have been dis-
cussing here, but rather just a growth error, an inappropriate sta-
tistical approach which was duly corrected.

Senator GRASSLEY. But since they did not compensate for it, it
is still in the base.

Dr. JORGENSON. Precisely. And they failed to compensate for it.
Fortunately, the Department of Commerce, which produces a com-
peting product from the same raw materials, which in fact tracks
the CPI before 1968 and after 1982 very closely, enables us to cali-
brate the magnitude of this error in the base.

As Dr. Popkin just pointed out, in the early 1970’s we began to
index, first the Social Security system and then a wide rauge of
Government programs. So this is built permanently into the base
for indexing. And it is not something that can be regarded as an
adjustment for the cost of hwuxif It is simply a statistical error that
was not corrected, and was built into the base in perpetuity.

Senator GRASSLEY. So then, even if we make the adjustments for
- the future, we are still going to be paying for this mistake.

Dr. JORGENSON. Forever.
Senator GRASSLEY. Forever.
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Dr. JORGENSON. Exactly. And, therefore, that is something that
should be regarded as an appropriate policy instrument, correcting
this error, for a budget balancing exercise.

If you are going to engage in the kind of deficit reduction that
this Committee has sworn that it will, has indicated that it will,
this could be an important policy instrument that is unexploited so
far. This could be an opportunity to achieve some of the budgetary
objectives that are going to be so difficult to achieve.

enator GRASSLEY. Doctor, I am done, but Dr. Popkin wanted to

re%)rond. -
. POPKIN. Could I follow up on your question and Dr.
Jorgenson’s answer?

Senator GRASSLEY. Yes.

Dr. POPKIN. The thing I like about Dr. Jorgenson’s proposal is
that he is not relying on a divining rod to figure out what a bias
is. He can calculate what the impact of that failure that he men-
tioned brought about.

So there is no smoke and mirrors here. And it can be imple-
mented in a systematic way. And you do not have to go through
this exercise of what is quality adjustment? What is the quality ad-
justment bias? Who has the number? It is rauch more objective.

The CHAIRMAN. Senator Chafee. .

Senator CHAFEE. Thank you, Mr. Chairman.

Dr. Jorgenson, what if we just went to the PCE, and used that
gs tl'lle basis, and said we are just switching horses we are backing

ere?

Dr. JORGENSON. I think that would be an appropriate thing to do.
And I think that would have to be phased in, like any other
change, but that could certainly be done.

But I think there is a basic issue here. And that is that you have
to think of dealing with these other issues. So what I favor myself
is what I think of as a two-phase approach. I think that, within the
framework of your current budget balancing exercise, the deficit re-
duction, that one really ought to focus on the objective evidence
here about the difference between these two indices and what it
ixnf)lies about overindexing, and work that through systematicall{.

think, as Dr. Popkin suggested, that is something that would
enable one to achieve professional consensus much more readily
thg: dealing with the issue of the systematic biases in the inflation
rate.

I would not suggest a committee or commission of Nobel Laure-
ates, recalling that the median age at which the Nobel Prize is
awarded in economics is 70. If you take the accumulated stock, you
are talking about people who are in their late 70’s or early 80’s.

Senator MOYNIHAN. Would I not be correct in saying that the
awards at the median age 70 are for work done at 25?

Dr. JORGENSON. Precisely. I think that is very accurate, Senator.

So my conclusion is that phase two is something in which the
combination of BLS and your appointed agency, CBO, which is
competent in this area, one could put those two together and come
up with a phase two that would address some of these issues of
systematic bias.

You have heard testimony here today from the most distin-
guished students of this subject to the effect that there is no profes-
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sional consensus that would enable you to proceed to sort out the
differences between .5 and 1.5.

My number of 1 percent is based on a study done by the Bank
of Dallas in the Federal Reserve System, which I believe to be the
best study in this area, in an attempt to put all these numbers to-
gether. But the fact is that I think iv would be very difficult to ar-
rive at a professional consensus.

Nonetheless, given a period of time, phase two should be to ad-
dress that issue. So phase one would be to deal with this issue of
essentially the error in the level.

I think given a period of 4 or § years, you could follow that with
a phase two, in which you would use some version of Greenspan'’s
proposal. But I very much support Joel Popkin’s idea. This should
be done by professional statisticians—people who work for the
CBO, people who work for the BLS, people who do this for a living.

Senator CHAFEE. I would like to ask the other panelists. Dr.
Jorgenson put great stock in this failure that took place in January
of 1983, in connection with the changes that were made in comput-
ing the rent. Nobody else mentioned that. Is that as big a problem
as Dr. Jorgenson stressed?

What do you say to that, Dr. Diewert?

Dr. DIEWERT. Dale is absolutely right in his analysis of the prob-
lem. I would like to point out that Robert Gordon, who testified in
this Committee previously, pointed this out in great detail in an ar-
ticle in “In the Public Interest” in 1981. It is almost as if Dale has
taken a leaf out of Bob’s old book.

Now Dale’s solution to the problem presents political difficulties.
The problem is that the increased benefits are built into the sys-
tem. I think you would face tremendous political resistance in try-
ing to reduce benefits to make up for this mistake.

Dr. JORGENSON. I am not talking about reducing benefits, gentle-
men. [ am talking about reducing the cost of living adjustment to
which these benefits are subjected. We are not talking about
shrinking anybody’s checks, or anything like that.

The CHAIRMAN. By any measure, the checks are going to go up.

Dr. JORGENSON. Right.

The CHAIRMAN. The question is do they go up 3% percent, or 2V
percent? Nobody is talking about any spending going down.

Dr. JORGENSON. Exactly.

Dr. PAKES. But there is an enormous thing implicit in what Dale
is saying. Let us go back to what we are trying to do, which is to
maintain the standard of living, or maintain what the person can
purchase.

Now you are saying that you have let what the person can pur-
chase go to another level. And what you are doing by taking this
correction is saying that the level we want to let that person pur-
chase at is what it was before 1972, not now. That is a political
decision.

Senator CHAFEE. Well, let me just finish here, if I might.

You are right. It is a political decision. Since the notch baby
problem seems to be disappearing, maybe we can 2mbark on this
as a substitute for it. [Laughter.]
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Dr. Popkin, what do you say about what the warning si%nal—-not
the political thing, but the error that took place in 1983? Do you
agree with Dr. Jorgensen?

Dr. POPKIN. Well, I think Dr. Jorgenson has identified one of the
three most significant changes in price indexes. One is the intro-
duction of a price index for computers, so we could see how com-
puter price declines were affecting our price indexes.

Another was the introduction of price indexes for the military de-
fense hardware, which was a very significant thing.

And the third one was this change in the housing component of
the CPI, which actually was discussed in those 1961 hearings
which I mentioned earlier.

So those three things are very important. The implementation,
how to make the correction for the housing thing, was never really
addressed.

Before I give credit to Robert Gordon for that, I would actually
give it to Senator Domenici who, in 1981, wanted to freeze entitle-
ments. And I do not know what was in his mind, but it could have
been this problem that the CPI had overindexed the entitlements.

Senator CHAFEE. Well, 1 will pass along to Senator Domenici
your kind comments and praise. And I th.mlgs' he might be prepared

The CHAIRMAN. Senator Simpson.

Senator SIMPSON. Thank you very much, Mr. Chairman.

This is another fascinating hearing. I am trying to attend a good
many of them. Did you notice? And I enjoy the participation with
this fine group of colleagues, who do really remarkable bipartisan
work. And I think we will never have a greater challenge than
what we have coming with regard to the entitlements, as you have
heard me say before.

Our job—and I really do look at this as our task on this Commit-
tee—is to drive home with great vigor the noble hope that the citi-
zens of our country will hear and understand what is going to ha

n to them in the next 30 years. And they do not understand. At
east they have not understood that in my 16 years here. But I
think this year, for varied reasons, they understand what is f&ing
to happen to their children. More importantly, the children know
what is going to happen to the children.

And 80 I tiunk’ I see the percolation of the phrase, “We are not
cutting anything; we are slowing the growth.” And I think that is
a very important thing to be getting out into the consciousness of
America, and I see it coming.

We are doing nothing. It is like what we recommended on the
Entitlements Commission when we recommended our suggestions
with regard to, if you will pardon the expression, Social Security
which, to my mind, should never be left off the table. My colleague
there rapged quite vividly there on the table bo‘f.

Nevertheless, what we were suggesting—and this is a key—does
not affect or reduce the benefit of anybody over 50. That got lost,
and now it is being heard again. In other words, everything we
suggested with the phase-up and so on did not affect the benefit.
It did not reduce a benefit of a Social Security recipient. It will af-
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fect COLA's. It will affect Part B. It will affect a lot of things, but
it does not affect the benefit.

So, if we can make them understand what the CPI is a little bet-
ter, and the drama of what it does as we deal with such a small
number with such a huge impact.

And there is a confusion out there in the populace as to the
consumer Yrice index and the cost of living adjustment. They have
got that all garbled up. Maybe we do too. But we are going to have
to uncoil that knot for them and realize that they are two thintgs——
the consumer price index, vital as we look at it, and the cost of liv-
ing adjustment.

And now we have the personal consumption expenditure. I hoped
that would not enter, but there it is, whatever that is. It is very
interesting, whatever it is.

Now you talked about quality and you talked about education.
That certainly piqued my interest. The tuition at Stanford now is

27,000 a year. at are we doing? Pell grants are $4,000 or

5,000 bucks. That will not set you there. So that is troubling.

I think Pat has suggested that, as you talk about quality, that
a lot of professors report on the lessenin%\of quality. And a lot more
students report on the lack of quality than professors. Something
is not right.

So how do we get the consciousness of the American people into
this consumer price index? You talk about numbers, and we have
to talk about numbers. But how are we Foing to address and make
the people understand how a small little number has such a tre-
mendous effect on them, and how could you tell them to do that
in 30 seconds?

Dr. JORGENSON. Well, let me try that. I think you have to focus
on the idea that there is an element in the benefits, as you just
suggested, that goes beyond the size of your check, that is associ-
ated with the cost of living COLA’s.

That is a term to which I think you get a response of maybe 80
percent of the American population have heard about that, and
maybe 30 percent of them can explain what it is. And maybe .3
percent can explain exactly what it is in these terms we have been
discussing here.

Now think what you have to say is that the cost of living adjust-
ment is something which is intended precisely to compensate for
the cost of living changes. And that is something which is going to
be altered as part of an overall deficit reduction package in which,
as you pointed out, are going to be feeling various kinds of unfamil-
iar pain from various unsuspected sources.

And this is just part of the package. How large a part of the

ackage is something for you, your colleagues, and your colleagues
in the House to determine. That is what you are elected for.

But it seems to me that we do have the raw material here to pro-
ceed to get an axgropriate handle on this problem of what part that
ought to &lay. d i1t seems to me that that is the way to try to
address this issue.

Thank you.

The CHAIRMAN. Senator Moseley-Braun.

Senator MOSELEY-BRAUN. Thank you, Mr. Chairman. To my col-
league, Senator Simpson, the BLS puts out a little pamphlet to ex-
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plain it in 25 words or less, so this is at least a start for the aver-
age person who might want to have a better understanding of this.

Senator SIMPSON. I will slip over there and get a copy.

Senator MOSELEY-BRAUN. ﬁ‘ you want it, I will pass it over.

Certainly, on the one hand, this is a classic index problem. How
the index gets designated, the improvement of the data that BLS
collects, and the way that data is handled, revisions perhaps in so-
phistication and streamlining, and focusing in on what is in the
market basket, and how it gets meas , is something that I
think everybody agrees is a laudable goal. It makes sense to make
Sﬁ that your data is as accurate and as comprehensive as you can
make it.

However, the issue here with regard to the CPI is one of its effect
and the effect that the recalculation might have on the lives or or-
d}i]nl Americans, in terms of Social Security or income taxes, or
the like.

It has been argued that the CPI overstates inflation in a macro-
economic sense. And Senator Moynihan just advised me that this
panel alone has come up with a range of numbers, in terms of how
much it overstates inflation, from .8 percent to 1.7 percent.

Similarly, Chairman Greenspan stated that the range was .5 per-
cent to 1.5 percent. Well there is a lot of money in between those
numbers if you want to calculate it for a particular reason. And it
has in fact been calculated as representing the difference in these
numbers. '

The amount to which inflation is overstated can make a dif-
ference of some $21 billion, or $21 billion in income taxes for the
American people, or, alternatively, a $27 billion decrease or reduc-
tion in Social Security.

Now my question to this panel is, working through the numbers,
what would your respective estimations translate to in terms of an
increase in income taxes or a decrease in Social Security, given the
present calculation of COLA’s and the like.

Dr. JORGENSON. Senator, this panel has dealt with two issues.
You just summarized one of them, which was the subject of earlier
hearings involving Chairman Greenspan.

There is another issue which is illustrated by this chart, which
is that there is a permanent bias built into the CPI which can be
measured, as I have explained in my testimony as 11.4 percent.
This has nothing to do with the rate of inflation. It is a permanent
change in the index that was the result of an administrative deci-
sion, an error in implementation if you like, that was made all the
way back in 1983. It has no effect on tax collections.

It results in an overindexing of 30 percent of the Federal budget
that I estimate as $60 billion a year. That is on the expenditure
side, the outlay side. If you accumulate that on a annual basis over
a 7-year 'period, e ing in a deficit reduction program, that could
account for $360 billion of overindexing and transfers that have re-
sulted that are not—I repeat, not—cost of living adjustments at all.

Senator MOSELEY-BRAUN. All right. And your suggestion is that
$50 billion in overstatement in terms of revenues, in terms of
spending, is in what, Social Security?
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Dr. JORGENSON. This is in all of the indexed programs. Thi

rcent of the Government budget is indexed to the 8;‘1, and it af-

ects all of these pro%ams.

Senator MOSELEY-BRAUN. So, that is mostly retirement though,
not the entitlements?

Dr. JORGENSON. It certainly includes all the retirements, but it
also includes Federal employee compensation. It includes the Sup-
plemental Security Income program, the Federal Em%oyee Retire-
ment programs, military pension proirams and so on. Yes.

Senator MOSELEY-BRAUN. I do not have a problem having an aca-
demic discussion, and I do not have a problem having a real discus-
sion, but I think we need to be forthright and forthcoming about
what it is we are really talking about here.

Dr. JORGENSON. Exactly.

Senator MOSELEY-BRAUN. And what we are really talking about
here is how things like retirement get calculated.

Dr. JORGENSON. That is exactly right.

Senator MOSELEY-BRAUN. And how salaries get calculated.

Dr. JORGENSON. That is right.

Senator MOSELEY-BRAUN. And how income taxes get calculated.

Dr. JORGENSON. That is right. But focus on this issue. As we
have emphasized here a couple of times, nobody is talking about
reducing anybody’s check. Nobody is talking about that, right?

Senator MOSELEY-BRAUN. We are talking about how the check
gets calculated. ‘

Dr. JORGENSON. We are talking about how the cost of living ad-
justment is applied.

Senator MOSELEY-BRAUN. Whether it is a reduction or not?

Dr. JORGENSON. Exactly, Senator.

Thank you.

Senator MOSELEY-BRAUN. All right. I think we have an obliga-
tion to be forthcoming and forthright about what this discussion
really is about.

Dr. JORGENSON. Exactly.

Senator MOSELEY-BRAUN. It is not just about measuring market
baskets. It is also about the impact and the use of that measure-
ment. What is that measurement used for?

Dr. JORGENSON. In my written testimony, Senator, I made a re-
mark that conveys my rendition of what you just said.

I said, “Indexing of Federal programs to the CPI has had the ef-
fect of transferring responsibility for Federal fiscal policy from the
Congress, the elected representatives of the people and the Presi-
dent, to ﬁlt:Ioiccl';mclans who are ill equipped to perform this policy
making on.”

Senator MOSELEY-BRAUN. Does somebody else have a number for
me? Can I get the rest of the answer?

The CHAIRMAN. I think you may want to ask your question

again.

Dr. JORGENSON. It is $50 billion, Senator.

Senator MOSELEY-BRAUN. Your number is $50 billion. Does any-
body have another number?

Dr. PoPKIN. I should just add that my estimate was not included
in the range that Senator Moynihan gave you, for good reason. I
have no estimate.

\

91-537 0 - 95 - 3
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Senator MOSELEY-BRAUN. All right. Thank you, Dr. Popkin.

Thank you very much. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Graham.

Senator GRAHAM. Thank you, Mr. Chairman.

I would take some exception to the last comment by Dr.
Jorgenson. I think what Congress has done is make a policy deci-
sion, right or wrong, that it wishes to have a maintenance of pur-
chasing power in a variety of programs, some of which affect ex-
penditures, some of which affect revenues.

And it has then made a second judgment that the means by
which that will be accomplished shall be the CPI.

Dr. JORGENSON. That 1s what I am here to question. That is ex-
actly what I am here to &estion. There are two aspects of it, and
it is the second that I think is questionable.

Senator GRAHAM. Right. And I think what we are now learning
and, in fact, the Bureau of Labor Statistics says it as explicitly as
the English language will allow it to be stated, in its brochure
when it says, “Is the CPI a cost of living index? No. Although it
frequently and mistakenly is called a cost of living index. The CPI
is an index of price change only. It does not reflect the changes in
buying or consumption patterns that consumers probably would
make to adjust to relative price changes.”

Dr. JORGENSON. This is exactly the point at which this Congress
should absorb the message that you just read from BLS. This is a
very important message. As you pointed out, this is something that
has not been absorbed into the policy making process. It has led
to serious consequences.

Senator GRAHAM. And the question is, how do we rectify past
error? And there have been two roads that have been rec-
ommended. One road is to assign this responsibility to the Bureau
of Labor Statistics to develop a methodology which will come closer
to accomplishing the goal of a cost of living formula.

Or, two, to take what the Bureau of Labor Statistics is currently
roducing, and assign that to some third party, which could be the
ongress itself. Or it could be a commission of wise persons who

would have the responsibility of making that modification.

In our previous hearing, one of the concerns that was expressed
about road one was that the Bureau of Labor Statistics indicated
that it would be an extended period of time, talking in years,
maybe even in decades, as opposed to weeks and months in order
to accomplish that objective.

We could calculate what the economic consequences of continuing
to use an overly generously biased CPI would be, as opposed to uti-
lizing some form of a road two, such as I understand has been sug-
gested, maybe a commission of Nobel Laureates in economics to do
this kind of work.

If this question has been asked of the panel, I apologize. But I
would be interested in your assessment of those two alternatives,
factoring into your assessment the time that would be required to
secure a number from the Bureau of Labor Statistics, as compared
tbg the time that might be required through an alternative available

us.

Dr. JORGENSON. I would like to suggest that it is the same thing.
A commission would require precisely the same kind of procedures
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and information that the BLS itself would. And that is something
that, therefore, would be figured in, I would say, 6-year intervals.
That would be the ea(rpros;n; te thing.

What I have tried to draw the attention of the Committee to is
the fact that there is a third road. And the third road is to rectify
an error in implementation of the BLS CPI program that occurred
in January, 1983, that resulted in an 11.4 percent permanent up-
ward bias in the index.

That third road is something that does not require years. That
is something that would require this panel. We have had a discus-
sion of that_here, and it seems to me that we all agree that is a
relatively objective fact, as economic facts are, about which we now
ought to turn to implications of for fiscal policy. And it seems to
me that that is an appropriate starting point.

I pmﬁosed in my response to an earlier question that we have
a two-phase approach. Phase one is to deal with overindexing that
I have discussed as a level change.

Senator GRAHAM. I am in the yellow light, but I would like to get
comments, if I could, from the other members of the panel as to
which of those two roads we should take.

Dr. DIEWERT. I think I would favor having the BLS develop a
cost of living index, even if it does take a year or so because, as
Dale indicates, they would have the primary information, and hav-
inf another agency to do it would mean more guesswork.

do agree with Dale though that, if you wanted to have an in-
terim measure, you could assign the responsibility to the Congres-
sional Budget Office. Thﬁy would have enouﬁh expertise there to
give you some kind of ball park estimate of the bias in going from
the Bureau of Labor Statistics concegt to a cost of living concept.

Dr. PAKES. I guess my feeling would be that we should stick with
the BLS and, perhaps, have an advisory committee that works with
the BLS. The people in the BLS are quite informed on all of these
biases. Many of the numbers we were actually quoting you are a
result of their own studies. So they know what is going on.

I would suggest having an advisory committee that works with
them, simply because there are going to have to be value judg-
ments made in the middle of this, comparisons and things like
that. The conceptual issues are more recently discussed in the aca-
demic community.

I do not think you can expect an answer to this in very short
order. It is going to be 5 years before you have real changes.

Dr. POPKIN. I support Professor Jorgenson’s view. If we make
this correction, which can be done in an objective wa{, that is the
way to go. 1 think that is where the CBO can be helpful because
the CBO knows about the revenue expenditure implications of the
housing component change. And technical matters should remain
the province of the BLS.

e CHAIRMAN. Let me say, Dr. Jorgenson, you leave when ﬁcl;u
have to go. He has to catch a 12:00 o'clock plane. I would just like
to comment before you take off. Every now and then we see stories
in the press about the perks of Congress. It is normally the beaches
at Waikiki. I think this panel is one of the perks of Congress. To
have people like this come, on relatively short notice at our beck
and call, 18 a perk I would not trade for anything else we have.
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Senator MOYNIHAN. Can I say that one of the resources I have
as a member of the board from the first issue, I have the complete
works of “The Public Interest.” I am looking at Robert J. Gordon’s
article in 1981, “The Consumer Price Index: Measuring Inflation
and Causing It”. He had a Xft]’—ly careful table 1, which records the
CPI, PCE inflator, and the difference. This has been looking at us
for a long time, and we have not done anything about it.

Dr. JORGENSON. I am not making a claim of originality, Senator.
I want to make that very clear.

Senator MOYNIHAN. No. You recommended it. Oh no. Also, you
calculated it.

The CHAIRMAN. But who else in the Senate would have this in
his office, and could pull it out immediately?

Senator CONRAD.

Senator CONRAD. Thank you, Mr. Chairman. I thank this panel.

Dr. Jorgenson, I would like to go back to what you were talking
about earlier, the question of housing bias that is in the current
figures. And, in your testimony, you indicated you believe that is
a bias on the spending side of an additional $50 billion a year be-
cause 30 percent of the budget is indexed by the CPI. Fifty billion
a year over 7 years would be $350 billion. As I understand it, this
is in addition to the 1 percent bias you would attribute to the CPI?
Is that correct?

Dr. JORGENSON. That is right. The 1 percent is a bias in the in-
flation rate that occurs every year, year after year. What I am talk-
ing about is a one-time change in the level that has built in a per-
manent level bias of 11.4 percent. So that is exactly right. Those
two are in addition to each other.

Senator CONRAD. My understanding is that a half-point change
in the CPI would reduce the deficit by about $140 billion over 7
years. So 1 percent would reduce the deficit some $280 billion over
7 years. That would be in addition to the $350 billion that you have
identified. That would be a total of $630 billion. And, in addition
to that, you would have the interest savings——

Dr. JORGENSON. Correct.

Senator CONRAD [continuing]. That would flow from those
changes.

Dr. JORGENSON. Exactly.

Senator CONRAD. How certain are you of the calculation of the
$350 billion over 7 years, the $50 billion a year?

Dr. JORGENSON. That is something that is subject to some recal-
culation. It is the kind of thing that the CBO, for reasons that Dr.
Popkin has just suggested, is very well equipped to provide you
‘with a more accurate number about.

This is strictly a back of the envelope calculation, but my feeling
is that it is subject to relatively modest error, by comparison with
the 1 percent. If we think about the 1 percent as an annual figure
over 7 years, the error bands on that, which I think are very rea-
sonable, are those presented by Chairman Greenspan-—say from
one-half to 1Y%,

As Senator Moseley-Braun A’t}x‘st inted out, there are big dollars
associated with that range. And I think that is a separate issue,
which I would regard as something that could be resolved over the
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next § years or so. And that is an appropriate job for CBO and BLS
to do together.

Senator CONRAD. Let me understand. In terms of the 1 percent,
obviously that has an effect not only on the spending side, but on
the revenue side. That would affect Social Security increases. That
would affect the indexing of the income tax. So that would have an
effect on both the revenue and the spending side. The housing
p_x;)blem that you have identified would simply be on the spending
side.

Dr. JORGENSON. That is right.

Senator CONRAD. Neither of those would include the interest sav-

ings.

iet me ask you, what other effects would it have on the economy
if we were to make a change in both of those areas? If we were to
change the housing calculation, if we were to change the CPI?
Could you, and then other witnesses as well, outline what other as-
pects of the economy would be affected by a CPI change?

I assum2 there are labor contracts that are tied to the CPI.

Dr. JORGENSON. Right.

Senator CONRAD. I assume there are all kinds of contracts be-
&weetrll1 cor;xpanies that involve the use of the CPI. Could you iden-

em?

r. JORGENSON. Yes. Let me mention that. I think that is a sepa-
rate matter. And that is something that I think led to the error in
imIplementation by BLS.

t is perfectly possible for private parties in this economy to

ee to index cost of living adjustments in any way they choose.
They can use the CPI, they can use the PCE. They can use an
deflator they wish, or they can not have a COLA provision at all.
And this is obviously the subject of negotiation in collective bar-
gaining.

So I think the answer is that anything that the Congress does
in this area could be regarded as essentially independent of similar
problems of cost of living adjustments in the private sector.

There is no reason why you want to do something that produces
a new version of the CPI.

Senator CONRAD. I assume that it is actually written in the con-
tracts that they will use the CPl. So, if we make a change here,
it is going to affect other aspects of the economy.

Dr. JORGENSON. It is. But, on the other hand, if you said some-
thing like that the cost of living adjustment was going to be the
CPI minus 1 percent—that is the example that you used—that
does not change the CPl. Private parties are able to make trans-
actions involving the CPl without buying into your 1 percent, or
half a %e:cent, or 12 percent, or whatever you think the number
should be. That is up to you to determine. It does not affect their
transactions at all.

So I think these could be insulated from each other, the effects
on the public sector and the effects on the private economy.

Senator CONRAD. Dr. Pakes?

Dr. PAKES. I think that is essentially correct, except where you
are going to have more spending or less spending in the economy.
So there i8 going to be excess demand or less demand.

Senator CONRAD. Dr. Popkin, do you want to comment?
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Dr. POPKIN. I am not so sure they can be separated. I am a small
businessman. My lease with my landlord has a CPI escalator. I
think I would take a look at a commission, and try to figure out
which way they were going to come down, and then I would build
into my lease something where I could place my bet.

So I do not think they are independent.

Senator CONRAD. I thank the Chair.

The CHAIRMAN. Do you have more?

Senator CONRAD. I think we would have a very hard time mak-
ing an independent determination of CPI that applies only to the
government. I think for ys to say, well, for Government it is CPI
minus some percent. The whole rationale for this, it seems to me,
or some of the strength of it at least, is that there really is a prob-
lem, that the CPI is not appropriately reporting what is happening.

The housing change that you advocate——

Senator MOYNIHAN. But the CPI does not purport to be a cost of
living index.

Senator CONRAD. Well, that is a whole other issue, is it not? It
really goes to the heart of the question of why we are using CPI
as the means to make these changes. Maybe we are using an inap-
propriate test to address revenue. That is a whole other issue. I do
not know if we want to kick that off here.

But it just seems to me, if we are going to do this, make changes,
we have got to have it done on an objective basis that can stand
up. And, if it applies to Government, there would be no reason it
would not apply elsewhere.

And I am just struggling to understand what other sectors would
be affected. Does anybody know what other things are tied to the
CPI? I would think retirement plans in private companies, leases.
I have leases that have a CPI escalator. Any other thoughts on
other elements of the economy that would be affected here?

Dr. POPKIN. Alimony.

Senator CONRAD. Alimony?

Dr. JORGENSON. I still come back to my perhaps narrowly legal
erspective that it would be possible to insulate the two by identi-
‘f)y'ing a specific adjustment that is due to this error in the level of
the CPI. And that leaves peo?le who are engaged in private trans-
actions, which are primarily forward looking, to preserve whatever
they have written into those transactions.

What follows from that, we hope, is going to be a better reflection
of changes in the cost of living, in both the public and the private
. sectors.

The CHAIRMAN. Let me ask you, if I can follow up on Kent’s ques-
tion now. The CPI overstates the cost of living increase. And yet
we have paid all of our programs to the CPI, regardless of whether
they exactly reflect the cost of living or not.

hAJCIJIl’(Iinds of private parties have apparently paid themselves to
the .

If we were to pass a law and say, CPI minus one, that does not
change the contract the parties are using. They are still using the
CPI. They could just as well be using Standard and Poor’s, or the
Dow, or whatever it is they want to use as a point of reference.

Dr. JORGENSON. Exactly.
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The CHAIRMAN. And the fact that we changed the percentage
does not change the reference point.

Dr. JORGENSON. Right. And that is the argument that reinforces
Dr. Popkin's point, which he has made on a number of occasions
here. And that is that creating a judgmental overlay, as he called
it, that would provide a separate CPI has enormous consequences
gf the sort that Senator Conrad has just brought to our attention

ere.

So I strongly support Dr. Popkin’s view that having a commis-
sion, even one composed of Nobel prizewinners, is not a great idea.
It would be better to use the CBO and the BLS.

Senator CONRAD. Mr. Chairman, might I ask a final question of
Dr. Jorgenson?

The CHAIRMAN. Yes. Go ahead.

Senator CONRAD. In your testimony, on page 4, you say, “In sum-
mary, BL'S made two decisions in 1983. The first decision was to
change the treatment of housing costs to a rental equivalent basis.
The second was not to revise the treatment of housing costs for
1982 and earlier years.”

Why did they make that decision?

Dr. JORGENSON. I believe that they made that decision partly be-
cause of concern about the private sector implications. But the De-
partment of Commerce, which faced a similar issue with the PCE,
made the opposite choice.

And I think that was the appropriate choice for BLS at that
time—and it was certainly debated within the agency. Dr. Popkin
can perhaps inform us more fully—did not reflect the thought that
this might in fact build in a permanent bias. People really had not
focused on the fact that they were making fiscal policy. They
thought that what they were doing was talking about a cost of liv-
ing adjustment in the abstract, as technicians. In fact, they were
making fiscal policy. That is what we have been discussing here.

Senator MOYNIHAN. Mr. Chairman, before Dr. Jorgenson goes,
that 1981 article by Robert Gordon says, “Also, since foreigners
watch the CPI closely for clues to the future course of U:S. interest
rates and the exchange value of the dollar, the CPI is probably the
single most quoted economic statistic in the world.”

And in the end he referred to the Stigler committee, which said
in the now classic words of Martin Bronfenbrenner, addressed to
the Stigler committee in 1960, “It is better to be imprecisely right
than precisely wrong.” [Laughter.)

Dr. JORGENSON. And that is an example here. We have a case in
which we decided to be precisely wrong.

The CHAIRMAN. Any more, Pat?

Senator MOYNIHAN. No, Mr. Chairman.

The CHAIRMAN. Senator Graham.

Dr. DIEWERT. I just wanted to add a quick response to your ques-
tion as to why the BLS did not revise these series.

There is a tradition in the CPI literature that you never revise
them, partly for legal reasons, because many contracts are indexed
to the them. If you start revising the CPI, the legal situation is
going to be mighty tangled indeed.
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Thus Dale’s strategy of having a scparate special Congressional
deduction, or whatever, is the way to go, rather than trying to re-
vise the CPI.

Senator CONRAD. Well, I would like you to explain that at a town
hall meeting in Fargo, North Dakota.

The CHAIRMAN. I think you can.

Senator CONRAD. We are on one schedule with CPI, and every-
bOdi’n else is on another.

The CHAIRMAN. No, not we, but if you say the evidence is clear
that the CPI has overstated the cost of living for everybody—for
taxpayers, for Social Security recipients, for Congressional pen-
sions, for judges’ pensions, for everybody else—it has been mistak-
enly overstated.

Senator MOYNIHAN. I have got it. Congressional pensions are
overindexed. [Laughter.) -

Dr. JORGENSON. I think that would be a way to make the point.

The CHAIRMAN. And I think Dr. Jorgenson and the others are
saying that, if we are going to make some change, rather than at-
tempting to fool with the index, we would be better off to say
minus 1 percent for the next 2 or 3 years, and we will ask a com-
mission to study it. But we will not attempt to change the index
itself by fiat.

Do I get that right, Dr. Jorgenson?

Dr. JORGENSON. That is exactly my point, yes.

The CHAIRMAN. Senator Graham.

Senator GRAHAM. Well, let me make a comment, and then a sum-
mary statement.

The CPI is not invalid for the purpose for which it is intended.
It is intended to be a market basket which evaluates the changes
over time in the cost of that market basket. Now, for that purpose,
the CPI is accurate. Am I correct?

Dr. JORGENSON. No. Senator, I am sorry to disagree with you.
But I think when the BLS decided to change the basis of housing
after 1983, and not to change the basis for housing costs before
1983, they cut that makes even that interpretation credible. And
g)lst momentous consequence is what we are here to deal with

ay.

So I think that, in fact, it is a case in which it does not even
achieve the stated objectives.

Senator GRAHAM. Let me insert the word theoretically, prior to
my last statement. Theoretically it is meant to accomplish that ob-
Jjective.

The CHAIRMAN. Theoretically, it is meant to accurately measure
prices.

Senator GRAHAM. Right. If there was a technical, and rather ex-
ensive, error that diverted from the theory, as we would say in
panish, calostima.

Dr. JORGENSON. Right.

Senator GRAHAM. It means what a pity. But having said that,
could we take a course of action that would meet the goals of public
understanding, some sense of urgency to rectiafﬂ past errors, but
also with deference to a high level of professionalism in this arcane
statistical error?
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We could, for instance, ask the Bureau of Labor Statistics, in a
fairly brief period of time, let us say 120 days, to give us a rec-
ommendation of what would be required and what the con-
sequences would be of eliminating this housing bias that occurred
in the early 1980’s.

Second, beyond that, in a longer period of time, let us say 24
months, ask for them to give us a recommendation of a procedure
by which a more systemic and ongoing modification of the CPI
could be utilized in order to make it a more accurate indicator of
cost of living.

Dr. JORGENSON. Yes. I think that is a version of the two-phase
approach that I sug%sted. I would like to draw your attention—

enator GRAHAM. Would those time frames, in your judgment, be
excessively stringent?

Dr. JORGENSON. Quite the contrary. At the bottom of page 4 in
my written testimony, I have a footnote which says, “The BLS de-
veloped experimental price indices extending back to 1967, based
on a rental equivalent treatment.” In other words, the same treat-
ment as after 1983.

For example, I asked this same guestion of BLS myself, and I got
the following answer. The price index labeled CPIUX1 in BLS 1988
is available to the public. It is not published b{l the BLS. You might
ask them why, but it is readily available. They will be happy to
send this to you. It would take an hour to get this information. I
have a copy I would be glad to fax to you.

So they have the information on hand. It is in the inventory of
statistics. And, in fact, this version of the CPI is used by the Bu-
reau of the Census in its routine reporting. When the Bureau of
the Census reports the standard of living, the inequality and pov-
erty numbers, they produce two versions, one with the CP 1,
and the other with the CPIU that we are discussing as flawed.

So, in fact, BLS is able to respond instantaneously to the first
of those questions.

With regard to the second phase, I think you are right. Certainly
24 months would be a minimum period. I really feel though, that
if there is to be an attempt to deal with this in a comprehensive
wag', it would be a very idea to do that in the context of a
deficit reduction goal of a long-term character.

Therefore, 1 would come back to the idea the BLS and CBO
ought to collaborate.

. POPKIN. Could I just add something on that issue?

I was at the Bureau of Labor Statistics in 1971, not 1984. And,
at that time, I recommended—it was not my unique recommenda-
tion; it was in that Stigler committee rgmrb—-that we treat housing
the way it finally got to be treated. the technical work was
done. There was no reason that could not have been implemented
within a short period of time.

I think, Senator Graham, that the real key to this is not so much
getting the technical work done. It is gettini the managers to im-
plement it. The technical work is there. The senior professional
staff knows what has to be done. Most of the research has been
done. It has been underway for 20 years. But we have to make our
decisions more quickly.

!
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If we had done this in 1971, there would have been no difference
between the housing in the CPI and in the PCE deflator. Only later
in the 1970’s did it become an issue. We should have anticipated
that, and been prepared for it.

So I think managerial decisions have to be speeded along. And
they have not been over the last 10 or 15 years. )

enator GRAHAM. Thank you.

The CHAIRMAN. Thank you very much, Dr. Jorgenson.

Any others? Bob?

Senator GRAHAM. No, Mr. Chairman.

The CHAIRMAN. Kent?

Senator CONRAD. No, Mr. Chairman.

The CHAIRMAN. Pat?

Senator MOYNIHAN. I would just like to ask Dr. Diewert if this
issue comes up in Canada?

Dr. DIEWERT. Yes. There was an article in Business Week, I
think last October, that talked about measurement problems in the
Unlilted States and that stimulated some discussion in Canada as
well.

Fortunately, we do not make this elementary price index bias
mistake that is in the U.S. CPI, sv our inflation rate is .5 percent
more accurate, I would say.

Senator MOYNIHAN. And would be below ours?

Dr. DIEWERT. Yes. But, other than that, the biases are similar.

Senator MOYNIHAN. Those other biases?

Dr. DIEWERT. Yes.

Senator MOYNIHAN. Well, I must say, Mr. Chairman, we have a

ood groblem here because you can get good professional judgment.

ou have professional standards; you have statistical standards.
You know what some of the ranges here are. And we may have the
most powerful means available to us to deal with what for both of
us is a protracted crisis which——

Dr. DIEWERT. It feeds into all sorts of aspects of our economic
performance. For instance, the productivity slowdown. If there is a
1 percent upward bias in the price indexes, there is a 1 percent
downward bias in growth rates, and the productivity puzzle dis-
appears.

enator MOYNIHAN. And somebody might even feel better. We
would have to put that measure into the increase.

Dr. DIEWERT. And there is a certain sourness in the count
about real wages not going up over the past two decades. But, 1f
the consumer Erice index is biased upwards by 1 percent, then you
do get a growth.

Senator MOYNIHAN. And then you get another tic in the hedonic
measurement. [Laughter.]

Dr. POPKIN. If I could just say something on your goint, Erwin.
The measures of wages have some of the same problems as the
measures of prices, 80 you may not find real wages rising.

The CHAIRMAN. Gentlemen, thank you very, very much.

(Whereupon, at 11:33 a.m., the hearing was concluded.]
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OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The Committee will come to order please. This
is the third in a series of hearings we have had on the issue of the
consumer price index, or the cost-of-living index. Call it what you
-~ want. They are different indexes, as we on this Committee are now
well educated on-this fact. I am not sure we knew that before.

One thing we have learned is that the consumer price index is-
overstated. It may be a little, it may be a lot. We have had esti-
mates all the way from .2 or .4, to Dr. Robert Gordon’s 1.7, and
somebody estimated 2 percent. Nobody says it is accurate. The
question is, how overstated is it, and should we attempt to rectify
it by law? Should we have a commission? Should we leave it to the
Bureau of Labor Statistics to do it gradually? Should we consoli-
dated all statistics in one Government agency? There have been a
variety of suggestions, but I do not know of anyone who has said
that it is not overstated somewhat, or overstated a great deal.

We have five witnesses today, all Ph.D.’s, many of whom are fa-
miliar with this Committee. Certainly Dr. Boskin and Dr. Norwood
have been here before this Committee many times.

I am going to call on Dr. Boskin first. He is a senior fellow at
the Hoover Institute for War, Revolution and Peace, and a former
chairman of the Counsel of Economic Advisers. The reason I call
upon him first is that he also has a commitment to testify before
the Wazs and Means Committee at 11:00 o'clock today. They
pushed back his appearance by an hour, so he can testify and stay
a bit, but then he may have to take off.

So we will start with——

Senator Moynihan?

OPENING STATEMENT OF HON. DANDIL PATRICK MOYNIHAN,
A U.8. SENATOR FROM NEW YORK

Senator MOYNIHAN. Good morning, Mr. Chairman.
(7)
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From what I hear of that Ways and Means hearing, I think it

might be best if we delayed Dr. Boskin.
he CHAIRMAN. Is this the consumption hearing?

Senator MOYNIHAN. As in tuberculosis. That was awful. I must
stop that. I will get over that. It is just that we have been on a
week’s legislative work period. That is funny too.

I just wanted to th you for pursuing this subject the ws:f' 1_&l'ou
have done, and make the point that perhaps the panel could find
occasion to comment on it—to say that it seems to me that what
we have here is not a question of changing the law, but of followin
the law. It would be interesting to get a memorandum from counse
regarding this.

he Social Security benefits are meant to be indexed to account
for changes in the cost of living. Income tax brackets are meant to
be indexed to account for changes in the cost of living.

If in fact the indexes we are using do not accurately reflect that,
then we are not faithfully enforcing the laws, faithfully executing
them. And it is a legitimate question, and it gets into the breaches
of statistical confidence. Dr. Norwood can tell us about that, and
each of our members can. But if we are to faithfully execute the
:;aws(,l we have to get the best measure of our purpose as it is struc-
ured.

I would like to ask if I could simply call attention to the fact that
Dr. Rivlin, who of course is the head of the Office of Management
and Budget, prepared a memorandum last October 3 called Big
Choices. Such is the level of mutual confidence at the White House,
that it says at the top, “For handout and retrieval in meeting”. But
somehow one copy did not get retrieved.

The CHAIRMAN. Were you at the meeting?

Senator MOYNIHAN. No, I don’t get to those meetings, but it says
“Illustrative entitlement options”. The first one is CPI minus 0.5
tech?ical reform (CPI may be overstated by 0.4 percent to 1.5 per-
cent).

We are reaching consensus here among professional persons. And
it seems to me that this Committee is properly seized of this issue,
and I want to thank you.

The CHAIRMAN. Thank you.

Senator Grassley?

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
[ SENATOR FROM IOWA

Senator GRASSLEY. Mr. Chairman, the present situation could
not be better expressed than Senator Moynihan has expressed it.
And I associate myself with his remarks.

If the choice is to make an arbit. ary political decision to reduce
the CPI for budget purposes, versus an intellectually defensible re-
vision of the process that is used now so that it is accurate, or at
least as accurate as human beings can make it, obviously we are
better off not only politically, but from the standpoint of good pub-
lic policy, to review it in an intellectually defensible way.

I think that the Chairman started down this road two or 3
months ago, and I am glad to see that the process is continuing..
I hope we are able to put together a group that will come up wit
the correct numbers, meaning that we need to come up with num-
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bers that are intellectually defensible, and not some arbitrary polit-
ical decision that we make.

So I applaud the effort, and only want to see that there is follow-
through to accomplish it.

The CHAIRMAN. Thank you. I might just comment on that. I
think you could probably legislatively say that, at a minimum, we
would legislate a .5 difference and appoint a commission. That
would be intellectuailﬁ' defensible. One point might be intellectually
defensible because our witnesses are easily within those pur-
views.

Then the question is whether or not I);ou then want to say that
we will keep that for 2 years and ask the commission to report to
us in 6 months.

Senator GRASSLEY. The only thing I would say, Mr. Chairman,
is that people being cynical about politicians, it makes our position
much weaker than if we would wait for the commission to report.
HQFeﬁllly, that would not take 2 years.

he CHAIRMAN. Well, we might ask this group of panelists today
ho:vt quickly they think a commission could be assembled and re-

port.

Let us start with Michael Boskin because, as I indicated, he does
have to be going, although we will have a chance to question him.

Senator D'AMATO, DO YOU HAVE A STATEMENT?

Senator D'AMATO. Yes. Mr. Chairman, I am just going to ask
that I be permitted to put my statement in the record, as if it were
read in its entirety.

The CHAIRMAN. Without objection.

[T;ix: Frepared statement of Senator D’Amato appears in the ap-
pendix.

STATEMENT OF MICHAEL BOSKIN, Ph.D.,, SENIOR FELLOW,
HOOVER INSTITUTE ON WAR, REVOLUTION AND PEACE,
STANFORD UNIVERSITY, STANFORD, CA

Dr. BoskIN. Thank you, Mr. Chairman. Chairman Packwood,
Ranking Member Moynihan, other distinguished Members of the
Committee, I appreciate the opportunity to appear before you today
to discuss what I believe is a serious problem in one of our most
fundamental economic statistics, the consumer price index.

We all know that flaw has fundamental consequences for public
po{,ig', es 'all¥1 overindexing for the cost of living in the budget.

en I was chairman of the Council of Economic Advisers, some
of you may remember that I helped—with a great deal of assist-
ance from Janet Norwood, who was then Commissioner of Labor
Statistics, and many others—develop a program to improve the
quality of Federal Government economic statistics. We got that pro-
gram started. Unfortunately, the momentum has not been main-
tained. One of the most important priorities of that general project
was improving price measures, especially incorporating better
measures of quality change. A related issue, the periodic 10-year
revision of the CPI, has also lost some momentum budgetarily.

This is part of a broader issue, which I would just spend one sec-
ond on, that we are asking a lot of our economic statistics, which
are decreasingly describing our actual economy well.
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While these are very tight budgetary times, and I have certainl
been a leader in the call to slow the growth of spending and bal-
ance the budget over the longer term, I just would reiterate that
the statistica a(fencies are straining to keeE up, let alone develop

' gle concepts and methodologies to improve the quality of the statis-
cs.

Before I get into the gist of my testimony, I would also like to
separate out the issue of an improved measure of the consumer
E‘nce index or the cost of living, which we use for many purposes.

or example, it is used to get an estimate of what real wage growth
has been. If indeed the consumer Yrice index, which is generally
used to deflate nominal wages, really was substantially overstated
then real wage growth on balance, not for everyone, not necessarily
every year, was probably understated. And this can lead to a sys-
tematic distortion of our view of certain historical episodes.

I know I have been through with several of you the issues that
arise when we get a systematically incorrect estimate of data. I re-
member assisting Senator Moynihan in estimates of the size of the
Soviet economy at one point, which were greatly exaggerated by
the intelligence agencies, at least ex post.

So these are important issues. My first point is that even if no
Federal program on either the outlay or revenue side of the budget
was currently indexed, it would still be desirable from the stand-
point of providing our citizens a better and more accurate estimate
of what 1s actually going on in the economy, in our lives, a way to
compare ourselves to our history, to other countries, it would still
be desirable to improve the quality.

The second point I want to make is that these sorts of technical
adjustments, as was mentioned in the opening statements of the
Committee Members, should not in my opinion be used as a back
door way generally to do public policy with respect to indexing of
Social Security and the Tax Code, and things of that sort.

Earlier in its history a courageous vote, which perhaps cost one
or more Members a seat, was on limiting COLA’s. Then the issue
was really not a technical one; it was should the purpose of index-
ing be to provide insurance for bad episodes? Should there be sort
of a deductible?

Senator D’AMATO. Michael, did you counsel them to support that
ridiculous vote?

Dr. BoskiN. No. I was not counseling anybody on that point. On
the other hand, I generally support the notion that, as a society,
we ought to be insuring people against the larger risks, not the
smaller ones. And we ought to make greater use of deductibles, but
that is a separate issue. And I think it is important, whats:ver one’s
views are about Social Security and the tax system. Serator Moy-
nihan has taken a strong stand at an earlier time about Social Se-
curity’s short-run surplus and Igayroll taxes, so I leave that aside.

My own view is that the CPI is probably overestimated by at
least 1 percent, perhaps up to 2 percentage points. And I described
in my testimony that there are a well-known set of biases involved.

The second poiut I would make is that it seems to me that you
could get a panel together, members of this panel and others who
have testified before, make it non-partisan, bipartisan, and so
forth, and charge them with the following task. Given what we
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know, and what we expect to happen for the next few years until
we get more and better studies, what is the minimum amount by
which you are virtually certain the CPI is overstating inflation?

If that is the case, you could then use that number, and sub-
stitute that for CPI, CPI(U) and CPI(W) in the indexing formula.
I do not know what the legalities would be. Even though it prob-
ably would not go as far as we ultimately will, you really reduce
the risk of an embarrassment later if the future studies show that
the overstatement was overstated.

I think that could be done quite quickly. And my own view is
that we ought to get on with it, treat it as a technical matter. I
do not think it should be farmed out to some bureaucracy that is
going to take years to report. I think it is of enough importance
that this could ke done quite easily within the course of the next
several months 'ith this particular charge, not what is the best es-
timate or guesstimate. Remember that these are hard conceptual
issues 80, to some extent, there is some guesswork here. But what
is the minimum amount by which you are virtually certain? That
is a stronger standard than juries use. So that is my recommenda-
tion.

The CHAIRMAN. A couple of months?

Dr. BOSKIN. I certainly think that within a couple of months you
could get that. Whether that number is .4, .5, .7, .2, I would not
hazard to say. Get the experts together. But I think that it is some-
thing that could and should be done, and not wait until 1999, as
contemglated by the budget resolution.

The CHAIRMAN. Normally we would finish the entire panel. But
if we might question you now, so that you do not escape question-
in%by having the other panelists testify.

r. BOSKIN. I vnderstand.

The CHAIRMAV. And you have to leave before we get at you.

Dr. BoskiIN. I am delighted to answer what questions I can.

The CHAIRMAN. How do we answer the political question we are
goir}?g to get—this is just a ruse to raise taxes and cut Social Secu-
rity

Dr. BOskIN. My own view is that if the group is set up in a way
that makes it clearly non-partisan, purely technical, while those
charges undoubtedly will fly, you can develop widespread support
among experts from a variety of political constituencies and a vari-
ety of points of view—from academic experts, people in the busi-
ness community, users of the data, people who have served in ad-
ministrations of either political party, or both political parties—and
I think they would support this as a general notion.

I think it would be desirable to couple it with a charge to the
BLS and the resources necessary to try to make serious improve-
ments in the underlying CPI program by the 1998 revision.

The CHAIRMAN. Senator Moyniiran?

Senator MOYNIHAN. I would é'ust like to say how very welcome
{:)hat suggestion is. And I would like you to elaborate just a little

it

You are making the point that asking a group of professionals to
come up with the task of deciding the minimum amount by w_h;ch
they are virtually certain, and you say that is a stronger condition
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than the reasonable doubt used by juries—virtually certain as
against reasonable doubt.

Dr. BOskIN. Yes. I chose those words quite carefully for a num-
ber of reasons. One is that, while we have some better idea of how
much the CPI has overstated inflation historically, although there
is still a lot of dispute about quality change in new goods—and I
leave Zvi and others to discuss that—the fact of the matter is that
I think we have a pretty good idea in the shorter run, but how
much technical change there will be a decade from now is hard to

say.

%enator MOYNIHAN. Will there be a new equivalent of the cel-
lular telephone?

Dr. BOSKIN. Probably, but the fact is that we will know better
ex post. So if we are looking forward and trying to figure out some-
thing prospectively, let us be careful.

Senator MOYNIHAN. That is why you say virtually certain.

Dr. BoskIN. Yes. My own rough estimate, as I said here, is 1 per-
cent or more. But that is my own guess as to the actual overstate-
ment. However, I would use a more cautious estimate myself.
would not be virtually certain that it is 1 percent or more. That is
my best point estimate or guess. I would use a lower number.

Senator MOYNIHAN. So I make the point, Mr. Chairman, that
Alice Rivlin followed almost exactly that pattern. She thinks it
mail ht':; lgg between .4 and 1.5, and she said, “What do you say we
c l . .”

Dr. BOskKIN. I think that is a judicious way to proceed.

Senator MOYNIHAN. Yes. Thank you very much.

The CHAIRMAN. Senator Grassley?

Senator GRASSLEY. I think our hearing is meant to focus entirely
upon the impact of the CPI on direct Sayments out of the Federal
Treasury, which come as a result of COLA’s. I want to ask a ques-
tion about something that would be a little more indirect because
there is a lot of cost to the Treasury for interest that we have.

Have there ever been any studies, or do you have any thought
on the subject of whether or not the relationship of inflation and
inflationary expectations to the interest rates has had the same im-
pact upon interest rates, the interest rates paid on the national
debt, so that the same way you say the COLA’s are 1 percent at
t(}egs;., and maybe 2 percent out of line because of the way we figure

87

It seems to me that the same inflationary statistics would be the
basis for the bond market. Have there ever been any studies about
having the same inordinate effect upon interest rates, and what
::ih%tvmight do to the indirect cost to the Treasury of the national

ebt?

Dr. BoskiN. If I understand you correctly, Senator Grassley, I
think that is a very perceptive comment. One could imply from in-
flationary expectations in financial markets, the financial market’s
projections of a true increase in the cost of living that bond holders
would have to be compensated for.

There have been some studies, for example, in the U K.——

Senator GRASSLEY. In the U.K.?

Dr. BoskiN. Yes, in Britain, which issues indexed as well as un-
indexed securities.
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Senator GRASSLEY. Yes.

Dr. BOSKIN. Indexed and unindexed bonds, by which one could
imply or infer what inflation expectations were. There are also sur-
veys done.

So the answer is that you are quite right, those are substantial.
And that would be an indirect way to get some evidence. But it is
an ex-ante-expected future. I may be wrong, but as I understand
it, I think the Congressional intent, especially given that we lag a
couple of quarters to get the data, whether you agree with it or not,
was to compensate people for the actual cost-of-living change and
adjust for the actual, not the ex-ante-expected future change.

o if we were expecting 10 percent inflation in 1981, and that
was what a lot of economists—not me—were expecting, and the
disinflation was more successful than expected, and the actual in-
flation rate came down to 4 percent within a year, you would not
want to be adjusting for 10 percent in that kind of an environment.

So it is a very perceptive comment, and it could be one bit of in-
formation a group like this might use, but I think it probably is not
a sufficient way to get at the intent of these particular programs,
to the extent I understand them.

Senator GRASSLEY. So your answer is then that it probably does
not have any impact upon the cost of interest on financing our Na-
tional debt?

Dr. BOSKIN. Oh, certainly it does. Expected inflation heavily im-
pacts interest rates. The higher expected inflation is, the higher in-
terest rates are.

Senator GRASSLEY. Then I am saying, if we have inaccurate CPI
studies, do they or do they not have an impact on interest costs,
the same way that they have an impact on COLA increases?

Dr. BOSKIN. In my opinion, probably not fully. In my opinion, the
financial markets probably adjust to some extent for that already,
and see through this.

Senator GRASSLEY. Thank you, Mr. Chairman.

Dr. BoskIN. Although they might.

Senator GRASSLEY. All right.

The CHAIRMAN. Senator D’Amato?

Senator D’AMATO. Thank you, Mr. Chairman.

I just want to commend Michael, Dr. Boskin, for his suggestion.
I think it is something that we could do to hopefully encourage our
counterparts in the House and the administration to come together
with a bipartisan group. It would seem to me that it is in every-
one’s interest.

Unless I understand the pclitical dynamics, everything has some
kind of political overtones, and it seems to me that if we could get
the administration and all of our colleagues on both sides to recog-
nize a procedure such as Dr. Boskin has outlined, which would say
let us take that factor which we can all agree on, which is the mini-
mum, if indeed the panel comes up with those findings, that it real-
ly inures to the benefit of governance, and how we operate as a
Government, that we are willing to correct a mistake that does
have great ramifications in terms of how we run this country and
the decisions we are going to have to make.
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So I think it is a prudent way. I would like to see us attempt
to work to get that kind of a process established, and I thank you
for your testimony.

Dr. BoskIN. Thank you, Senator D’Amato.

The CHAIRMAN. Senator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman. Has this idea been
around for a while? You mentioned that you talked about it when
you were chairman of the Council of Economic Advisers. I can be
corrected by Members of the Committee, but it seems like this was
dropped on us like a bombshell by Chairman Greenspan. Do you
agree with that, Mr. Chairman? When Chairman Greenspan
brought it up, I think he indicated——

The CHAIRMAN. I think it is subject that among the people on
this panel, thezvhave been aware of and kicked around for some
period of time. We have had commissions in the past.

But do you mean when members of Congress first become famil-
iar with it?

Senator CHAFEE. Well, let us take it to this elite group that con-
stitutes the Finance Committee. I may be mistaken, but I think
that it really came to our attention as a budget buster way when
Chairman Greenspan talked in terms of between .5 to 1.5.

Senator MOYNIHAN. Could I just make one comment?

Senator CHAFEE. Yes.

Senator MOYNIHAN. Robert Gordon had a full length article in
Public Interest in 1981, so we have had 15 years of this.

The CHAIRMAN. With which I can assure you Senator Moynihan
was familiar back in 1981.

Senator MOYNIHAN. Yes.

Senator CHAFEE. I always allow the exception to any knowledge
here. I go to bed with Public Interest magazine every evening.
[Laughter.]

But I think to make this in a fully fair fashion, we have to also
say that if it comes up the other way, we have to recognize that
too. In other words, it is not all clear. I suppose there will be some
economists that might say that the CPI understatecs inflation. Is
that a possibility, Dr. Boskin?

Dr. BOSKIN. While conce(i)tually c{)osaible, I think at the moment
you would be hard pressed to find an economist who would have
come to that conclusion recently.

Let me also say that, in addition to the commission that Senator
Packwood mentioned a moment ago, the BLS has made a number
of improvements, and continues to make improvements. For exam-
ple, they made a major improvement in the way housing is treated,
which apparently overstated actual inflation by 9 or 10 J)ercent in
the late 1970’s and early 1980’s, that high inflation period.

So the generic problem, I think, is well known. I think that the
suggestion to actually make an adjustment before the statistical
agencies try to catch up, because of its budgetary implications, was
indeed highlighted by Chairman Greenspan.

I also testified at the same hearing. It was a joint House-Senate
Budget Committee meeting in early January.

Senator CHAFEE. What about varied CPI's? In other words, what
applies to Social Security when you are dealing with the elderly
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might be quite different than what 1s vsed to index the tax brack-
ets. Is there anything to that?

Dr. BoskIN. Well, there certainly is. There aie many reasons to
believe that different pcopler nd perhaps the average or central
tendency within some population subgroup, defined by whether you
are working or not, where you live, your age, things of that sort—-
might consume different market baskets, might enjoy the benefits
of new technology more quickly or not at all, things of that sort.

I looked into this in rreat detail in the mid-1980’s. A colleague
of mine, Michael Herd, and 1 wrote an article on whether there
should be a separate price index for the clderly. At that time, look-
ing back at the very high inflation i1 the 1970's and early 1980’s,
even by H-year age groups, the price index for the average con-
sumption basket for the elderly was quite similar, was hardly dif-
ferent at all from the pgeneral population. Some things they
consumed digproportionately went up more rapidly, some less rap-
idly, and it happened to average out.

More recently, in an experimental study, the BLS looked at this
and concluded that because the elderly spend more on out-of-pocket
medical care expenses, probably the overall CPI slightly overstated
their cost-of-living increase, but they also had a lot of provisos that
they were probably overstating the rise in medical care, and not at-
tributing enough of that cost increase to quality chagfe rather than
inflation. That is something that such a group could consider as
one of the issues in making its recommendations.

Senator CHAFEE. Well, I think that is interesting. You have given
us some good ideas. Thank you very much, doctor.

Dr. BoskIN. Thank you, génator Chafee.

The CHAIRMAN. Let me su%gest to the other Committee Members
what we are doing here. Dr. Baucus has to—Dr. Baucus, Dr.
Boskin—has to leave and go to Ways and Means. Excuse me, Max.

Dr. BOSKIN. An honorary degree from Stanford.

The CHAIRMAN. The other panel members have not testified yet,
but I suggested we ask Dr. Boskin questions now, so we do not lose
him, and then we will let the other panelists finish.

Senator Conrad?

Senator CONRAD. Thank you, Mr. Chairman. It is good to see you
again, Michael. :

Dr. BoskIN. The same here, Senator Conrad.

Senator CONRAD. It is good to have you here.

Dr. BoskIN. Thank you.

Senator CONRAD. I am really filled with questions. I got a letter
from Dale Jorgensen, who is a professor of economics at Harvard,
the chairman of the degartment there, who testified on this matter
before us. He indicated in his letter that the Dallas Federal Re-
serve has done an analysis, and he says, “l understand the Federal
Reserve Bank of Dallas has arrived at an estimate of .9 percent per
year in a paper I have not yet seen.” He is talking about the bias
of the CPI—.9. Are you familiar with that paper?

Dr. BoskiN. I have not seen it yet. ,

Senator CONRAD. Mr. Chairman, I think it might be useful to the
Committee if we were able to get that. I do not know if it has been
published, or if it is just a study that has been concluded. Perhaps
you are aware of it.
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The CHAIRMAN. I am not aware of it. We will try to get it. It is
well within the range.

Dr. BOSKIN. Dr. (§riliches knows something about it.

The CHAIRMAN. Are you going to refer to it?

Dr. GRILICHES. Well, no. But I can say something about it.

The CHAIRMAN. All right.

Senator CONRAD. I have it here.

Dr. GRILICHES. It is a good study, but it basically has no original
work. It just has other people’s things in it.

Senator CONRAD. Sometimes that is the best work.

Dr. GRILICHES. Practically everybody is talking about the same
three or four pieces.

Dr. BoskIN. So what Dr. Griliches is saying is that we are all
1mint the same information, and their conclusion is not dissimilar
to others.

The CHAIRMAN. Much of which comes from Dr. Griliches.

Dr. BoskIN. That is correct.

Senator CONRAD. Well, I think that would be useful for us to
have. Let me ask you this, if I could, Michael. I have talked to
economists who differ on this question. I have seen them, they have
been to my office, they are real, living, breathing people. And they
have told me they believe, with respect to the elderly in our popu-
lation, who would be disproportionately affected because of Social
Security, that the CPI understates their cost of living. And they as-
sert that is the case because they are more heavily dependent on
medical expenditures, especially pharmaceuticals, that are very ex-
pensive.

Have you done any research on that question, or read studies on
that matter?

Dr. BOSKIN. Yes, I have. As I mentioned a few minutes ago, the
BLS estimates that the CPI, adjusted for the market basket of peo-
ple over the age of 62, which would show a greater weight for out-
of-pocket medical expenses, would have grown slightly less in the
period December, 1982 to December, 1993, when there was rapid
medical cost inflation.

Going forward, 1 would say two things about that. One is in that
study they say that, using the estimates of medical cost inflation
probably overstates that because some part in the rise of the cost
of medical care may have been improvements in quality thal get
attributed to price change. So they are very cautious about drawing
anxjstrong conclusions from that.

so, of course, medical cost inflation, relative to overall inflation,
has come down. So, moving forward, I think that is one thing an
group should look into, and it may be the case. But 1 do not thi
the size of any such potential overstatement for the elderly is likely
to be more than a small fraction of the general current overstate-
ment of the cost of living.

Senator CONRAD. Dr. Norwood, do you want to comment on thai?

Dr. NORwOOD. Yes, I would like to comment on that. The 1t .4
point is that we do not know. And we do not know be: e ¢ do
not ha-« prices that are collect«d for items that are purchased by
the eld«ily. All the work that hus Leen done is w:ing the same in
formation that is collected for the consuiner price in:di « in the san.e
ecitics, which happens not to be where the elderly live.
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I would make one additional point, and that is that I am not cer-
tain that the Social Security recipients are all elderly.

Senator MOYNIHAN. About one-quarter of Social Security recipi-
ents are not over 65.

Dr. NORWOOD. And there is a difference between the old old and
the near old.

Dr. GRILICHES. Both are right. And the point is to realize is peo-
ple are complaining about the cost of living, and the consumer
price index does not necessarily measure it in that way. The sim-

lest example is that you now have the option of having a bypass.
g’ou did not have that before. You did not have a large number of
medical procedures. That makes medical care more expensive.

In the price index, these are %oods which are actually new goods.
They are better goods. They will not show up as a rise in the price
of goods because the index does not allow for environmental
changes, but that is driving medical costs up. It is a real interpre-
tational problem of what goes into the CPI and what does not.

Senator CONRAD. Thank you. My time is uf).

Senator MOYNIHAN. Mr. Chairman, could I just say for the record
that the review of the literature study done by the employees of the
Federal Reserve Bank of Dallas, Mr. Wynn and Mr. Cigalla, sug-
gests that the CPI does overstate the rate of inflation. And it pro
ably does so by no more than 1 percent annually.

hank you.

The CHAIRMAN. Senator Simpson?

Senator SIMPSON. Thank you, Mr. Chairman. It is good to see
you, Michael.

Dr. BOSKIN. Same here, Senator Simpson.

Senator SIMPSON. I remember well. You served very ably, giving
correct figures, oddly enough, but there were some ir that adminis-
tration that were not listening to them.

Dr. BOSKIN. Well, that is another story. — "

Senator SIMPSON. Yes, it certainl{ 18. You and I have talked
about that before—ghastly story. Well, enough of that.

This key little thing of CPI is a driving engine. I do not know
when we began to pay attention to it, but I know we had all better
paf! attention to it.

t still seems puzzling to me, but I guess the information for the
curr198 :nt market basket has been collected in the years 1982 to

Dr. BOSKIN. That is correct. At the end of this decade, that base
period will be updated to the g:riod 1993 to 1995.

Senator SIMPSON. I do not think people understand that.

Dr. BOSKIN. It usually lags behind 5 or 10 years.

Senator SIMPSON. Twenty percent of the information on type and
quality is updated every year. Twenty percent of the information
on where they purchased the items is updated every pJ'ear. They fi-
nally get to updating products like typewriters, record players, and
finally getting into word processors and CD’s. It has a number of
limitations. It does not reflect changes in buying patterns, substi-
tution bias. This is what I have learned here before from other wit-
nesses and other hearings.

The items may be outdated, as I said, by 10 years. There is a
quality new product bias. The new ones come on, they are very ex-
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pensive, and then with economies of scale, they swiftly reduce the
rice. I remember the little hand calculators. They were $120
ucks, and a year later thﬁ were $9 bucks. I bought them at $120.
That is the history of my life in investing.

Senator CHAFEE. Did you stock up on them?

Senator SIMPSON. Yes. They are under my bed. There is a gross
there under the bed.

Now everyone has said it is overstated, everyone who has testi-
fied. This in turn increases huge transfer payments of the Federal
Government like the COLA’s. We know that. It is big bucks, 30
percent of the Federal outlays are indexed to the CPI(U). Forty-five
percent of Federal receipts are affected by CPI. A .5 percentage
point overstatement costs $150 billion over § years, a huge transter
of wealth while we are trying to deal with Social Security and Med-
icare, which are going to go broke in 7 years.

In your written tesﬁmggﬁégou had something I was intrigued by,
the logarithm bias. You it an asymmetric bias, But, in either
case, the BLS, and I think they are good. I have heard people say
that it is a wonderful group, that they are very sincere and dedi-
cated. I do not challenge that at all.

But I think the American people can understand this, that surely
the BLS is making a serious mistake. And you explained in your
testimony that the price of a shirt, which was originally $60 bucks,
goes on sale for $40 bucks, is calculated by the BLS as a 20 percent
price reduction. That sounds reasonable. So later on the sale ends,
and the price returns to $50 bucks, and the BLS calculates that to
be a 26 ment increase in price. The result is at the end of the
day the shirt has been calculated, and the price of the shirt has in-
creased by 5 percent, even though it was $50 bucks when it started
and $50 bucks when it ended.

_Now you call this a “sophomoric” mistake by the BLS. Has this
kind of thing been addressed? Will it be addressed?

Dr. BOskIN. It is being addressed. They are aware of it, and they
are fixing it. And they courageously brought it to the public’s atten-
tion. I was unaware of it, even when I chaired the group that led
to the suggestions to improve the quality of the statistics. And I
would second your notion that the BLS people are quite profes-
sional. Wo are asking them to do a lot, and they are strained in
doing 80, but they themselves uncovered this and made it public.
It is rare for people to fess up to things like that, and I would ap-
plaud them.

Senator SIMPSON. So there is some tingling sensation of biparti-
sanship in the body. And there is. Senator Kerrey and I have a pro-

al in several bills to bring the Social Security system back to
ife. And one of them is a CPI minus .5 percentage points until we
get a grou% together. I was ready to go to a CPI minus 1 ﬁrc_ent-
age point, but we could not quite get there. But I think this is a
tremendous key when this thing makes a difference of $150 billion
in 6 years, just on one-half a percentage point. But this is it. This
is a key area. And if we can correct it now, the outyears can have
dramatic results.

I enjoy you, and wish you well, and you do well. You are a very
capable person. Thank you so much.

. BOSKIN. Thank you, Senator Simpson.



83

The CHAIRMAN. Thank you, Alan.

Now we will go on with the rest of the panel. And we will start
with Dr. Ellen Dulberger, who is the program director for IBM
Global I/T Services Strategy and Economic Analysis. She is an ex-
pert in price indexes for the computer industry.

Doctor?

Senator MOYNIHAN. And Lotus.

The CHAIRMAN. Michael can go whenever he has to go.

Dr. BoskiN. Thank (i,'ou very much.

The CHAIRMAN. And Lotus is what? About to be bought by IBM?
anenator MOYNIHAN. And Lotus stock has doubled in price, you

ow.

The CHAIRMAN. Doctor? Go ahead.

STATEMENT OF ELLEN R. DULBERGER, Ph.D.,, PROGRAM DI-
RECTOR, STRATEGY AND ECONOMIC ANALYSIS, IBM GLOBAL
I/T SERVICES, WHITE PLAINS, NY

Dr. DULBERGER. Thank you for inviting my comments on the
consumer price index.

Although I am employed by IBM, I appear today in a personal
capacity as a professional economist. Tﬁe views and conclusions
contained in this testimony are mine, and not presented or in-
tended as IBM’s. I will limit my statements to highlights from my
written submission.

In my view, upward bias in the CPI, and in its rate of change,
may be greater than others have stated, and are both likely to
growing. The primary reason is that innovation and technological
change affect quality in the introduction of rew products, the way
they reach us, and the way we live. And the effects of innovation
an {,echnological change have not been adequately taken into ac-
count.

One effect is what I call geographic substitution bias. Mail order
purchases are a good example. Mail order companies may be lo-
cated anywhere, and their location is not what determines whether
consumers can or will buy their products. The same is true for
home shopping on cable and shopping on one-line services, such
as Prodigy, America On Line and CompuServe. Particularly, as in-
formation technoloEy advances further, it becomes possible and in-
dﬁed common to shop outside the geographic limits of traditional
shopping.

owever, the CPI has not been changed to accommodate the de-
creasing importance of geographic location and the changing nature
of stores. Indeed, just as i1t does not capture mail order prices or
the effect of their growing sales, it is not equipped to capture these
other innovations in retail sales either. As these new and innova-
tive alternatives to traditional shopping grow, so does the upward
bias in the CPI.

Another widespread and important phenomenon is discount de-
vices. Store coupons, deals such as buy a pizza, get a soda free, fre-
quent flier programs and buyers’ clubs are all ways for consumers
to effect lower prices for their purchases. Yet, when they produce
transactions that are different from the one priced for inclusion in
the CPI, they will not be captured.
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This means that the narrow units of observation used to measure
prices for the CPI are likely to become less representative of
consumer expenditures.

Quaé;% change in the introduction of new goods presents the
most difficult problems for measurement. One problem is getting
new products into the CPI in a timely way. My own work on com-
Suter memory chips demonstrated that the upward bias from intro-

uction delay can be huge. Introducing these products when they
were 3 years old, instead of new, resulted in overstating the change
in the index by 7.6 percentage points per year. A 5-year delay pro-
duced an upward bias of 25.7 percentage points per year.

While the impact of introduction delay may not be as great for
all products, it may well be for consumer electronics products. Fail-
ure to include products into the CPI in a timely way 18 contributing
si%;irﬁcantly to upwasd bias.

irect quality comparisons of new products with the ones they
comipete against is a problem that has received some attention. For
example, iIn my work developing price indexes for computer proc-
€880rs8, the rat:: of growth in the price index was overstated by 9.3
percent;ge poinis per year when direct quality comparisons were
not made.

An associated measurement problem, also resulting in upward
bias, is what I call “classification substitution bias.” One example
is the introduction of a new drug that substitutes for a surgical

rocedure. The drug would enter the index in a way that compares
it with other drugs, and assumes that price differences within that
group of drugs are equal to quality differences. The new drug
would not be compared with the surgical procedure because it is in
a different “cell.”

There are manga:ther examples. First-run movies viewed on
cable TV rather t in theaters is one. If products were grouped
differently, such as on the basis of an outcome, then the new drug
and the surgical procedure could be in the same cell. It is surpris-

to me that the effect of classification on price indexes has re-
ceived so little research attention.

What can be done? Ret:tl"ll'i'ms1 these problems requires new ap-
proaches, including multi-disciplinary, multi-organizational
teaming, reassessment and realignment of BLS research priorities,
and an aggressive schedule for research and subsequent implemen-
tation of results.

For example, joint research by BLS and business could be mod-
eled after the IBM BEA work in developing prices indexes for com-
puting equipment. The statistical programs, especially those on
consumrhon. could be coordinated across statistical agencies, al-
though legislation would be required to do so.

at can be done to properly escalate Federal programs? There
is a problem using a general measure of inflation such as the CPI
to represent price chan%es of a particular program. Sometimes we
may want to allow for changes in real income, and not hold it con-
stant, such as wher a new vaccine or a new medical procedure be-
comes available. '

Other considerations for indexing Federal programs include tak-
ing account of demographic and ional differences in the level
and consumption of consumer expenditures.
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For these reasons, I believe that the help of a group of independ-
ent experts is needed. They would be responsible for understanding
and interpreting the policy questions. They would direct inform-
ative and useful research toward the construction of meaningful
price indexes.

Thank you.
di,[:‘-;he prepared statement of Dr. Dulberger appears in the appen-

The CHAIRMAN. Thank you very much.

Next we will have Dr. Zvi Griliches. He was not available when
we had our hearing a month ago. He was teaching in Russia. He
said he was there for a month. I asked him how Russia was doing,
and I think a fair answer would be slow. He is a native Lithuanian,
and I asked him how Lithuania is doing. He 3aid, well, better than
Latvia, worse than Estonia. Everything is relative, I guess.

I might say as a compliment to you, doctor, that when other wit-
nesses talk to us or testify, they sort of talk to you as the guru of
gurus that they look to in this field, and we are delighted to have
you with us. Go right ahead.

STATEMENT OF ZVI GRILICHES, Ph.D., PAUL M. WARBURG
PROFESSOR OF ECONOMICS, DEPARTMENT OF ECONOMICS,
HARVARD UNIVERSITY, CAMBRIDGE, MA

Dr. GRILICHES. Thank you. I will skip over large sections of my
testimony, including the fact that many of the Lasic stories about
the CPI have been told by other witnesses.

I believe the CPI did indeed overstate the average price rise dur-
ing the last several decades, but the scientific basis for this judg-
t'moe_nt ils much weaker than the general one of the discussion seems

iraply.

I wilralso argue that the CPI is the wrong index for escalation,
and the wrong instrument for deficit reduction. If entitlements are
to be cut, they should be cut on their demerits, not using the irrele-
vant fig leaf of problems with the CPI.

I will also complain about the current attitude of some parts of
the Congress that devalues economic research, threatening to make
it into a second-class activity, while at the same time expecting
first-class answers from it.

How large can the overstatment in the CPI be? The various
guesstimates ﬁresente_d to this Committee are not independent of
each other. They all use small estimates of substitution and for-
mula bias originating in the BLS, and relatively large estimates of
new goods biases based primarily on the work of Gordon on dura-
bles, my treatment of Fenerics, and the more general work on com-
Buter prices by a large number of people, including Ellen

ulberger.

It is also clear to everyone that we are not doing good job of
measuring real output of the health services sector, and hence also
the quality adjusted prices of medical services.

An overall guess of 1 percent per year overstatement seems
about right to me. But it 18 a guess, hased on extrapolating over
large stretches of unexplored components of the CPI. I would put
the range of uncertainly around such a guess quite widely, easily
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at a plus or minus .6 percent. I would be surprised, however, if fur-
ther research proved it to be zero or as high as 2 percent.

Now one way of thinking about this is to ask the following kind
of question. If we take a sizable stretch of our recent history, say
26 years, 1969 to 1994, which are still within the memory of many
of us here, the official CPI measure was rising by an average of 5.6
percent per year. The theory behind this measure would say that
you should be indifferent between living on $60,000 today—or pre-
cisely 1994—or on $15,000 a year in 1969, paying 1969 prices for
commodities and services available in 1969, but not being able to
buy the services and products that have become available since.

y guess is that most of us would not choose to make this shift,
choosing $15,000 in 1969, the commodities that were available then
and other living conditions, which would include 1969 pollution lev-
els, medical and pharmaceutical technology and fear of nuclear

war. )

The personal safety situation in 1969, at least in my old neigh-
borh of Hyde Park, was probably not really better than it is
today. In any case, if you are not willing to engage in this potential
bargain, then the official CPI is not the measure for you.

Even if one accepts this 1 percent per year estimate as being rea-
sonable for the past, it is not clear how such numbers are to be ex-
trapolated into the future. The BLS is currently fixing the formula
bias and the treatment of generics. It is also likely to reduce the
substitution bias by moving to more timely weighting schemes. The
future rates of overstatement are likely to be lower unless technical
change accelerates further.

Most of the telling criticisms of the CPI have concentrated on be-
lated and inadequate treatment of new goods and services. But
there are also new “bads” to bear.

Senator CHAFEE. What is a bad?

Dr. GRILICHES. “Bads” are things that are happening to you,
which are raising the cost of living. I will give you two examples.

Senator CHAFEE. It is not an acronym, but it is bad things?

Dr. GRILICHES. Yes, we do. And I am trying to say is that it is
a pun on “goods”. We are talking about new goods, but there are
also new “bads” that enter into the stream of things.

Two examples will suffice. New and improved anti-theft devices
for cars and anti-burglar systems for homes will be treated, as far
as the data allows, as quality improvements, and could show up as
decreases in the CPI. But the technological know-how of car thieves
and burglars may be rising at about the same rate, with no real
improvement in sccurity levels.

imilarly, recent improvements in managed medical care, which
send you back home on the same day after a hernia operation, rep-
resent a decline in the quality of medical care provided at pre-
viously expected medical insurance levels. This too is unlikely to
show up in the CPI as it is currently measured.

Why is the CPI not better? There are three related answers to
this question. One, the economy is changing rapidly, and measur-
ing such changes is really difficult. Two, the research base for im-
proving measurement procedures is slim and underfunded, both in-
side the relevant agencies and in the academic community. Three,
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hardly anyone cares. There is no clear constituency or organized
lob“bﬁ; worrying about the quality of Federal statistics.

at can be done to improve matters, besides being more sym-
pathetic to BLS budget requests? Congress could ask some group,
such as the National Bureau of Economic Research, to mount a
reasonably well-funded review effort of the CPI procedures, and to
recommend reforms in it. There is a precedent for it in the oper-
ation of the Stigler Committee in the late 1950’s. Alternatively, the
same request could be made of the National Academy of Sciences,
along the lines of the Rees Committee on Productivity statistics.

There is an entirely separate issue of how such revisions should
affect, if at all, the escalation of various entitlement programs.
There are several reasons why the CPI may not be the best esca-
lator for these purposes, independent of its other drift problems. It
is affected not only by general monetary intlation, which is what
the escalator clauses are about, but also by real economic events,
which society may not be able to evade. Nor can it really com-
pensate large groups for it.

If energy prices were to rise again, due to the resurgence of
OPEC power, that would be a real tax on the U.S. economy. There
is no way in which everyone can be compensated for it. If we
choose to isolate some subgroup of the population from it, we have
to reduce somebody else’s real income.

Now we ma¥l choose to share this burden unequally, and transfer
resources to the poorest segments of our society. But the current
procedures imply that the affected groups would be entirely pro-
i:lalcted from such changes, and not share in the societal burden at

What I am tl?'ing to say is that I favor the uncoupling of the dis-
cussion of entitlements from the revision of the CPI. A policy of es-
calation based on CPI minus 1 percent may not be unreasonable,
though I would prefer tying it to the median wage instead. But
that should be done in connection with the review of the current
adequacy of absolute levels of such entitlements or social safety
nets. Perhaps another separate commission is also in order here.

Are you sure that your elderly aunt can really make ends meet
on her current Social Security payments? I would worry about her
if she does not have access to other resources. How about your
cousin’s retarded son who is tryinf to live on his own? Can he
make it on the current level of SSI payments? E Pluribus Unum
meant also that we take some responsibility of each other. The per-
ception that we are trying to evade our National responsibility of
being our brother’s keeper leaves me feeling sad about my adopted
country.

I am also appalled by statements that are emanating from the
other House, implying that economics is a lower form of life, un-
WO of support, and ready to be thrown out of the NSF man-
date. Surely, understanding what people are made of, how our soci-
ety and economy functions, and what forces are shaping its future,
is more important to assuring our survival as a nation and a func-
tioning society than trying to improve our understanding of what
matter is made of. .

Moreover, almost all of the research on which today’s discussion
is based on, besides the in-house contribution of the BLS, has been
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supported by the National Science Foundation. There is no other
disinte source of support there. If Gordon’s and my work, as
well as other researchers, result in your reducing the deficit by sev-
eral tens of billion dollars, and lead eventually to a higher real
growth rate for the econowa'lil, the benefit-cost ratio of NSF’s support
of all economic research will be enormous, and that does not count
the other contributions. In governing, there is no such thing as a
free lunch either.

The CPI is an important indicator, and deserves the attention we
are giving it today. But it is not the only governmental measure-
ment enterprise that requires attention and tender and loving care.
There is also the Census, the income, employment and population
statistics, and the whole national economic accounts enterprise.

The current Federal statistical effort is balkanized into separate,
not well-cooperating and underfunded agencies. A serious look at
the possibility of establishing a unified, high quality Statistics USA
agency is long overdue.

Thank you for your attention.

The CHAIRMAN. Doctor, thank you very much.
dix[:'l;he prepared statement of Dr. Griliches appears in the appen-

Next we have Dr. Janet Norwood, who has appeared before this
Committee many, many times. She is now a senior fellow at the
with the Urban Institute. But, of course, we knew her best as the
Commissioner of the Bureau of Labor Statistics for 12 years. She
was always welcome and frank, and very honest and open with this
Committee.

Doctor, it is good to have you back again.

STATEMENT OF JANET NORWOOD, Ph.D., SENIOR FELLOW,
THE URBAN INSTITUTE, WASHINGTON, DC

Dr. NOorRwoOD. Thank you very much, Mr. Chairman. It is a
great pleasure to be here.

My knowledge of the CPI back a long way. I served for sev-
eral years as Chief of the Division at the Bureau of Labor Statis-
tics, with direct responsibility for compiling the index, and later as
deputy commissioner and commissioner, I was responsible for
overseeing CPI compilation and improveme:at as a part of the over-
all labor statistics program.

The invitation to me to provide testimony this morning assumes
that the CPI is overstated and needs to be fixed. The assumption
is that professional economists, public tﬁ»olic; analysts and the gen-
eral public have clear knowledge that the CPI is too high, that they
know the precise amount of that overstatement, and that they
know exactly how to im;l)’rove it. I do not agree with that view.

It is true that researchers have found examples of overstatement
in individual components of the CPI, but I know of no comprehen-
sive examination of all components, including those which may be
understated.

While it may well be true that the indexation of entitlement pro-
grams has tgrvovoad to be expensive, it is not at all clear that the
problem with indexation is that the overall CPI overstates the rate
of inflation. The CPI, like all other statistical measures, is certainly
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not perfect. But it comes out rather well when compared to the
index of most other industrialized countries.

Senator MOYNIHAN. Dr. Norwood, your text says “extremely
well.” Is that an emendation?

Dr. NORwWoOOD. No.

Senator MOYNIHAN. We could make that “rather well”.

Dr. NORWOOD. It was just by happenstance.

Now in the past I have testiﬁes befor: Congressional commit-
tees—many of them—on the possibility of compiling special indexes
for use in particular programs. Thus far, however, no complete pro-
gram to produce additional indexes has ever been funded.

Studies of the CPI usually point to three general problems in
index making. And people have already referred to them. I assume
my testimony will be included in the record. Each of these is dis-
cussed in my testimony, and I would just like to point basically to
one of them.

One of the most widely discussed criticisms of the consumer price
index is that it does not adequately adjust for changes in the qual-
ity of the goods and services that are priced. Many economists be-
lieve that this problem of quality improvement results in CPI over-
statement. But this is not a new issue, nor is there much agree-
ment on the extent of the possible resulting bias.

More than 30 years ago, when I was in the price research divi-
sion at the BLS, economists were studying this very issue of qual-
ity change. We have learned a lot since that time, and many im-
grovements and adjustments, some suggested by economists like

vi Griliches on this panel today, have been incorporated in the
index. But the fact is that we do not know how to solve the prob-
lems caused by the changes in quality for all of the goods and serv-
ices priced for the index.

The point of all this is that eﬁuality chanﬁes are made for many
Eroducts when the data required are available, but we do not know

ow the quality improvements balance off against the quality dete-
rioration that has also taken place.

Last week, for example, on an airplane trip to Texas, I was in-
formed that meals, or even snacks, had been discontinued for
flights of three hours or less. I am not aware of any upward adjust-
ment for that reduction in quality. On occasion, the electric service
at my vacation home in Maine shuts off, but my electric bill is not
adjusted for this blackout.

he deterioration in our Nation’s education system has been dis-
cussed for many years now, but the larger and larger class sizes,
the increasing inadequacies of university library facilities, and the
shifting of resource allocation from the teaching to the administra-
tive staff does not result in an upward adjustment in the cost of
college tuition in the CPI.

Many of the CPI's critics believe that the things that people buy
are always improving, and that the change in quality can be easily
recognized, that data are available for use in the index, and that
the methods for adjustment are always clearly understood. But the
issues are complex, and problems abound. .

Take, for exampie, the BLS index for automobiles, where quality
adjustments have been made for many years now. During the
1950’s and 1960's, BLS adjusted for the improved quality that oc-
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curred as automobiles became larger and more powerful. In the
1970’s, however, the reverse was true. The downsizing of engines
and automobile size was considered a quality improvement. As
Government environmental and safety regulations have affected
the manufacture of automobiles, the new car prices were adjusted
downward for the improved quality, even though many consumers
would not have g)oucxl'chased the additional equipment out of choice.

Indexation of Social Security benefits and other Government pro-
grams was initiated by the Congress in an effort to provide recipi-
ents with protection from inflation. Indexation removed Congres-
sional discretion by mak‘i::f the escalation automatic through use
of an objective, non-political statistical measure—the CPI.

Twenty years ago, when automatic CPI indexation was initiated,
the effect was in fact to slow the rate of increases. Today we face
a different situation. The problem, I submit, is not how to adjust
the CPI, but whether the country can afford the amount of index-
ation provided by law. The question here is not one of measure-
ment, but rather one of social and economic folici. The Congress
should not attempt to solve a political problem by legislating a
level of a statistical index. I can think of nothing that would be
more dameging to the nation’s statistical system.

Thank you.

The CHAIRMAN. Doctor, thank you.
dix['I]‘he prepared statement of Dr. Norwood appears in the appen-

The CHAIRMAN. We will conclude the testimony this morning
with Dr. Robert Follak, who currently teaches at the University of
Washington in Seattle, but next month will join Washington Uni-
versity in St. Louis. And he has been a consultant to the Bureau
of II;ab}gr nS:;;istics, 80 he has worked for Dr. Norwood at one stage.

r. Po

STATEMENT OF ROBERT A. POLLAK, Ph.D., PROFESSOR OF
ECONOMICS, UNIVERSITY OF WASHINGTON, SEATTLE, WA

Dr. PoLLAK. Thank you. I want to thank the Committee for invit-
‘mg me to testify on the consumer price index.
have submitted a paper for the record which I wrote for BLS
on the treatment of elementary aggregates, which is one of the
&rirxégipal issues in recent discussions of the CPI. I want to make
u points, provide some analysis, and make two recommenda-
ons.

[The prepared statement of Dr. Pollak appears in the appendix.]

Dr. POLLAK. First, BLS researchers were responsible for discover-
ing and publicizing the issues that we are now discussing. Their
work was- published in the Monthly Labor Review in December,
1993. That work called attention to problems that Mike Boskin
mentioned. BLS research is continuing on these issues. BLS also
was responsible for research on the substitution bias issue, and ba-
sically is responsible for what we know about it.

Because has supported my research on the CPI, and the
theory of the cost-of-living index, I am in an awkward position to
graise BLS. Nevertheless, it is important for the Committee to un-

erstand ' he crucial role which BLS research has played in raising
these issues.
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Second, concerns about whether the CPI overstates the rate of
inflation focus on three clusters of issues: Substitution in response
to relative price changes; quality, which I interpret broadly to in-
clude the new goods probiem, as well as the narrow-construed qual-
Lt]y problem; and the problem with elementary aggregates, which I
tui? interpret broadly to include the problems of outlet substi-

on.

The substitution issue and the quality issues have been dis-
cussed at length in the literature. The elementary aggregate issue
is new and relatively unexplored.

Third, the substitution, quality and elementary aggregate issues
pose difficult, unsettled problems. The appropriate theoretical
treatments of these issues are not obvious, and the numerical im-

lications of alternative treatments for the CPI are not obvious.

peculation about the aggregate overstatement of the CPI, there-
fore, requires speculation about two levels of speculation about
three distinct clusters of issues.

Other economists have speculated about the magnitude of the ag-
%egate overstatement of the CPI. I have nothing useful to add to
those speculations. I do want to emphasize that the issues are dif-
ficult and unsettled.

What should be done? Before attempting to answer that ques-
tion, I want to change hats and provide some analisis. My research
interests include not only the cost-of-living index, but also risk reg-
ulation. In a recent paper, I criticized recommendations for placing
a greater reliance on scientific experts put forward by Justice
Breyer in his book, “Breaking the Vicious Circle: Toward Effective
Risk Regulation”.

My analysis of risk assessment, the “scientific” component of risk
regulation, emphasized the interaction of scientific uncertainty
with the open, skeptical, political culture of the United States.
Taken together, these two factors virtually preclude reselving con-
tentious issues by characterizing them as scientific and delegating
them to experts.

In the nsk assessment context, examples include setting work-
place exposure standards for hazardous substances such as ben-
zene and formaldehyde, setting standards for cleaning up hazard-
ous waste sites, answering the question of “how clean 18 clean?”
under Superfund, and, in the context of nuclear energy, settin
standards for power plants and selecting nuclear waste dispos
sites. One of the central facts is that experts are often asked to de-
liver more than their science can deliver or, changing hats again,
more than our science can deliver.

As a result, in index number construction as in risk assessment,
difficult technical issues are often resolved by appealing to profes-
sional conventions. The technical problems of the CPI intersect the
political problems of taxation, intergenerational efficiency and
intergenerational equity, because the CPI is used to index tax
brackets and various benefit programs, including Social Security.

Even if there were no uncertainty about the rate of inflation, the
threshold question of whether to escalate benefits of Social Security
recipients with prices or whether to escalate them with wages
would remain. And the question is political; it requires a political
answer.
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The credibility of the Ci . depends on the perception that it is not
beingl manipulated as a policy instrument. In an environment in
hich there is little trust in Government or in experts, I urge cau-
tion in modifying the CPI. There is a risk that attempting to mod-
ify the CPI, even in directions that are desirable on scientific
grounds, will weaken the credibility of the index. Credibility de-
nds not only on what is done, but how it is done, and on who
oes it.

Recognizing this, and recognizing that political problems cannot
be resolved by characterizing them as technical and delegatin
them to experts, I make two recommendations. First, I recommen
separating the technical issues from the political issues to the max-
imum extent feasible. The technical issues related to the CPI are
the pr:vinoe of economists and other experts. The political issues
are not.

Second, I recommend a procedural rather than a substantive so-
lution to the technical issues. Specifically, I recommend that the
technical issues be addressed by convening a committee of tech-
nical experts to study CPI issues and report on them. The credibil-
ity of such a commi of technical experts would be enhanced if
it wece convened by an independent body, such as the National
Academy of Sciences or the National Bureau of Economic Research.

On the political issues, I make no recommendation.

The CHAIRMAN. Well, we will not make any scicntific ones.

I do have a statement from Professor Michael Darby, who want-
ed to be here today, but could not. He is a former Under Secretary
of Commerce, and Assistant Treasury Secretary for Tax Policy. In
his analysis, he thinks that the CPI 18 overstated by someplace be-
tween .0 and 2.5. He said, if he had to pick a figure, he would say
1.5. And I will submit his mmo%for the record.

[The ‘frepared statement of Dr. Darby appears in the appendix.)

The CHAIRMAN. Now I always hate to start. I do not know of any-
body that has come before this Committee and said, in my judg-
ment, based upon all the factors I have looked at, the consumer
price index is overstated by 7.1 and, if I could it to 100, it
would be 7.13, and to 1,000, it would be 7.187, which is my exact
estimate. No one has said that.

But I am curious, Dr. Norwood, how do you answer the question
that most people who have studied this extensively say that it
seems to us it is someplace between a minimum of .4 or .5, and a
maximum of 2. And they sort of hung in someplace between .6 and
1 as the overstatement, or 1.2 or something like that?

Dr. NORWOOD: I would answer it in two ways. First, I would ask
them upon what they base that decision. And I am certain, having
been quite familiar with these issues, that they would base them
on particular studies of particular components of the index, and not
on a total comprehensive review. That i8 the first point.

The second point is that it does not surprise me. It does not sur-
rise me at all. I would ask you, Mr. Chairman, whether you think,
or example, that it was right to the home ownership com-

ponent o the CPI. I was timately involved in that, and lost a
t deal of sleep over it. And it took 10 years. Why did it take

0 dyeare:? Because we had to preserve the credibility of the index,
and because we understood that a general consensus, at least some
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con}?ensua on the part of the public was needed in order to make
ac e.

Th:en%HAIRMAN. Do you mean consensus, or do you mean accept-
ance

Dr. NORWOOD. Acceptance really. You are quite right. What we
found was that when we went out having the right things and pub-
lishing them, after a while people would come back and quote our
own writings, and say “you people must be pretty stupid, you do
not understand that the current approach is wrong.” And yet all of
it came from the things we had written.

But when we got groups of people together, we found that yes,
people agreed that there was overstatement, yes, they agreed there
should be a change in concept, but there was disagreement about
what it should be. Some said one thing, some said another. And
furthermore, there was a great deal of disagreement. I do not think
that any two geople in the room would agree on the particular
:feciﬁcation, the method of compiling the index itself. And, after

1, that is BLS’s problem.

S0 there are very serious problems here. And it does not surprise
me at all that in general, when you are looking at this up here,
that is the problem. As I said before, Mr. Chairman, I believe very
strorégly that this is an issue of policy, and not an issue of measure-
ment.

The CHAIRMAN, Well, let me ask you this. I understand the dif-
ferent between public acceptance and fact. Fact is Medicare is
bankrupt in 2002, the part A. It is gone. That is fact. Getting the
public to accept that is another matter, and those are two different
18sues. But we have not had anybody testify before us—and we will
have two of the secretaries this afternoon—that disputes the fact
that in 2002, the money is gone in part A of Medicare.

And I understand the difference here between the Congress
changing the consumer price index by 1 percent, even if that was
an accurate measurement, and having the public accept that.

But, having said that, I want to ask Dr. Griliches because you
sa{ that they all sort of come back to your material. There is only
a little bit of material that everybody looks at. There is only so
much material in this field, and much of it is his. And Dr. Griliches
says, well, there is an overstatement someplace between .6 and 1.6.
But he said, if he had to pick a figure, he would pick 1. How do
you get there, doctor? Based upon what Dr. Norwood said, how do
you come to this conclusion, whereas she says that you really can-
not come to that conclusion?

Dr. GRILICHES. In a line that I did not read in the beginning, I
said that in asking questions this way, the Committee assumes
that we already know that the CPI is overstated. And I said I think
it is. But the scientific basis for this judgment is much weaker than
the questions seem to imply. And what we have had is a relatively
%:af;?e number of studies that delve deep into some pieces of the

There are problems with those studies. Some of them are sort, of
looking for the watch under the iight. There are whole large
stretches where we do not have anything to dig with. But they are
also problematic, so I think that large stretches for which we do
not know, like medical, we really know that a big part of the infla-

91-537 0 - 95 -~ 4
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tion that has occurred there has really occurred because there is
more being done, not because the price of doing it has risen. The
concept of what is to be done has changed, so that in that sense
there is an overstatement.

Now some of it goes back to the issue of the cost of living. I do
not think that the people who say there are large declines in qual-
ity have not produced parallel studies of significant amount. And
I myself have just invented or produced two examples, which I
thought because of the things that are happening, can go that way.
But I think the important distinction is in the concept of the index
itself, the concept of the index as a market basket, and that is what
we are pricing.

The cost ofg living index says that there is a standard of living
that somehow you want people to be able to maintain. Even with-
out any of the prices changing, the cost of living can go up. In a
cold winter, you will have to consume more energy to keep the
house warm by the same amount. That is an increase in the cost
of living. It may not drive up the price of electricity. If you have
to put in burglar alarms, if you have to buy more insurance, that
is an increase in the cost of living. It will not be in the price index.

So when Senator Conrad was thinking about the elderly person
complaining about the problem of living on Social Security, the el-
derly person was not faking it. It is a real problem, but it is not
in the concept of the price indexing.

That is why I was saying that the problem of the entitlements,
and the problem of the price index is not exactly the same. And by
focusing on just this one, you are not focusing on the other one.
And that is the golitical problem. That is where the tension comes
in. I would say that the price of the basket as defined is overstated.
However, that is not the only thing there is to life. And a lot of the
::lost of life may have also gone up; a lot of the cost of life has gone

own.

The fact that we are not living in nuclear fear has gone down.
There is just a tremendous difference. On the other hand, the fact
that our children have a different perception about the future, have
less expectations for it, is going in the other direction.And these are
major things that are happening, and they are not inside the index.

The CHAIRMAN. Thank you. Senator Moynihan? -

Senator MOYNIHAN. Well, again, Mr. Chairman, thank you, an
thank all involved here. We are a Committee not incapable of deal-
ing with ambiguity. We do that all the time. And it will be 35 years
ago that I became Assistant Secretary of Labor for Policy Planning
and Research. And the Stigler Committee Report was on my desk,
you could say, and a primer on the limits of economic data.

And I am sorry if they are treating economics as a lower form
of life in the other g‘l]ace. It is well regarded, as you see, in the Sen-
ate Committce on Finance. But it is not a hard science. It is a so-
cial science, and we understand that. We even manage to live with
the thought. It does not send us home in despair. And we have re-
sponsibilities to pursue. We take an oath to faithfully execute the
laws. And the law’s intent of the indexation was to reflect some-
thm%1 perceived as changes in the cost of living, price changes,
which really do need to be compensated.
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We just cannot sit here and have one thoroughly respected, emi-
nent panel after another, such as this one, come and say to the
Chairman that using the CPI as a proxy for the cost of living, over-
state the change in the cost of living. Nobody states that more as-
sertively, right up front, than the BLS is its brochure. I was re-
:fonsib e for the BLS, and I kept my distance from them, so they

lowed me to pretend I was responsible. I think I was responsible
about them, and it worked.

But we just cannot sit here and say, in the face of this much
judgment, that we will not do anything because we are not at lib-
erty to do nothing.

. Dulberger, we have in place a system which systematically
increases outlays more than we had intended, and decreases reve-
?l?et% more than we had intended. Do we not have to respond to

at?

Dr. GRILICHES. Yes.

Senator MOYNIHAN. Dr. Dulberger?

Dr. DULBERGER. Yes, we do. And I would like to add that the
problem that you are facing with using the CPI to escalate some-
thing that does not quite match in terms of concept is something
that you are not alone with. The business community deals with
this all the time. And they use the CPI or the producer price index
to escalate long-term contracts.

And very often, what is being contracted for is not remainiug
constant over time. Therefore, the whole concept of holding sone-
thing constant is not done.

Senator MOYNIHAN. Well it says here in this little brochure, “Tin.
derstanding the Consumer Price Index,” that the CPI is not a cost-
of-livinf index, although it is frequently and mistakenly called a
cost-of-living index. The CPI is an index of price change only. That
is fair. That is straightforward.

Alan Greenspan said to us that every member of the Federal Re-
serve Board has in his or her head an estimate of one of these
numbers, 0.4 or 1.5. They have their own internal adjustment they
make. This seems to be as close to a consensus as anything I have
heard, or am likely to get in an area of Government data. Is that
not right, Dr. Pollak?

Dr. PoLLAK. I think there is an issue of how much of a subjective
element you want to inject into the construction of the consumer
price index, or of other Government statistics. There is clearly a
problem. There are several distinct problems. and I think separat-
m%them, uncoupling them, is very important.

ut the entitlement problem is really distinct from the consumer
price index problem. The entitlement problem, it secms to me, is
a political problem. You were suggesting that we are now locked
into a system in which we are escalating benefits more rapidly
than we want to. A

Senator MOYNIHAN. And decreasing revenue on the other side.

Dr. POLLAK. And revenue on the other side, tax brackets on the
other side, are tied. That is a political problem. There also are
Problems with the consumer price index. And my suggestion—and,

think, Zvi Griliches’ suggestion—was that the problems with the
price index, with the CPI, could best be dealt with by a technical
committee and that, as a matter of institutional competence, the
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Senate and the House are not well positioned to reconfigure the
consumer price index. This is a technical problem, and it is prob-
ably best approached with a committee that has credibility and the
tras;;pings of independence.

nator MOYNIHAN. Trappings of independence?
Dr. PoLLAK. Of independence, perhaps appointed by the National
Academy of Science or——

Senator MOYNIHAN. Would you not think independence itself
would be better than the trappings thereof?

Dr. PoLLAK. I believe independence itself is important, but I also
think the ‘rappings of independence are crucial. I think the appear-
ance really does matter.

Senator MOYNIHAN. The National Bureau would be fine.

Dr. POLLAK. And I think it is not only a question of what is done,
but of how it is done and who does it. And I think it is extremely
important that it be done by a body that is not only independent,
but is widely perceived as independent. .

Senator MOYNIHAN. I thank you very much. Can I just make a
comment for the record again, sir?

Dr. Diewert from the University of British Columbia was here a
while ago, and spoke of a unified statistics agency. And I noted
from you, sir, that it is not the worst idea. We do have quite a col-
lection. BLS goes back to the 1870’s.

Dr. NORwoOD. Eighteen eighty-four.

Senator MOYNIHAN. Well, when the nascent labor movement
began to say, if the Government would decide how much it took for
a city worker (o raise a family, we would bargain against that
number, and that is how the Bureau of Labor Statistics began.

That great man, that Civil War veteran with his right arm——

Dr. NORwWOOD. Colonel Powell.

Senator MOYNIHAN [continuing). That went down the Colorado
River with one arm.

Senator CHAFEE. What was his name?

Dr. NORWOOD. John Wesley Powell.

The CHAIRMAN. What has he got to do with the BLS?

Senator MOYNIHAN. He was the first head of it.

Senator SIMPSON. He also started the Cosmos Club.

Dr. NORwoOD. That is right.

Senator SIMPSON. I am glad we have that clarified.

The CHAIRMAN. Do we have any other bits of information to add?

Senator Grassley?

Senator GRASSLEY. This has been discussed a couple of times by
Dr. Boskin, and I think one other person mentioned it, but I would
like to get some sort of consensus, if possible, on whether or not
CPI for the elderly would be higher than for other age groups.
Could I have a short answer from each one of you?

Dr. DULBERGER. Well, I agree with Dr. Boskin, in that we really
need to know more in order to determine that.

Senator GRASSLEY. But we just do not know?

Dr. DULBERGER. We do not know. There is some reason to believe
that the composition of expenditures of the elderly may be different
from the rest of the population but, as Dr. Norwood pointed out,
we do not have a way to take into account that they may live in
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different areas within the country. And . another point that Dr.
Boskin made—

Senator GRASSLEY. But that is a point that could be raised for

age group, not just the elderly. -

. DULBERGER. Yes, it could. And the other point was thai it
may be that for areas like out-of-pocket medical expenditure:, we
g: not have a very good measure there either. So we really d: not

ow. |

Senator GRASSLEY. Each of the rest of you? This is something of
interest to those of us who serve on the Aging Committee, and to
tl;ose in my State, where 15 percent of our people are over 65 years
of age.

Dr. GRILICHES. I think it is a complicated question because a real
detailed study has not been done.

Senator GRASSLEY. All right.

Dr. GRILICHES. But if you think about the major components, the
food component has probably risen less than the CPI, which is rel-
atively large. With regard to the housing component, more of the
elderly are owners, and they are under somewhat less pressure on
the rental side than the rest of the population.

On the medical side, they are more under pressure, but that
would not be in the price index if it were computed correctly. And
I do want to argue with Senator Moynihan just a bit about the
Medicare problem, which I think is a very real problem. But the
driving problem is not the CPI, and the driving problem will not
be solved by the CPI. One percent or half a percent will buy a few
years on this problem, but will not take it away. I mean the driving
problem is medical technology. And the drivinﬁ problem in the ex-
?enditures of the elderly is the good things that medicine can do

or us, and some that it will do to us, whether we want it or not.

The CHAIRMAN. I think it may have been I who said that. I did
not mean to give the impression that the CPI drove Medicare. I
simplg said that Medicare is going to be bankrupt, and that is a
fact. But the public does not accept it. And there is a difference be-
tween acceptance and fact in that case. And if we act in such a way
that they will not accept—and we probably will not act in a way
that they will not accept.

Dr. GRILICHES. Yes. But you really ought to act on that, if you
are goin%to act on the substance, and not on this particular mar-
gin, which is sort of small potatoes in the Medicare problem.

Senator GRASSLEY. The other two panelists? Dr. Norwood?

Dr. NorwooD. Well, as I have already said, I do not think we
really know. ‘ :

Senator GRASSLEY. All right.

Dr. NorwooD. The work I have done suggests that the elderly
live in different areas. They have different shopping habits, and
they buy different things. The weights of an index do not move it
very much. It is the prices within the index.

nator GRASSLEY. The same for you, Dr. Pollak?

Dr. POLLAK. Yes. I agree that the issue is not really the composi-
tion of expenditure. One of the things we know very little about is
where people shop and how they search. For example, we have
talked about mail order shopping and home shopping network. My
guess is that the elderly are relatively slow to use mail order shop-
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ping and home shopping network. They probably are not likely to
shop at the newer volume discount stores. None of that is really
taken account of. The notion is that people are searching for prices
and for quality, and we ought to think about that in relation to
constructing the index, and that different groups may have dif-
ferent shopping patterns.

Senator GRASSLEY. All right. My last question. It is the CPI(W)
that is used to index Social Security benefits. I believe I am right
on that. That index represents spending by about 30 percent of the
people, I have been told. I assume that this index is afflicted with
the same prcblems as other CPI indices.

Dr. NORWOOD. Yes.

Senator GRASSLEY. My question is whether the CPI(U)—and that
is urban, is it not?

Dr. NORWOOD. Yes, all urban.

Senator GRASSLEY. Would that be a better one to use in indexing
Social Security benefits, since 80 percent of the population, includ-
ing retirees, is included in that. Are you able to say whether the
use of that index would make any difference, and is that something
we should consider?

Dr. NORWOOD. We clearly should use the CPI(U). It is a broader
index. The Bureau of Labor Statistics recommended that to the
Congress. The Congress did not see fit to adopt it. The differences
areb\lrery small between the two. However, it would not solve your
problem.

Senator GRASSLEY. All right. Thank you, Mr. Chairman.

The CHAIRMAN. I have used up some of your time.

Senator GRASSLEY. Well, I think I will stop there unless other
panelists wanted to comment on that, because I think my other
question has been asked.

The CHAIRMAN. Senator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman. We are doing some-
what of a historic review here. Senator Moynihan said that he had
been with the Department of Labor in 1960. When I first met Sen-
ator Moynihan 31 years ago, when he came to Rhode Island to get
an honora.lzu:iegree, I was Governor and sat next to him in the
warm sunshine as the undergraduates paraded across. And he did
an analysis of our State simply by looking at the graduates. It was
extremely interesting.

Senator MOYNIHAN. I believe it was a statistical sample of a
Benedictine college. It proved that the French population in Provi-
dence was not having as much success as the Italian one.

Senator CHAFEE. I found it extremely interesting. You heard Dr.
Boskin’s testimony. He came forward with some specific sugges-
tions. Obviously, this is a matter of deep interest to all of us, and
there is no question but that we are driven to some extent by the
fact that the dollars represented here are significant. And I sup-
pose many would say that this is a silver bullet. We have got tre-
mendous budgetary g;'oblems. If we revise the CPI in some fash-
ion—obviously everybody believes in reducing it—it would help us
with these problems.

So Dr. Boskin, ‘pursuant to the questions asked by the Chairman
said on page 5 of his testimony, “It is my view that you could and
should get a bipartisan group of knowledgeable professionals in a
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room and charge them with the task of coming up with a minimum
amount by which they are virtually certain, a stronger condition
-than reasonable doubt, that changes in the CPI overstate true
changes in the cost of living.”

In response to the Chairman’s question, I think he said that
could take, did he say 8 months?

The CHAIRMAN. Three months.

Senator CHAFEE. Three months. what do you think of that. Could
each of you answer that quickly? Dr. Dulberger?

Dr. DULBERGER. Yes. | also think that a froup could come up
with a number for you in a few months, and that that is reason-
able. If you are also asking about whether this harder test than the
one that juries are charged with answering, I am not sure that is
quite the way I would look at it. One, I do not think it is entirely
a statement about the credibility of the CPI or making an adjust-
ment to eliminate the bias that you are looking for. I think what
you are looking for is the best way to use currently available infor-
mation to serve the intent, and that may not be the same question.

So in my recommendation, which was also to put together a

oup of experts, I would charie the experts with two questions.

ne is, how can information that is currently available be best
used to appropriately escalate the program? But we would have to
know the intent. at are you trying to accomplish in escalating
the program? Then we can recommend how to use the CPI with
some adjustment in order to effect that. )

And I would have to say that I disaﬁree with those who would
suggest that that is a comment about the quality of the CPI itself.
This is done in business all the time. We make adjustments to the
CPI or the PPI for the purpose of serving the intent at hand, rec-
ognizing that that intent is different from the one that the index
was devised to do.

Senator CHAFEE. Dr. Griliches?

Dr. GRILICHES. I would disagree with Mike Boskin, and maybe
Ms. Ellen Dullberger, a little bit. First of all, I do not think it can
be done in the time frame that you are suggesting. At least with
what I know of establishing committees of this kind, at least a
month or two goes into trying to investii?te the various people, get
agreement, and select a committee, -which does not leave much
time for actually getting something done.

Second, I think that a committee would find itself in the situa-
tion that you are in very quickly. There are a number of pieces,
and that i1s about all there is, and you have more or less heard
about them. Some of the pieces are history, in the sense that they
will be taken care of. They will be taken care of within the next
year or so. Basically, the formula problem will be fixed to some ex-
tent. The génerics problem in the CPI is being fixed. Those are the
two things that are being fixed.

The substitution problem will take a little bit longer, but I think
it might actually get fixed if the CPI moves to a somewhat faster
weight change. The new goods problem is a very difficult problem.
I was joking, but there also is a new bads problem. I would say
that a committee that got together would at least want to spend
some time trying to go over the CPI in some systematic fashion,
component by component, and sort of look at what is known, how
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it is currently constructed, where it comes from, what may be the
potential sources of bias, and how it could possibly be improved.

I cannot imagine that process being done on this timetable. And
I do not know that you would get people who would actually be
willing to sit on a committee whose cha;)rge was in the form that
in two or 3 months you are going to produce a number by which
you will state a minimum. I think there will be more uncertainty,
and I do not think you can escape the political problem by giving
it to a committee.

Senator CHAFEE. Well, except I would say this, doctor, that we
have had a whole string of witnesses come through here who have
given range, and they have not been reluctant to speak out and say
that they give a range between .5 and 1.5, or whatever it is. So I
presume that what would happen in this, is that they have arrived
at this range, with a bottom figure and a top figure, and they have
done some independent research, so they would say .5 is our bot-
tom figure.

Dr. GRILICHES. Well, one of the things I want to mention is that
in fact many people have not done independent research. This is
all running around with a relatively limited number of studies, and
people have got the same pieces of paper, and more or less formed
Judgments on them. And those papers, including my own papers,
which are a significant piece of that body- of research, cover small
;I)‘ortions of the CPI, which are not intended to be representative.

hey are sort of looking at something and saying well, this a styl-
ized fact. It is likely to be a problem over a wider area because this
is an example of & wider class of problems.

Senator CHAFEE. My time is up, so I had better take it. Dr. Nor-
wood, perhaps you could——

Dr. NORWOOD. Yes. I agree with Dr. Griliches. I think it would
be a terrible mistake for the Committee to convene that kind of
group. I would remind you of what happened in the United Ki‘gﬁ-
dom some l?l'ears ago, when the Thatcher regime had some difficul-
ties with the price index. Because of its treatment of taxes, there
was a big credibility problem. The Royal Statistical Society got in-
volved, and I think we do not want that kind of charge of
politization, even if it was not intended at all by this Committee.

It seems to me that, if there is a problem with the cost of index-
ation, it needs to be faced and handled in that way. Talk about
changing the CPI, or what is wrong with the CPI, is a much bigger,
broader issue that requires more time.

Senator CHAFEE. Thank you.

The CHAIRMAN. Dr. Pollak, do you want to comment?

Dr. POLLAK. I would agree. I think the issue of modifying the
CPI, improving the CPI, has got to be separated from the imme-
diate and very serious problem of adjusting entitlements. And it is
not clear to me whether Mike Boskin’s proposal is a proposal for
adjusting the CPI or a proposal for adjusting entitlements. But it
seems to me that these are very different issues, and that adjusting
entitlements is fundamentally a political issue, and adjusting the
CPI is fundamentally a technical issue.

Senator CHAFEE. Let me just say this to the panel. There are
technicalities and problems, and all that. But, at some point, you
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havc:l to fish or cut bait, I think, and make decisions. And that is
our duty. -
And tYthmk to put thi off because we do not have all the in-
formation or, as Dr. Griliches says, we are just dealing with certain
arts of it, I think we just have to move on. So often we are con-
nted around here with the problem of not having all the infor-
mation to do anything. This happens in the Environment Commit-
tee all the time. We do not have the information to do anything
about the Clean Air Act. We do not have the information to move
ahead on Superfund. How many parts per billion is involved? On
and on it goes. But that is what we are hired for, I think. Yes?

Dr. GRILICHES. I just want to say that I have no objection with
you making the decision, on the basis of what you have heard, to
change the escalation to CPI minus one-half or CPI minus 1. In
fact, it is a reasonable move, from a different point of view. We
may not be able to afford to actually compensate everyone for ev-
erything. But that is really rewriting the law because it is different
from saying that the CPI itself has to be changed by this amount,
because that implies a certainty.

We are making a contract that we are going to try to do some- -
thing well for people, but we will not be able to do the whole thing
for various reasons, partly that we cannot afford it, partly that it
is not precise. We make a judgment in these escalation clauses.
And in many countries it takes the form of the CPI minus some-
thing as the escalation formula. They do not go for the full thing.
And it seems to me that that is a social decision for which you have
to take the responsibility.

The CHAIRMAN. Kent 18 next. He is higher up on the list.

Senator CONRAD. Alan started?

The CHAIRMAN. No, I started.

Senato: CONRAD. All right. Because it would have been fine with
me, if he had started, for him to go ahead.

Senator SIMPSON. All right. I wandered off for a moment, and ob-
viously lost my place. )

Senator CONRAD. You are forgiven. I always enjoy listening to
you. .
What is at stake here, of course, is very significant. The stakes
are verﬁlhigh with respect to this question. The stakes are high be-
cause this affects the revenue side of the Federal Government, the
revenue side of the ledger through the indexing of income tax. It
affects the spending side because it affects the cost-of-living adjust-
ments for Social Security. And, of course, everyone on this panel
fully understands that.

Just to put it in the context for the record, we have got to save
$1.3 trillion over the next 7 years in order to move towards balance
in the Federal accounts—$1.3 trillion. A 1 percent adjustment in
the CPI over that period of time would make a $280 billion down
payment, about 20 percent of what is needed. So that is why this
question is getting the kind of focus that it is. It is a focus that
it deserves, and I want to commend the Chairman for an excellent
hearing today. I think it has been eminently fair. We have cer-
tainly heard a broad spectrum of opinion from a superb penel.

So that puts in context what it is we are doing here. I would ask
Dr. Pollak, how long would it take to have a eminent group of ex-
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perts make a recommendation with respect to this issue? How long
do you think it would take?

. POLLAK. I think it would depend on what the charge to the
panel was, on whether the panel was intended or instructed to do
original research, or whether the panel was going to confine itself
to working with the existing literature. On these issues, as we have
been telling]fou, there are a lot of opinions. A lot of people are will-
ing to s ate on the agﬁregate overstatement of the CPI. But if
you push hard, and ask where those speculations come from, what
the underlying data are on which they are based, there are very
few studies. And it is not clear, if you have four studies and 20 peo-
ple willing to give you opinions, that you have a grest deal more
information than you had in the four studies.

I think it is going to depend very much on the charge of the com-
mittee that is convened.

Senator CONRAD. What should be the charge?

Dr. PoLLAK. I would like to see a separation of the CPI issues,
the review of the CPI by a committee comparable to the Stigler
Committee that was set up 35 years ago, which I believe reported
fairly quickly.

Seﬁagor CONRAD. Could you give me some idea? What was fairly
quic
Dr. ¥OLLAK. My impression was that it was a year.

Dr. GRILICHES. It was more than that.

Senator CONRAD. It was more than that?

Dr. NORWOOD. Several years, if it is done fairly well.

Senator CONRAD. They commissioned studies?

Dr. PoLLAK. Yes. There were what, a dozen staff studies, inci.\d-
ing onenti?r Professor Griliches, in the published report. That v-as
a very influential and important document.

But my suggestion is separating those issues of CPI review,
which I think are extremely important, from the issue of adjusting
entitlements, which I do not think should wait 2 or 3 years. I think
Senator Chafee said that we have to fish or cut bait on this issue.
But I think the question is, who is we? In this case, I think “we”
does not refer to the technical experts.

Senator CONRAD. You know, I try to put myself in your shoes and
listen very carefully to what you su%gest, because I have great re-
spect for every person on this panel. I think about the task that
we have been given. Many of us believe very strongly that we have

ot to balance the Federal accounts. And when you do that, you are
aced with a whole set of difficult choices, very difficult choices. If
we really are overstating the CPI, and that has an enormous fiscal
effect—$280 billion over the next 7 years if it is a 1 percent over-
statement—we have really got to address that.

We need to meet that challenge. And we need to make a change.
Because, if we fail to, and we are overstating the CPI, we are going
to be forced to make a lot of other changes that will affect people’s
lives in a way that need not occur.

Dr. POLLAK. Senator, are you not going to have to make these
changes, even if you are not overstating the CPI? As Professor
Griliches has been saying, perhaps we are in a situation where not
everyone can be protected against everything. Even if the CPI is
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not overstating the rate of inflation, perhaps there are hard choices
that must be made.

Senator CONRAD. That goes without question. I laid out the di-
mensions of the problem—$1.8 trillion over the next 7 years. That
has got to be done. Now, if CPI is overstated by 1 percent, that is
$280 billion of the puzzle to be solved. If it is not, if there is zero
change required, that $280 billion has to come from somewhere,
and 1t is going to dramatically affect peorle’s lives. Disproportion-
ately, it is going to be cuts in programs. It is going to be veterans’
programs, 1t is going to be senior citizens’ programs. Just look at
what is on the table, a $256 billion reduction in the rate of growth
of Medicare, $175 billion of Medicaid, veterans’ programs, edu-
cation programs. And there is no free lunch here. But if CPI is
overstated, that is a big piece of the puzzle.

Dr. GRILICHES. That 18 going to impact somebody also.

Senator CONRAD. Absolutely. It is goin? to affect Jeople’s lives.
On Social Security, it is affecting cost of living. It also affects the
revenue side of the equation. As you know, in the packages in the
House and the Senate, you will not find a whole lot of revenue.

I thank the Chair.

The CHAIRMAN. Senator Simpson?

Senator SIMPSON. Thank you, Mr. Chairman. This has been fas-
cinating because it is a critical point, and I agree totally with Sen-
ator Conrad that this will not get us there at all. Where we have
to go, no one wants to go politically. Everybody talks a great game
on this. I do not even vote on 62 tﬁercent; of the budget. In 10 years,
I will not vote on 72 percent of the budget. It just goes out to peo-
ple, regardless of their net worth or their income.

If we had done everything the Entitlements Commission rec-
ommended, everything will still go up 5, 6 or 7 percent a year. And
when we are all done, we will have “slowed the growth of the enti-
tlements” and done nothing with everything else in the budget. We
have not even dealt with that.

If the American people cannot begin to let this sink in, and un-
derstand these things, then really democracy did not work because
they just sent us here to get them everything they wanted out of
the Federal Treasury, and we succeeded magnificently. And they
loved us for it, and their grandchildren will be haunted by it.

I think we are at a point where either the experts give us a num-
ber, or we will do a number. And I am ready to do that. So that
is where I am coming from. I will do a number. In fact, Senator
Kerrey and I have done a number, as we try to bring solvency to
the Social Security system, and nobody will touch that with a stick.
Or they will stir it with a stick.

So we have to do that. And we have said we are tgoing to do it
with .5, CPI minus .5 percenta%%points. So we are off on that one.
We will see where that goes. There are those out there who are
telling us that changing the CPI is a savage act of meanness
against the lesser in society. I have seen that one already. That is
a dandy—a savage act of meanspiritedness to alter this sacred fig-
ure. So we will have to get through that one. You can hear that
debate on the floor. It rings in my ears at this moment.

I would think 3 months would be quite adequate to tell us what
to do with it. Twenty-5 years of what the cowboys used to call gath-
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_erings are out there. Twenty-5 years of gatherings are out there.
There are plenty of facts. It should not in any way be considered
a reflection on those who have gone before. I know what you have
done, and how you have worked, Janet, how you have performed.
This is not a comment about the past or what happened, or did it
work right. There is no courage to deal with entitlements in this
body. We have tried that, and especially the big one, Social Secu-
rity, the one that is $360 billion a year.

you have suggested that, instead of legislating a downward
adjustment, I ask Dr. Norwood or Dr. Griliches, we should instead
face up to the real issue—whether we should continue to index en-
titlement benefits. That is a political issue, and we have flunked
that test for many years. If we flunk it again this time, so what?
Medicare will go broke in 7 years. The disability insurance fund
will go broke in the year 2016. And Social Security will begin to
ﬁo broke in the year 2013. And not one sin%vee person in this place

as given us any other figures, Democrat or Republican.

But the CPI indexes more than just the entitlement programs.
As Senator Conrad has said, it is used to adjust the Federal income
tax brackets. It is used in the private sector to adjust wages. It is
used in county governments. They say, well, the CPI went up so
and so, so the road crew needs 2.3 and then the cops at the city
hall need this. And they all use this. Everybody is using this. And
so this is not just an entitlements issue. It does not limit itself to
an entitlements issue. And I am not looking for a fig leaf on this.

So where are we going to go if we cannot make this change, and
at least come to some consensus among those who I have heard
now for several weeks and months that cannot give us a figure? Be-
cause if you cannot get a figure from people who know the most,
then we will do a figure, which we often do. Then people will howl
and shriek and pant after we have done it, but we will do it. So
where do we go from here?

Dr. NORwWOOD. It seems to me that that is where you go from
here. And that is to decide what your indexation policy should be,
how much you can afford. And if it is CPI minus something, then
that is what it is.

By the way, this is not the first time I have heard this. It seems
to me that 20 years ago when I was at BLS, members of Congress
were discussing CPI minus some amount. Usually it was 1 percent.

I would also like to suggest that, in addition to whatever the
Congress decides to do about indexation policy, it should pay some
attention to the statistical system, and to nurturing the statistical
system. I would remind iyou that it took years to get the budget for
the revision of the CPI so that we could have more up-to-date
weights. One of the issues that is being criticized today, that the
sample size for the consumer expenditure surv%y, which is nec-
essary if we are going to deveg)lf any new kind of index for a true
cost-of-living index, is very small because the Bureau of Labor Sta-
tistics was not able to get any real interest in the Congress for it.
And, in fact, it took the Bureau 30 years to have the expenditure
survey on an ongoing basis.

The revision of the outlet sample, which is now done 20 percent
a year, should clearly be done more frequently. Those are issues
which have been discussed over the years with the Congress and
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with various administrations. As you know, I have served with

both Republican and Democratic administrations. &uite frankly,

there was not any more support on one side or the other. If we are

ggmg to use statistical indicators in public policy, we have got to
sure to fund them I&r perly.

Senator SIMPSON. Mr. Chairman, I know my time has expired. I
have been careful there, but when you have people who do not even
understand the difference between the cost-of-living index and the

‘ :gns\:mer ptt:ioe index, and interchange the terms, we are not going
very far.

d it is different this trip. The trustees of these magnificent
programs are telling us that these things are going broke. That is
the difference. That is what has happened this time around. And
30 of the 32 people on the Entitlements Commission told us what
was going to happen, and we all know it. That is the difference.

Thank you, Mr, Chairman.

“ Thg CHAIRMAN. Senator Conrad, do you have any more ques-
ons

Senator CONRAD. No. Again, I thank the Chairman for this hear-
ing. I think it has been excellent.

e CHAIRMAN. I want to thank the panel. This is our third hear-
ing. If there are more e:ﬁerts to hear, I am not sure who they are.
My hunch is that they read each other’s mail, and there 18 not
much more information to be gathered.

Dr. NORwWOOD. I think nl)(rou are quite right.

The CHAIRMAN. I think you phrased it very well. We have both
a technical decision and a political decision. And the two are not
the same decision. And you should be called on to make one, and
we should not be called on to make the other.

Thank you all very much for coming today.

[Whereupon, at 11:35 a.m., the hearing was concluded.]
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Mr. Chairman and Members of the Committee: I appreciate this opportunity to
appear before you to discuss the Consumer Price Index (CPI), for which, as you
kpow, the Bureau of Labor Statistics (BLS) is responsible. I think it would be useful
for me to b:]gm by providi.07 a brief summary description of the CPI for background

urposes. Although the CPl is often referred to as a “cost-of-living” index, it is in
act a measure of the average change in the prices paid by urban consumers for a
fixed market basket of goods and services. Historically, this market basket has been
updated roughly every ten years. The current market basket is based on 1982-84
expenditure patterns; we are in the process of updating the index to reflect 1993-
96 expenditure patterns.

Although we talk about the Consumer Price Index, I would note that the BLS ac-
tually produces Indexes for two different population groups each month, one includ-
ing all urban consumers and a second consisting just of wage earners and clerical
workers. The index typically reported in the media each month is the Consumer
Price Index for All Urban Consumers, or CPI-U, which was introduced by BLS in
1978 and is representative of the buying habits of about eighty (80) percent of the
population. BLS also produces the CPI-W, a continuation of the Index that was in-
troduced about three quarters of a century ago, which covers only wage earners and
clerical workers, who represent roughly 32 percent of the U.S. population. ‘

The BLS calculates the CPI on a monthly basis and publishes it about two weeks
after the end of the month to which it pertains. To calculate the CPI, BLS collects
some 80,000 price quotations each month, covering all items that consumers pur-
chase for dnggoliving. These prices are collected in 85 areas throughout the country,
in about 21, retail and service establishments. An additional 40,000 landlords or
tenants and 20,000 owner-occupants are surveyed concerning rents and housing
costa. The collection of such a large number of individual prices each month is dic-
tated by the importance of producing a measure that meets high standards of statis-
tical reliability. All of this information is collected and processed on an extremely
tight schedule, and the Index is issued each month on a date announced in advance,
to avoid any appearance that the timing of the release has been affected by
nonstatistical considerations. As the data for any one month are released to policy
makers and the public, the process of collecting the next month’s data is already
well underway. In short, the production of the CPI is an extremely complex under-
taking carried out each month according to a rigorous time schedule that leads to
the release of each month’s data in as timely a fashion as possible.
: Having provided this background, I would like now to turn to the various issues

that have been raised concerning the present method of determining the CPI. Per-
haps the best startinﬁ point for a discussion of CPI measurement issues is to note
that what many people mean when they talk about inflation is the change in the
cost of living. Despite the best efforts of BLS and of economists in academic, busi-
ness, and other public and private organizations, many people refer to the CPi, mis-
takenly, as a “cost-of-living” index. By design, as I have already noted, the CPI is
a measure of tha change in the cost of purchasing a fixed market basket of goods
and services. As published BLS descriﬁtions of the CPI make clear, the fact that
the CPI is based on a fixed market basket means that it will tend to rise somewhat
more rapidly than would a true cost-of-living measure. The reason for this is that
the CPI does not reflect changes in buying or consumption patterns that consumers
would be expected to make as they adjust to relative price changes, buying more
of goods whosee relative prices have fallen and less of goods whose relative prices
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have risen. By ing these changes in how they spend their money, consumers
may be able to maintain their level of well-being at a lower cost than that indicated
by the CPI. BLS research suggests that not accounting for these substitutions in re-
sponse to relative price change raises the annua! change in the CPI by 0.1 to 0.2
percentage point.

A true cost-of-living measure also would take into account changes in the external
environment that might impact consumers’ out of pocket expenditures. These might
include such thinﬁa as, for example, a deterioration in air or water quality or &n
improvement in the quality of publicly provided services, such as education. I also
would quickly add that, were we able, we would produce a true cost-of-living meas-
ure. Unfortunately, the “state of the art” in the area of price index construction has
not advanced to the point where anyone knows how to construct true cost-of-living
measures. In fact, although there are alternative price index formulations that pro-
vide a better approximation to cost-of-living measures than our current CPI, none
of these alternatives is now feasible to produce on a “real time” basis.

Given that the CPI is not, and is not represented to be, a measure of changes
in living costs, it is nevertheless agpropriabe to ask how well the CPI measures
what it 18 dea;gned to measure. In this connection, two broad areas of concern have
been identified. The first, brought to light by researchers at BLS, has to do with
the construction of the most disaggregated components of the index, and in particu-
lar with the way in which new items enter the index as part of routine sample re-

lenishment and the way in which the treatment of new types of retailers—such as

iscount stores—impacts the index’'s measured rate of inflation. The second, and less
well understood, issue is the question of how well the index accounts for changes
in the qualit of the goods and services that consumers purchase.
. The sample rotation effect arises because procedures for systematically introduc-
ing new outlets and items into the CPI inadvertently tend to give higher weight
than is justified to prices that are temporarily low in the month the new samples
are introduced and lower weight than is justified to prices that are temporarily
high. Thus, these procedures can cause an overstatement of price change in the pe-
riod immediately ollowing sample replacement. The BLS has taken steps to address
the sample rotation problem effective with the data for January 1996. If further cor-
rective measures can be identified, they will be incorporated as expeditiously as pos-
sible in the context of the ongoing CPI revision.

The outlet substitution effect can arise because consumers are free to substitute
where they buy goods and services as well as what they buy. For example, if con-
sumers don't consider the (possibly) lower level of customer service provided by a
discount store to be of any consequence, they may shift to such stores and experi-
ence no loss of well being. Current CPI procedures would not capture any price de-
cline associated with such a shift. Althou'gh it is unclear that there is in fact any
bias associated with the CPI's treatment of discount outlets, further research on this
issue would be valuable.

It is axiomatic that a measure that p rts to estimate changes in prices must
take account of the fact that the quality of the goods and services purchased in our
eﬁonomy can, and does, change, in some cases for the better and in some cases for
the worse.

Today’s cars, for example, are substantially more expensive than the cars sold in
the 1970s. Today’s cars, I think it would widely be agreed, also are substantially
better than were the cars of the 1970s, in the important sense that they embody
more of the features—such as durability, safety, and lesser maintenance require-
ments—that consumers value. In measuring the price change for cars over this pe-
riod, the challenge is to isolate that part of the price increase associated with im-
provements in the quality of vehicles, as distinct from that part that is truly a pure

rice change. In the case of new automobiles, for example, adjustments made in the

PI to factor out quality change have had a very substantial impact. We estimate
that the change in the new automobiles component of the CPI over the years from
1967 to 1994 would have been more than 80 percent greater than we actually re-

rted had no adjustments been made for quality improvements. (The automobile
index in the official CPI-U rose 172.1 percent from December 1967 to December
1994, while over the same period, without factoring out changes in’ quality, the new
car component would have risen 313.4 percent.) From a different, and perhaps more
important, cfm‘spective, the overall CPI today would be nearly 3 percent higher had
we not made quality adjustments for the single index component of new cars. (The
CPI-U All Items rose 341.6 percent from December 1967 to December 1994, while
an All Items CPI-U without factoring out the new car quality adjustments would
have increased 351.1 percent.) -

The more general ﬁoint is that efforts are routinely made in every index compo-
nent to insure that changes in quality are not recorded as price changes. These ef-
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forts, range from the prosaic case of adjusting for the fact that a 1 ounce candy bar

is worth more than a 0.75 ounce candy bar to consideration of the more difficult

question of what is the value to the consumer of a new, non-invasive diagnostic

?:ﬁical test that replaces an earlier, more taxing and riskier test for the same con-
ition,

The emergence in the market of entirely new ,ﬁ‘oods or services presents perhaﬂs
the most difficult (Luality adjustment problem. These “new goods” are so radically
different from anything previously on the market that they have no obvious earlier
counterparts with which their costs can be directly compared. Electronic calculators,
video cassette recorders, and personal computers are often cited as examples of “new
goods.” Current CPI procedures lead to these new goods being included in the index
In a comparatively timely fashion, and the new procedures to be introduced as a

art of the ongoing CPI revision will allow them to be included even more quickly.

at remain to be developed, however, are methods that enable direct comparison
of a new good’s price with that of its closest antecedent.

Some have estimated that the overstatement in the CP! is as large as 1.5 percent-
age points per year. Estimates of this size require that there be a large quality-ad-
justment bias, arising as a consequence of substantial improvements in the quality
of the ‘goods and services consumers purchase that are not reflected in the construc-
tion of the index. Although many believe that the CPI is biased upward because
quality improvements are not fully accounted for, there is little direct evidence to
support this view. Indeed, some have suggested that quality adjustment problems
may lead to a downward, not an upward, bias in the CPI, at least during certain

riods. Adjusting for changes in the quality of goods and services remains one of
the most challenging tasks in constructing any price index. Solutions to the prob-
lem, it is widely agreed, are not obvious.

A promising strategy for improving the CPI's accounting for changes in the qual-
ity of goods and services would be to expand the collection of information on the
characteristics of items, which would allow BLS to estimate the value of particular
features and explicitly adjust items’ prices for changes in those features. This so-
called “hedonic” approach is currently used in several components of the index but
its extension to other areas would require additional resources,

Assessments of the total bias in the CPl as a cost-of-living proxy vary consider-
ably. Federal Reserve Board research staff have concluded that the CPI may over-
state the change in the cost of living by 0.4 to 1.6 percentage points per Jear,
though they also say that “these estimates are by necessity extremely roov.tl%h. An-
other review done recently by researchers at the Congressional Budget Office con-
cludes that the bias in the index is probably much smaller, in the range from 0.2
to 0.8 percentage point. Researchers at the Dallas Federal Reserve Bank conclude
that “a figure of less than 1 percent . . . strikes us as a plausible estimate of the
overall (upward) bias” in the CPI, but add “the true figure may be a lot larger or
a lot amaller; at present we simply do not know.”

In closing, Mr. Chairman, we are intensely aware of the sensitive nature of the
data we produce, and of the critical need for these data to be as accurate as possible,
As the revised methods we introduced in the most recent published CPI (released
three weeks ago) indicate, we are, within the limits of our resources, pursuing these
issues and introducing improvements as quickly as we can. In addition, now that
the comprehensive updating of the CPI, normally conducted at ten-year intervals,
has been funded, we are moving as expeditiously as possible to comF ete that major
undertaking, while, of course, adhering to our normal standards of care and thor-
ouﬁhness to assure that mistakes are not made. In the interim, Mr. Chairman, we
will continue to investigate the measurement issues that we and others have identi-
fied, and I can assure you that we will address them to-the full extent that it is

possible for us to do so.

PREPARED STATEMENT OF DR. MICHAEL J. BOSKIN

Chairman Packwood, Ranking Member Moynihan, and other distinguished mem-
bers of the Committee, I appreciate this opportunity to appear before you today to
discuss a serious flaw in one of our most fundamental economic statistics: the
Consumer Price Index. That flaw has dramatic consequences for public policy, espe-
cially the overindexing for the cost of living in the federal budget. When I was
Chairman of the Council of Economic Advisers, I helped develop a program to im-
prove the quality of federal economic statistics. The very top priority was improving
price measures, especially incorporating better measures of quality change.

It is imtportant to note that improving estimates of the true change in the cost
of living for indexing purposes would be desirable even if the federal budget was



§ 110

in surplus and/or the officislly measured inflation rate was zero. This is not just a
budget or inflation problem. It is fundamentally a problem of accurately implement-
ing the Congressional intent—whatever one’s views are concerning its desirability—
of insulating recipients of certain government benefit payments and income tax-
payers (at least via the brackets if not the definition of income) from cost of living
changes. Use of the CPI has unfortunately substantially overstated the true cost of
living and hence led to overindexation, especially when compounded over a span of
time. This has exacerbated the federal bugi?t deficit, both historically and prospec-
tively. Also, contrary to some impressions, the problem does not go away if inflation
is low. That is good for the long-run health of the economy, other things equal, and
FED policg to achieve it should be supported. But a measured CPl-inflation rate of
zero would be overstating the true change in the cost of living about as much the
current CPI inflation of about 3 percent overstates it.

INTRODUCTION

You asked that I address three questions: (1) Why is the Consumer Price Index
(CPI) overstated? (2) What is my aggregate estimate of this overstatement? (3) What
steps could be taken to rectify the overstatement of the CPI?

In sun.unagx. the CPI is overstated for both conceptual and practical reasons.
First, it is a fixed-weight index, and therefore fails to adjust to changes in behavior
by households in response to changes in relative prices. This is called the commodity
substitution bias. The textbook example is that when the relative price of beef com-
gared to chicken goes up, some households will consume more chicken and less beef.

ince the CPI uses the fixed weights from a base period, it will be overweighting
the higher priced beef and underweighting the lower priced chicken, and therefore
overstating the true measure of the change in the cost of living.

The CPI also fails to adjust adequately for quality change in existing goods and
in the introduction of new goods. It also suffers from a sample rotation bias, which
is a technical problem in the way the BLS integrates new outlets into the sample
used for the calculation of the CPI. It also suffers from a sales venue bias that un-
derstates the extent of substitution of discount stores relative to traditional retail
outlets, which over the last few decades has been substantial. Finally, there is a
technical error, now recognized by the BLS, due to the failure to treat the percent-
age changlea in price reductions and price increases symmetrically.

I will discuss each of these briefly in turn below, but some of the practical prob-
lems can be dealt with by changes in BLS procedures and others by adding a bias
adjustment factor—a Tﬁmctiee common in other aspects of government and private
economic statistics. The most difficult problem, however, 18 dealing with quality
change in the existing products and the introduction of new 'products. Quality im-
provements and new products have been a very large part of the gain in the true
standard of living in America and other industrialized countries, and our failure to
fully incorporate these improvements in price measures has led to an understate-
ment of economic growth and an overstatement of inflation (although not its short-
run fluctuation). )

As detailed below, my estimate of the overstatement induced by these fac-
tors ranges from about one to two percent uPer year., Correcting the
overindexation by one rcentaie point per annum would reduce the federal budget
deficit by about $70 billion in the year 2002, and by over $200 billion cumulatively
for the next seven years. That corresponds to about 20 percent of the spending re-
duction needed to balance the budget. It is roughly the size of the estimated “bal-
anced budget dividend.” If enough control on the growth of spending is actually im-
plemented, it is enough to finance a serious pro-growth tax cut even under the con-
ventional scoring system. .

There are several steps that could be taken to rectify the overstatement in the
CPI. Indeed, the BLS is trying to deal with some of them now, (and has made major
improvements) but progress will take some time. Some can be fixed quite easily.
Changes in procedures will take some time to implement, but should lead to some
reduction in some of the practical problems just mentioned. The blending of aca-
demic research and BLS work can be speeded up and integrated into a program to
make quality :gustments. If the g?nderous precedure of trying to do this for vir-
tually every product group and sub-product is adopted, this g on forever and
lag behind real world changes. Two or three major areas could be developed and
wg'i’mfyﬁ"taﬁui?pmﬁ e At 70 a1 and should get bipartisan

mply put, my view you could and should get a grou
of know ble professionals in a room and ¢ them with the talg
of oomh':g:p with the minimum amount by which they are vlrtuall{ cer-
tain (a nger condition than the reasonable doubt used by juries) that
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[ in the CPI overstate true ch s in the cost of living. That could
be used as the adjustment factor while additional studies are done and new proce-
dures implemented at the BLS. Those new studies and new procedures may not
fully adjust for all of the problems, but would at least partially reduce the overstate-
ment of the true cost of living by the CPI, with a concomitant improvement in the
quality of the cost of living adjustments in government benefit programs and the
indexation of tax brackets.

I should add that since the tax brackets were indexed in the early 1980’s, and
many government benefit programs in the mid-1970’s, the cumulative overestimate
of true increases in the cost of living by the CPI has been substantial. Hundreds
of billions of dollars of additional government outlays have been made, above and
beyond that necessary to compensate for the true cost of living increase.

e real issue moving forward is what to do. I believe the Congress should, hope-
fully in cooperation with the Administration, appoint such a group quickly and Exve
them the charge I just mentioned. This proposal is similar to the one made by -
eral Reserve Chairman Greenspan. As you recall, Chairman Greenspan suggested
the appointment of a national commission which would meet every year, and rec-
ommend an annual adjustment. That approach may have its advantages, but I be-
lieve the one I am making is perhaps slightly more practical. It could be imple-
mented quickly, and provide some certainty over what the adjustment would be for
the next several years while the BLS is working to improve its indices. While the
annual adjustment factor is unlikely to be constant from year to tj'leau' it is also not
likely to change much. That is, the average amount by which the CPI overstates
inflation is likely to be well in excess of the variation in the overstatement from
year to year, especially now that some of the most inaccurate features of the CPI,
such as the previous overstatement of housing costs, have been much imgroved.

To make this suggestion more concrete, if the group of experts concluded that the
minimum amount by which they were virtually certain the CPI overstated inflation
was, say, 0.5 percent per year, then my recommendation would be to replace index-
ation biy the CPI-U and PI-W, by the corresponding figures less 0.6 percent. This
probably still fails to fully adjust for the true overstatement, but it has the advan-
tage, practical and political, of getting the process going, making a conservative sen-
sible adjustment, and reducing to virtually zero the prospect that there would be
an embarrassment a few years later when additional studies become available.
Again, it is my own view that the expertise already exists, including, but certainly
not limited to, members of this panel and previous testifiers before this committee,
:g at_:tqomplish this task in short order, given the charge from the appropriate au-

orities.

WHY DO CHANGES IN THE CPI OVERSTATE TRUE CHANGES IN THE COST OF LIVING?

A price index that truly accurately reflected changes in the cost of living would
answer the following question: suppose a given basket of goods and services were
available in some base period, say 1970, to take a year before the indexing of social
security and tax brackets. Then we ask households (consumers) how much more in-
come will it take to be just as well off with the basket of goods and services
consumed at today’s prices as with the base year basket of goods and services and

rices. Note that two things have changed: comparing the current geriod with the

ase year, for example 1995 to 1970, prices have changed and the basket of goods
and services has changed. In my view, only a small part of the misstatement of the
CPI is due to technica groblems in getting price changes right from the base year
used, including the problem of appropriate weights due to the commodity substi-
tution effect. The much bigger problem is the quality change and new products in-
troduced over any span of time. Think of all the new products that have been devel-
oped in the last quarter century that are now in widespread use by American house-
holds: personal computers, cellular telephones, microwave ovens, videocassette re-
corders, fax machines. Add to these the remarkable advances in medical technology:
MRI machines, CT scanners, arthroscopic surgery, to name a few. -

In addition to either decreasing cost or increasing service, such as speed, reliabil-
ity, etc., new products also sometimes open up whole new possibilities in the
organization and allocation of economic activity, for example, the household’s
time. Microwave ovens, for example, greatly decrease the amount of time necessary
in food preparation, something especially important for two earner couples. Cellular
telephones expand the geographical dimension of communications, and open up new

ssibilities in the organization of trave! time, etc. Indeed, the flexibility and en-

anced ability to both work and to consume various leisure time activities have been
enhanced greatly by new products and quality change in old products—from home
lighting to telecommunications, These types of benefits (once we are all over the
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frustration of programming our VCRs!) are at best only remotely captured in the
Consumer Pneg Index. v v cap

ILLUSTRATION OF THE PROBLEMS IN THE CPI

Commodity substitution bias. The CPI is a fixed-weight price index. It measures
the changes in price for many products, then aggregates, or calculates a weighted
average, of these separate changes in prices using weights that apply to a given
base period (a year or span of years for which gfenditure data are developed) that
preeegoa the period under measurement. Typi , the CPI weights are based on
consumer expenditure surveys from five to ten or more years prior to the year in
question. For example, the current CPI uses weights developed from expenditure
surveys in 1982-84. At the end of this decade we will be using a new base period,
1993-95. As noted above, because households tend to substitute away from commod-
ities and services whose relative prices have increased, the general presumption
would be that the further away from the base year, the more likely it is that rel-
ative prices have changed expenditure patterns considerably, so that the base year
w%‘ghta are no longer appropriate. There have been numerous studies of this com-
modity substitution bias, and, as this Committee has heard before, the consensus
estimate of the overstatement of true inflation by the CPI due to this effect is about
0.2 percent per year. It should be noted that this bias is inherent in the fixed weight
index unless there is no substitution by consumers in response to relative price
cpﬁngea. I know of no reputable economist who would argue that case is at all plau-
sible.

SAMPLE ROTATION BIAS

When the sample of outlets and items has changed, the CPI is also likely to create
an upward bias. This results from the way price data are combined on detailed
items within major categories. Research by the BLS indicates that for those cat-
egories of goods and services in which the prices of items vary widely within
subcategories, the CPI likely overstates price increases significantly in the months
following a change in the outlets and items sample. Prior to 1978, the BLS sampled
various consumer goods and services, and outlets, specified in great detail, and did
not change either the outlets or the items except when there were major revisions
to the survey, usually about every ten years or so. In 1978,. the BLS changed its
procedures, and now rotates the sample within each category; about 20 percent of
the outlets surveyed are changed every year. While this innovation improves the se-
lection of items actually being purch by consumers, the procedure has inedvert-
ently imported an upward bias into the CPI. The BLS indicates that the CPI
overweights goods whose prices are relatively low when they are first introduced
and are therefore likely to increase more rapidly in the months following the rota-
tion. This systematic overweighting of these items that have temporarily higher
rates of price change appears to overstate the overall CPI by about 0.3 percentage
points. estimate is based on a study done comparing mid-1992 to mid-1993,
and the robustness of the findings needs to be evaluated. I suspect it is likely to
be upheld. The BLS has dealt with this issue for grocery stores and is exploring
ways to deal with it more generally.

ASYMMETRIC BIAS

The BLS, couragfously. admitted to a sophomoric mistake in the way it calculates
rcentage price changes. The BLS methodology results in the usual paradox of the
ifference in percentage changes from marking up versus discounting, which results
from changing the base (denominator) for calculating the percentage chanﬁ.olf the
ariee of a product, say a shirt, which was originally $50 goes on sale at $40, that
calculated as a 20 percent reduction (10 divided by 50 equals 20 percent). Now
the sale ends and the price back to its original level, $60. That’s calculated as
a 25 percent increase (10 divided by 40 equals 25 percent). Clearly, over the two
geri there has been no price change. The shirts started at $50 and ended at $50.
ut the methodology of the CPI results in an estimate of a +5 percent change in
rice (—20 percent plus 26 percent eguals +5 percent). Fortunately, as noted by
bert Gordon, it only takes a little understanding of logarithms to correct this mis-
take. The BLS itself has shown that this contributes a bias of an extremely large
two Bercent per year for some commodities, such as produce and female apparel.
The BLS estimate of the bias for the total CPI is about 0.3 to 0.4 per year, although
additional work needs to be done on other goods and services to capture this in more

detail. .
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SALES VENUE SUBSTITUTION BIAS

_Just as the CPI uses a narrow definition of products, so it also has narrow defini-
tions of where purchases_are made. In essence, each potential venue is assumed to
provide a separate set of services. Consumers have been moving rapidly to large dis-
count stores. To provide a hypothetical example, suppose a pound of apples cost 89
cents at a traditional small family grocery, but the new large superstore sells the
apples for 79 cents per pound. That results in a price decline of 11 percent, but it
is ignored in the consumer price index, or alternatively, treated as a reduction in
quality. This venue substitution bias is sizable as it applies to nondurable purchases
such as food. Over time, this change in the form of retailing is very important. It
is likely that such venue substitution bias applies to a la?e fraction—perhaps half
or two-thirds—of all consumer 8urchases, and therefore is likely to contribute a sub-
stantial amount to the overall CPI upward bias.

The form of retailing chagges rapidly. What once was purchased in department
storee- is now often purchased in srecialty stores in malls and elsewhere—jeans at
The Gap rather than at traditional department stores, etc. In addition to the price
saving, consumer convenience was also enhanced as larger inventories reduced the
roba 11113' of not finding your proper size, etc. Indeed, traditional department stores
ave had to adapt by making themselves into agglomerations of specialty
suboutlets. And now we have electronic commerce—home shopping via cable tele-
vision and fl;:Pomg, and even via personal computer on a wide range of commodities
including financial services—we are just at the beginning of this l;)obentially im-
mense trend. The sales venue bias adds perhaps 0.5 percent to the CPI.

QUALITY CHANGE

- There are numerous dimensions of quality change. It is my view that the dif-
ficulty of accounting for quality change 1s the single most important source of over-
statement of changes in the cost of living by the Consumer Price Index. There are
several reasons, both conceptual and practical, why this occurs. First, for CPI pur-
poses, commodities are defined quite narrowly. New products that replace old prod-
ucts and provide more and better servicés are treated as separate products. A prac-
tical example familiar to most households is the increased availability of home video
rentals providing, a close substitute for oini out to a movie theater. But the de-
crease in price for viewing movies caused by the substitution of at-home movies ver-
sus theater movies is missed b?r the CPI, which closely follows the change in the
price of theater tickets. The CPI misses the replacement of some products by supe-
riur products over a span of time. A good example is word processing: many of us
now use personal computers with word processing software, which are a vast im-
provement, (especially for those of us that go through numerous drafts) over electric
typewriters, which in turn were a major improvement over manual typewriters.

ust as commodities are narrowly defined, so is quality. Gradual improvements
in model design to increase reliability and decrease the need for repairs and down
time are one important example: compare today’s televisions with those several dec-
ades ago. Remember the home TV repairman who came around with a truck full
of tubes? The digital revolution is %:eatly enhancing the quality of everything from
audio sound with compact discs at home replacing records and tapes to the quality
of wireless communicationa.

A variety of other trends have improved quality in other dimensions: energy effi-
ciency, speed, aocurag, down time, bulk, weight, etc. Indeed, the tremendous ad-
vances in electronics that have allowed the physical downsizing and miniaturization
of 80 many products has freed up space for other uses and greatly expanded geo-
graphic mobility. ) ) _

erhaps the most important aspect of qualitﬁ change is the failure to adjust ade-
quately for new products. It is well-known that most new products are initially
made in relatively small volumes and sold at relatively high prices; only later do
firms achieve economies of scale and scope, reduce price, and achieve ter mar-
ket penetration. In short, the price of a product often starts high and declines rap-
idly. A simple example is the early cellular telephones, which sold for hundreds of
dollars. Now you can get a much better cellular telephone, with more features,

ater reliability, and better audio quality, for $79.95 or less. The cellular service
or which the phone is designed has improved markedly as well, as wireless compa-
nies invest billions in the technology of more and better cell sites and new digital
technology, leading to fewer dropped calls and better audio quality. The Consumer
Price Index tends to pick up new products well into their life cycle (and some say
would track obsolete products too long). VCRs, personal computers, and microwave
ovens are relatively common in homes today, but were introduced into the CPI
many years after they were first sold in the marketplace. Thus, the CPI misses
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glélch of the price decline that typically happens in the early phases of the product
o

There are numerous estimates of the bias due to quality chunge. In an important
study, R.J. Gordon estimated that the quality change bias in the CPI was enormous
for some groducts: he estimated 6 percent per year for radios and TVs over almost
four decades, for example. His overall estimate for durable goods was an upward
bias of about 1.5 percent per year over the post-war period, ignoring any potential
bias at all for those consumer durables that he did not study.‘?t) i liiely that there
is upward bias—perhaga not as dramatic as Gordon estimates—in other consumer
durables, and nondurables, as well. This sort of quality change bias adds at least
0.5 percent per year to the CPI. -

e BLS does develop various measures of quality change—the discussion here
focusedwon additional issues and the bias due to the lag time in incorporating such
estimates.

But above and beyond these technical aspects of quality change, there is a far
more important manifestation of quality change that leads to an understatement of
the true bias. This occurs for the reasons mentioned at the beginning of my testi-
mony. New products open up new opportunities, and thereby enable standards of
ligpg to rise in a manner not easily measurable by price changes for specific prod-
ucts.

These innovations have made many more options possible for consumers and
workers in the organization and allocation of their time and activities over the typi-
cal day and week, and seasons of the years, and including medical advances, over
their (much extended) lifetime; they have dramatically changed the opportunities
available to consumers at different sites. We can do many things now in places and
at times where we could not do them before,

Consumers can send and receive advanced telecommunications from commercial

lane ﬂifhta and in their automobiles. Many of us can travel, plug our laptop into
a phonejack, and receive our electronic mail. The development of, improvements in,
and decreased cost of electric light has made it possible for consumers to work, enjoy
enhanced leisure activities, and receive information and communications much more
easily and effectively at night. .

We are all enormously better off because of the tremendous opportunities open to
us from an incredible series of inventions, and improvements in those inventions,
in transportation, communications, etec.

Cable television and modern electric lighting enable Americans to view nighttime
Senate proceedings live, and unedited by the network news. Speaking as a consumer
with a strong belief in a free oren democracy, I view that as an improvement in
the quality of my life (although suspect it places new types of demands on elected
officials and their families which are not always entirely welcome).

A SEPARATE PRICE INDEX FOR THE ELDERLY?

The CPI-U and CPI-W are based on market baskets of goods and services
consumed on average by all urban consumers and urban wage earners and clerical
workers, respective 8(37 and 32 percent of all workers. Population subgroups—such
as the elderly—may on average consume a different enough market basket that if
the goods they consume in %reater proportion experience significantly different price
changes than the average, then the overall CPI might be a poor measure of the true
change in their cost of living. Michael Hurd and I examined this question in the
mid-1980’s for the much higher inflation period of the 1970’s-early 1980's. Our con-
clusion was that the differences were minuscule, even when the elderly were sub-
divided into five year age cohorts. Some items they consume disproportionately had

. exﬁrienced more rapid, some less ralpid, Jarioe increases than the average.

ore recently, the BLS has developed an experimental index for those over 62
years of ge use the elderly spend a larger share of their income on out-of-
pocket medical expenses, the measured price of which increased more rapidly than
overall inflation in the study period Dec. 1982-Dec. 1993, the CPI-U understated
the elderly CPI by 0.3 percent per year. However, the researchers note that health
care inflation itself was probably overstated in the official estimates (unincorporated
ﬁuahg improvements being one cause), thereby offsetting some or all of this effect.
ealth care inflation has slowed considerably relative to overall inflation more re-
cently. In any event, the “experts panel” could account for this effect in estimating

the minimum overstatement of the true cost of living by the CPI.

CONCLUSION

My conclusion is simple. The tgower of compounding over a long span of time of
even a small overstatement of the consumer price index will greatly distort every-
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thing that depends on inflation adjustment. The subject of immediate concern to
_this committee is obviously outlays and receipts in the federal budget due to the
indexation of tax brackets and the indexation of large federal government transfer
Brograms such as social securig S8I, veterans’ benefits, and government pensions.

ut the overstatement of the CPI also leads to other important distortions in the
understanding of how our economy and standard of living is evolving. It causes us
to understate growth in real incomes and real wages, for example.

The direct technical adjustments I, and for that matter, numerous others who
have testified before this Committee, have identified as a rough approximation are
additive. Summing up the 0.2 gercent for the commodity substitution bias, 0.5 for
the venue substitution bias, and the 0.3 percent for the logarithmic calculation bias
adds ué) to 1.0 percent per year. The narrow technical issues in ‘ﬂualit change prob-
ably add at least 0.6 percent per year. This leaves what I would cal{ the “straight
forward adjustment” total of 1.6 percent per year. In the unlikely event that aca-
demic and government research into these issues somehow down the road proves
8072“0 beetn mistakenly high by a factor of two, the overstatement would still be

.75 percent.

And such an adjustment, while extremely conservative in my opinion, still would
not even begin to try to account for the conceptually most difficult, and doubtless
most important, source of the overstatement: the failure to adequately account for
the opening up of new opportunities created by fundamental innovations from the
automobile to jet airplanes to personal computers that fundarmentally alter the
structure of our lives, raise living standards and decrease the true cost of living.

PREPARED STATEMENT OF SENATOR ALFONSE D’AMATO

Mr. Chairman, I am pleased to participate in this third hearing on the accuracy
of the Consumer Price Index (CPI) as a measure of inflation.

As the most widely used measure of inflation, it is imperative that the CPI be
accurate. This is especially true since a number of Federal programs, such as Social
Security benefits and the personal income tax rate schedules, are tied to increases
in the CPI. In fact, the net fiscal effect of each one point rise is approximately $6
billion é)er year,

Mr. Chairman, I welcome our distinguished panel of witnesses today and look for-
ward to their testimony.

PREPARED STATEMENT OF W. ERWIN DIEWERT

I have been asked to present testimony on the following 3 questions:
1. Why is the Consumer Price Index (CPI) overstated?
2. What is your egate estimate of this overstatement?
3. What steps could be taken to rectify the overstatement in the CPI?

Answer to Question 1:

I will interpret question 1 to mean: what are possible reasons to believe that the

S consumer price index may be overstating the degree of price inflation that US
consumers have faced in recent years?

Before answerin% this question, it should be noted that the words “overstatement”
or “bias” in the CPI implies that we have a concept of what the “true” or “unbiased”
consumer ?rioe index is. My concept of the “true” index is what the economist Rob-
ert Pollak ! has called the “social cost of living index.” The difference between this
concept of the index and the Bureau of Labor Statistics’ concept of the CPI can be
explained briefly as follows. In the BLS cono%gt. a representative fixed basket of
goods and services is priced out every month. The official CPI is proportional to the
monthly total cost of this fixed basket of goods and services. This concept does not
allow for the possibility that consumers will change their baskets in response to
changes in relative prices; that is, normally consumers will purchase smaller quan-
tities of goods whose prices have risen rapidly and they will purchase relatively
greater quantities of goods whose prices have risen more slowly or have fallen. The
social cost of living index allows for this consumer substitution of cheaper goods for
more expensive goods while the current BLS CPI does not. )

With the above proviso in mind, I believe that there are 5 possible sources of over-
statement or upward bias in the US CPL:

(i) substitution bias;

18ee Robert A. Pollak [1981).
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(ii) elementary index bias;

(iii) outlet substitution bias;

(iv) quality ad{uatment bias or linking bias and

(v) new 8 bias.

A brief e_scrigpion of each of the sources of bias follows.

Substitution bias is the difference between a social cost of living index which al-
lows the basket to change as prices change and the existing fixed basket CPI. How-
ever, numerical estimates of the magnitude of this substitution bias have been made
at relatvag_ly high levels of aggregation.? All fixed basket CPI's suffer from this
source of bias.

Elementary index bias arises from the use of an inappropriate method for aggre-
gating tﬁnce quotations at the very lowest level of aggregation. By inappropriate, I
mean that there are method. of a ation that have an upward bias built into
them. Unfortunately, Reinsdorf and Moulton [1994] and Armknecht, Moulton and
Smag'it [1994] have demonstrated that the US CPI suffers from this source of up-
w as.

Outlet substitution bias is the bias which occurs when consumers shift their ogur-
chases from high cost outlets to lower cost outlets for the same commuodity.
Reinsdorf [1993] found evidence that this source of bias has become important in
tlhgea}’fs during the 1980’s and 1990’s although it did not appear to be important in

8.

Quality adjustment bias or linking bias is the bias which can occur when a variety
or model of a good is replaced ij a new variety. Sup that a new model appears
which is more efficient in some dimension than an existing model. After two or more
periods, the Statistical Agency places a price ratio for the new good into the relevant
elementary price index, but the absolute decline in price going from the old to new
variety is never reflected in the relevant elemen rice index. This source of bias
was recognized by Griliches [1979; 97]) and Gordon (1981; 130-133]) {1990) [1993].

Our final source of bias is new goods bias. the past three decades, the
number of commodities that consumers can purchase has increased enormously: su-
permarkets have steadily increased the number of products that they offer each
Lear; large specialty warehouse stores have sprung up that offer tremendous num-

ra of related commodities for sale; video rental markets have sprung up; cable-
vision offers increased channels; etc. However, traditional index number thenry
makes no allowance for this large expansion in consumers’ choice seta.3

Of all the sources of bias listed above, I believe that the biases associated with
the introduction of new goods are the most significant. In the past 16 years, we have
seen a proliferation of new goods and services. Traditional economics, rooted in mod-
els which have only a fixed number of commodities, has, by and large, missed the
significance of this phenomenon of an increasing dimension for the commodity
space. Thus cit“roduct.ivit;y improvements are no longer taking lPlaee on}y by produc-
tion units achieving economies of scale, but also by the application of science and
technology through the creation of new products and new processes. It seems likely
that Statistical Agencies have simply missed the improvements in our standard of
living that are due to the in number of commodities that consumers now
have in their choice sets.

Answer to Question 2:

The work of Manser and McDonald (1988], Balk [1990; 82] and Aizcorbe and Jack-
man (1993) sugﬁeesta that substitution bias adds about .2% per year to the US CPI.

The work of Reinsdorf and Moulton (1994] and Armknecht, Moulton and Stewart
[1994) suggests that elementary index bias added approximately .5% per year to the
U.S. consumer price index for the years 1987-1994.

With respect to cutlet substitution bias, the estimates of Reinsdorf [1993) and
Saglio [1994] sugges! that this bias might add something like .25% to .4% per year
to a typical CPI in recent years.

With respect to the last two sources of bias, it is not poesible to estimate their
aggrege*» impact with any degree of precision at this stage. I believe that a conserv-

2The most d.lnu:snted estimates are due to Manser and McDonald {1888) who used 101
categories of goods services and Aizcorbe and Jackman [(1998) who used 207 categories of
and services for 44 US regions or 9108 commodities.
3@riliches [1979; 87), Gordon [1981; 180) and Diewert [1987; 779) [1998; 59-68], suggested
that this bias could be substantially reduced (but not eliminated) by simply introducing new
goods into the pricing basket in a tf!nely fashion. Triplett [1993; 200] termed the subset of the
new bias caused by delays in introducing new products into the index the new introduc-
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ative range of estimates for the linking bias and the new goods bias in the US CPI
in recent years is .36% to .6% per year upward bias.¢

It is likely that the above sources of bias are approximately additive. Thus adding
up the above sources of bias, I believe that the US CPI overstates inflation by ap-
proximately 1.3% to 1.7% per year in recent years.

I would like to note one qualification to the above sources of bias. If the US CPI
were to be adjusted downward due to an adequate treatment of the new goods bias,
the resulting index would probably not be appropriate for adjusting transfer pay-
ments to the poor. The problem is that an increasing selection of commodities may
not be relevant to the poor who are forced to spend the bulk of their income on a
few essentials. Thus it may be necessary to have a separate CPI for low income con-
sumers.

Answer to Question 3:

The overstatement in the CPI due to elementary index bias can be corrected fairly
easily. The BLS would have to rework its computer programs (and its sampling
methodology to a certain extent), but this could be done within a year.

The overstatement due to substitution bias could be corrected by dropping the cur-
rent BLS fixed basket methodology and replacing it by either (i) ugdating the bas-
kets much more frequently or (ii) using an index number formula that is consistent
with consumer substitution. Unfortunately, the second alternative would involve up-
dating the baskets on an annual basis and it would be necessary to increase the
BLS budget considerably to accomplish this.

The overstatement due to outlet substitution bias could also be corrected but again
it would be necessary for the BLS to rework its procedures.

To eliminate the overstatement due to linking bias and new goods bias would re-
quire a radical reworking of current BLS p ures. I believe that it would be nec-
essary to have the BLS either buy scanner data from private companies that gen-
erate electronic point of scale data or to have the BLS compete with private compa-
nies in this area.

The bottom line on eliminating the above sources of bias is, that with the excep-
tion of elementary index bias, it cannot be done quickly or without a considerable
expenditure of resources.

inally, I would like to suggest that the current US Statistical System seems
rather inefficient to an outsider from Canada, where virtually all national statistical
functions are performed by a single agency, Statistics Canada. It seems to me that
considerable resources could be freed up to attack the above measurement problems
(and others) simply by combining many of the present independent US Statistical
Agencies: Statistics USA has a nice ring to it.
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PREPARED STATEMENT OF ELLEN R. DULBERGER

Thank you for inviting my comments on the Consumer Price Index. Although I
am employed by IBM, I aé)pear today in a J)ersonal capacity as a professional econo-
mist. The views and conclusions contained in this testimony are mine and are not
presented or intended as IBM's.

Specifically, you have asked for reasons that the CPI may be overstated, an
gtate estimate of the amount of the overstatement, and what can be done to rectify
it.

The mai%points I will make are as follows:

1. Upward bias in the CPI may be greater than others have stated and bias in
its rate of change is likely to be growing. The primary reason is that technological
change affects quality and the introduction of new products, the way they reach us
and the way we live. The effects of technological change have not been adequately
taken into account. .

2. Problems for which there are known fixes should be addressed promptly. Addi-
tional funding should not be a major inhibitor. Legislation may be required to allow
BLS to share information with other statistical agencies. L .

3. Problems which require research should be pursued with innovative ap-
proaches. These include cooperative efforts of the BLS and the business community,
chiim rese:tx;ch programs between BLS and academia, and engaging the help of out-
side experts.

4. There is a problem with using a general measure of inflation such as the CPI
to represent price changes of a particular program. If a panel of experts is convened,
it should be charged with answering the followingb?uestlons:

—im.ow can inform‘?tion that is currently available be used best to escalate a par-

icular program .
~—what can be done to devise measures that improve our ability to appropriately
escalate the program in the future?

SOURCES AND MAGNITUDE OF BIAS

Innovation and technological change present many types of price measurement
Problems, and often at the same time. These include but may not “ limited to the
ollowing:

—simple substitution bias

—outlet substitution bias

—geographic substitution bias
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uality change
assification substitution bias

SIMPLE SUBSTITUTION BIAS

Simple substitution bias, as it has been described, refers to the failure to capture
changes in the composition of purchases that result from changes in relative prices
(and other factors). As has been stated by others, removing this source of bias re-
quires updated weights used in calculating the average price change.!

WHAT CAN BE DONE?

Updating the w%ights requires data on quantities or expenditures as well as
prices in each period. Such data are not currently available on a timely basis. To
collect it would require additional funding, changes to existing programs (which
might require legislation to effect), and sharing of information with other statistical
agencies. A good remedy that does not require additional funding is to integrate con-
sumption statistics across agencies and use data from existing programs to update
the weights with a reasonably short lag.2 -

OUTLET AND GEOGRAPHIC SUBSTITUTION BIAS

Qutlet substitution presents a bigger challenge. While fixes for “simple” outlet
substitution have been offered, these fixes would not c%gture outlets outside the
present local geographic limits determined b{ BLS CPl methodology. In other
words, the CPI methodology is geographically based and has not been changed to
accommodate the effects of new ways of doing business.

Mail order purchases provide a good example. Mail order companies may be lo-
cated anywhere in the U.S,, or even beyond our borders. The geoFraphic location of
the outlet is not what determines whether consumers can or will buy its products.
The products sold by mail order are available to all of us wherever we live, and can
be delivered the next day if we wish. The benefit of this innovative distribution
channel is confirmed by the rapid rate of growth in its sales over the past fifteen
years. Yet, the CPI doesn't capture mail order prices. )

The upward bias related to the geographic based methodology which I call “geo-

phic subatitution bias” goes far beyond mail order purchases. For example, the
ome shopping channel on cable television provides another alternative to ordinary
shopping. Advances in technology make it possible for business to be conducted in
new ways. Indeed, information technology, especially as computing and communica-
tions converge, enables businesses of all sizes to extend their marketing reach and
lower the costs of getting the right products to the riﬁht places at the right times.
Right now, we are at the cusp of a new paradigm in shopping: electronic commerce.
As a greater number of transactions take place through on-line services such as
Prodigy, America-on-line and Compuserv, and as Internet access to buyers and sell-
ers continues to grow exponentially, the bias in the CPI grows too.

WHAT CAN BE DONE?

Outlet substitution bias that can be addressed using existing data should be ad-
dressed promptly and at low cost.3 Methodology research is required to determine
what to do about the reduced importance of geographic location and how to measure
prices and capture substitution to shopping environments like electronic malls.

OTHER TYPES OF SUBSTITUTION BIAS

Another type of measurement problem arises with the use of discount devices
such as coupons. For example, when coupons influence buying decisions, it means
that consumers are benefiting from lower prices even if it means switching to other
brands and sizes, or shopping at different stores. . . .

It is the view of some that coupon usage increases during recessions. According
to the National Restaurant Association, the value of coupons redeemed as a percent-
age of total receipts is significant and increases during recession periods. They have
expressed concern:to BLS that failure to account for coupon usage results in an up-
ward bias in the CPI especially during recessions. . L.

Some would dismiss the significance of coupon usage, g that clipping cou-

-pons confers a cost on the consumer that offsets some of the benefits. However, if

18e0e Manser and McDonald, 1888. .
3Triplett, 1993, uses consumption data as an example and provides a detailed explanation of
ﬂ)g:'::lm l?lgoiwgoixaation" problem and the potential to be gained from multi agency efforts.
orf, .
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the benefits didn't exceed the cost, consumers wouldn't bother. Moreover, many su-
permarkets are now offering their customers “clipless” coupons, wliereby a swipe of
an electronically coded identification card deducts the value of in-store coupons lé?om
the point-of-sale total,
er examples of discount devices include special deals such as “buy a pizza, get

a free soda,” buyers’ clubs with membership fees, and frequent flyer programs. ﬁll
of these enable consumers to effect lower prices for their purchases. A key part of
the measurement problem is that these transactions are not us a simple quan-
tity of one. As these discount devices become more widely used, the narrow units
of observation used to capture prices for the CPI are likely to become less represent-
ative of the transactions that comprise consumer expenditures,

How important are these discount devices? We don’t really know. As a consumer,
I use clipless coupons every time I go to the supermarket. But for family members
and friends whose means are limited and/or have low opportunity cost of their time,
oourons and various other discount devices are a way of life. And, as it becomes
easier to obtain the benefits, usage is likely to increase. These phenomena are wide-
spread and therefore important, yet they are not captured in the CPI.

WHAT CAN BE DONE?

Methodological and empirical research is required to determine how to deal with
discount devices most specifically when they have the effect of changing the rep-
resentative transaction. The business community would be a valuable source of
knowledge and data pertaining to the phenomenon. Its help should be sought.

QUALITY CHANGE

Quality change and the introduction of new goods present the most difficult prob-
lems for measurement. While it is true that research focus has been given to those
areas where we expect to find the biggest measurement errors, nonetheless, the re-
sults are staggering. There are four kinds of measurement problems associated with
quality change:

—timeliness of introduction of new products

~—direct quality comparisons of new products with existing ones

—quality comparisons of new products with other products against which they

com

te
—captpu?'ing substitution effects of new products as they displace others within
and across their lowest classification grouping.

INTRODUCTION DELAY

Little work has been done on the effects of timeliness of new product introduction.
In my work on selected electronic components, specifically computer memory chips
(DRAMs), introduction delay had a sizable impact on the price index.4 For the pe-
riod 1982-1988, using a Laspeyres formula, an introduction delay of one year had
the effect of overstating the price change by 1.8 percentage points per year. A three
year delay produced an overstatement of 7.6 percentage points per year. .

While the impact of introduction delay may not be as t for all products, it may
well be for consumer electronics gr;ducta. Indeed, it is likely that failure to include
xgie;: products into the CPI in a timely way is contributing significantly to upward

WHAT CAN BE DONE?

BLS has responded to criticism on introduction delay by focusing on selected high
technology products and shortening the cycle for updating the sample. While this
is an improvement, what is needed is a way to identify new products and introduce
them into the CPT early in their lives. Alternative approaches, such as active in-
volvement of the business community should be pursued.

QUALITY COMPARISONS AND CLASSIFICATION SUBSTITUTION BIAS

More work has been done on direct %uality comparisons, and the effects here are
huge. For example, in my work developing price indexes for computer proc-
essors, making direct quality comparisons had the effect of more than doubling the
rate of decline in the price index, 8.5 to 17.8 percent per year over the 12 year
period ending in 1984.% In other words, the growth rate in the price index was over-

4See Dulberger, 1983. 111 A five delay added 26.7 percen ints per year, turning
what should h?::boen a decline of 27.5 pemgugv points pel;eyear?g: soecline?f only 1.8!
88ee Dulberger, 1989.
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stated by 9.3 percentage points per year when direct comparisons of quality were

not made. Quality comparisons of new products with products in other groupings

against which they compete present the most formidable challenge and greatest

need for inventive approaches. Some examples have been cited but not recogni

gg oq'ntnbutmg to this other form of bias, which I call “classification substitution
ias.

One example is the introduction of a new drug that substitutes for a surgical pro-
cedure. Even if the new drug were to enter the price index in the period it is intro-
duced, the current procedure would capture it in a way that compares it with other
drugs in a narrowly defined group and assumes that price differences within that
group of drugs are equal to quality differences. The new d would not be com-
pared with the surgical procedure because it is in a different “cell.”

_There are many examples of innovation and technological change which result in
displacement of products in other and sometimes distant classification groupinis.
These include e-mail and faxes as they cubstitute for regular mail delivered by t.
U.S. Postal Service; video conferencing «3 it substitutes for travel; and first run
movies that are viewed on cable TV rather than in theaters.

If products were grouped differently, such as on the basis of an outcome, the new
drug and the surgical procedure it replaces could be in the same “cell.” This would
facilitate and encourage the pursuit of meaningful quality comparisons, price meas-
urement and substitution eftects. It is surprising that althoug classification is an
itx;xportant part of price index methodology, it has received little or no research at-

ntion.

WHAT CAN BE DONE?

Statistical techniques such as hedonics are required to make meaningful compari-
sons of the quality of new products with the ones they compete againat. Since the
knowledge required is likely to be outside the scope of most economic researchers’
experience, it is imperative to seek advice from experts in the business community
who are introducing these new products and understand what drives demand for
them. Such efforts might be modeled after the joint research by IBM and BEA in
deve}gpaing price indexes for computing equipment used in the National Income Ac-
counta.

Dealing with classification substitution will require methodological research as
well. Some useful insights could be gleaned if such research were conducted using
existing data. BLS should expand the availability of microdata for research pro-
grams within and outside the agency. Academic access to microdata could be mod-
eled after a pilot program now underway at the Bureau of the Census.” BLS should
reprioritize its research agenda and/or work cooperatively with academia and re-
searchers in other agencies. On an onFoing basis, priorities could be set with the
help of an advisory group comprised of outside researchers in academia and other
government agencies.

WHAT CAN BE DONE TO PROPERLY ESCALATE FEDERAL PROGRAMS?

There is a problem with using a general measure of inflation such as the CPI to
represent price changes of a particular program. This problem is vexing, but it is
neither new nor isolated to federal programs. Businesses face the same problem
when theyv use the CPI or the PPI to escalate long-term contracts. Very often, these
indexes are poorly designed for the purpose at hand, yet they are used because they
are readily available and widely known. For exam fe, long-term contracts may pro-
vide for technological change such as those which provide for “information tech-
nology refresh,” that is, more powerful computers to replace the ones in current use
as the new ones become available. This is a case where the two parties are contract-
ing specifically to change quality—not hold it constant.

alogously for federal programs, sometimes we may want to allow for changes
in real income and not hold it constant. An example might be the availability of a
new vaccination like the one my children just received against hepatitis. Another
example would be improvements in living conditions brought about by building
codes. Not too long ago, many apartments in New York City did not have bath-

¢The study at IBM developed hedonic equations for four types of computing equipment; large
computerprocessors, auxiliary storage devices, printers, and displays. The quality-a justed price
index cetimated from these equations were by the BEA in the 1886 revision of the National
Ins""’IﬁeCe unuB' is piloti called th 18 Empl Program” in

e Census Bureau is piloting & program e" ial Sworn Employees m"

n?ional data centers. The program provides a way for academic researchers to conduct research
using the Census Bureau’s confidential information in a way that protects the confidentiality.
The program is described in McGuckin and Reznek, 1993.
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rooms. Bathtubs did not have running water and were located in the kitchen. One
toilet located in the hall served many apartments. Such living conditions aro no
longer legal and we wouldn't want them to be. We want our citizens to experience
improvements such as better sanitary conditions.

er considerations for indexing federal rrons include taking account of de-
mographic and regional differences in the level and composition of consumer ex-
penditures. These, too, require investigation and subsequent implementation that is
meani and apolitical.

For these reasons, I believe that a panel or commission of independent experts
is needed to guide the develggment of indexes to appropriately escalat.e federal pro-
grams. This group would be charged with answering two qucstions:

—how can information that is currently available be used to escalate a particular

program

—what can be done to devise measures that improve our ability to appropriately
escalate the program in the future?

This group of experts would have the responsibility of understanding the policy

uestion an inmt'preting it to direct informative and useful research, and directing

e construction of meaningful price indexes.

SUMMARY

Some sources of upward bias in the CPI are well known and a few are easily ad-
dressed. However, there are broad measurement problems that arise with innova-
tion and technological change. These are not adequately accounted for and resuit
in upward bias that is large and growing.

Rectifying the problems requires new pgroaches including multidisciplinary,
multi- organizational teams, reassessment and realignment of priorities of BLS’ tal-
ented research staff, and an aggressive schedule for research and subsequent imple-
mentation of results.

In addition, a group of experts is needed to oversee the construction of indexes
suited to escalating specific federal £rograms and to guide the research program in
creating improved measures in the future.

References

Cartwright, David W., 1986. “Improved Deflation of Purchases of Computers,” Sur-
vey of Current Business 66(3):7-9.

Cole %osanne. . C. Chen, Joan A. Barquin-Stolleman, Ellen Dulberger, Nurhan
i'!elvacian. and James ﬁw 1986. “Quality-adjusted Price Indexes for Com-
puterwl’roeeuol) oat .513 and Sel l‘eripher Equipment,” Survey of Current Busi-
ness, : .

Dulberger, Ellen R., 1989. “The Application of an Hedonic Model to a Qualit: ad-
justed Price Index for Computer Processors.” In Technology and Capital i:r.na-
tion, ed. Dale W. Jorgenson and Ralph Landau. Cambridge, Mass.: MIT i'ress.

Dulberger, Ellen R., 1993. “Sources of Price Decline in Computer Processors: Se-
lected Electronic Components.” In Price Measurements and Their Uses, ed. Mur-
ray F. Foss, Marilyn E. Manser and Allan H. Young. Chicago, Ill: The Univer-
sity of Chicago Press. e .

Mansger, Marilyn E. and R. J. McDonald, 1988. “An Analysis of Substitution Bias
in Measuring Inflation, 1959-85,” Econometrica, 56:809-930. .

McGuckin, Robert H. and Arnold P. Reznek, 1993. “Research with Economic
Microdata: The Census Bureau’s Center for Economic Studies,” Business Eco-
nomics, 28(3):52-68. o

Reinsdorf, Marshall, 1993. *The Effect of Outlet Price Differentials in the U. S.
Consumer Price Index,” In Price Measurements and Their Uses, ed. Murray F.
(l;ﬁs. Marilyn E. Manser and Allan H. Young. Chicago, Ill: The University of

'I‘riplettmn:’ack E., 1990. “Reviv the Federal Statistical System: A View From
Within,” American Economic Review, 80(2):341-344.

PREPARED STATEMENT OF ROBERT J. GORDON

The Consumer Price Index (CPI), along with the unemployment rate, is one of the
two most essential economic statistics prodwmdm?( the Federal government. The
rate of increase in the CPI measures the rate of inflation, the central target of mon-
etary policy. Components of the CPI for particular %roducu allow the Commerce De-
partment to translate data on dollar spending by consumers into consum tion
spending in constant dollars, and this comprises fully two-thirds of real GDP. In
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turn, real consumption apendingpper capita measures how rapidly our standard of

!’xvg‘g lgy increasing, and real GDP per hour is our basic measure of the nation’s pro-
uctivity.

. _If changes in the CPI overstate inflation, then growth in real consumption, real
GDP, our standard of living, and the nation’s productivity are all understated. In-
stead of atagnaﬁns over the past two decades, real wages have been growing. Clear-

ly, convincing evidence of systematic overstatement of inflation by the CPI would

have revolutionary consequences for virtually every basic measure of the economy’s
well-being.

We are here today, of course, because Chairman Greenspan has drawn attention
to the budgetary impi'cgticns of CPI measurement error. If the rate of inflation used
to escalate social security benefits, tax brackets, exemptions, and the standard de-
duction were to be reduced by 1.0 lSercent below the forecast growth in the official
CP], the Federal budget deficit would be reduced over the next decade by hundreds
of billions of dollars. Chairman Greenspan’s own decisions at the Fed would be al-
tered as well by convincing evidence of an upward bias in the CPI. The urgency of
raising interest rates to fight inflation is clearly diminished if instead of running
along at 3 percent, the actual inflation ate is 2.0 or even 1.5 percent.

BACKGROUND - -

The enormous imglicationa for the budget and for monetary policy have suddenly
focussed the spotlight of media and political attention on the possibility of measure-
ment errors in the CPI. But in the academic community this 18 a very old topic, not
a new topic at all. The famous 1961 Stigler report brought together some of the na-
tion’s most prominent economists to stu y numerous a?ecta of government price in-
dexes. Many flaws were found and described in great detail, partly but not entirely
overlapping the four main flaws discussed here. But I was surprised, in rereading
the Stigler report, that it did not contain any conclusion regarding systematic bias
in the CPI. Indeed, as recently as ter years ago, there was an active debate regard-
ing the direction of the bias. It was argued that the bias could be up, could be down,
and that there was no conclusive evidence either way. :
What turned the ..de? Why is there now a widespread consensus that the CPl
overstates the rate of inflation? Appropriately, the new evidence emerged both from
the academic community and from within the BLS itself. My 1980 book, The Meas-
urement of Durable Goods Prices, provided compelling evidence of upward bias that
was larger than previously suspected in both the CPI and in the Producer Price
Index. Two new types of bias discussed later were identified and quantified by tal-
ented economists at the BLS. Replacing the old adversarial battle of academic of-
fense and BLS defense, the last decade has witnessed a new era of cooperation in
. We all want to find out the answers, we all recognize that there problems
with the CP], and everyone wants to fix it.

THE FOUR PROBLEMS

There are many problems with the CPI that were discussed in the Stigler report
and are statistical and methodological; these have no necessary implications for sys-
tematic bias and will be ignored here. My remarks today are limited to four prob-
lems that all uniformly point to upward bias in the CPl. The first two are old sto-
ries, and the second two are newer. Putting them all together leaves no doubt,
there's a huge problem.

1. Traditional Substitution Bias. The CPI is what is known as a “Laspeyres”
price index. That is, it measures price changes for many different products and then
aggreygates these thousands of separate measures of price change using weights that
a?ply to a base year (or &ears) that is prior to the period being measured. Over much
of the postwar period, these weights in the CPI have been based on consumer ex-
penditures front five to fifteen years prior to the year of price measurement. In the
traditional example, even if the price of chicken rises much less than the price of
beef 8o that consumers shift their expenditures to chicken, the relative weight of
chicken and beef in the CPI is based not on current spending patterns but rather
on expenditures in that long-ago base year. To use a more modern example, even
if the price of cellular phones drops relative to the price of postage stamps, 80 that
consumers make more cellular phone calls and send fewer letters, the relative
weight of cellular phones and postage stamps in the CPI will be based on expendi-
tures in some remote base year. )

Economists used to study this traditional substitution bias quite a lot, until they
found out that it didn’t amount to much. The consensus estimate for this first source
of bias is 0.25 percent per year.
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2. Quality Change. It is widely recognized that the CPI fails to adjust ade-
quately forgxe improved quality of new fomdw and new models. To set prob-
lem in context, students of business history have drawn attention to the “product
cycle.” New products—whether autos, air conditioners, or VCRa—are initially made

small volumes and sold at high prices. Soon, firms ﬁgum out how to increase vol-
umes and reduce prices. Eventua.lfy products mature, sales fall off, and prices in-
crease more rapidly than the average product. The sequence is eanily visualized as
a “U”-shaped curve—the price of ven product relative to the consumer market
basket starts high, then goes dom' s flat for a while, and then back up.

Nobody debates the reality of product cycle, and nobody debates the fact that
the CPI introduces products late, thus missing much of the s‘riee decline that typi-
cally happens in the first phase of the product cycle. This is the first aspect of qual-
itg cl;an&e bias For example room air conditioners were widely sold in 1961, avail-
able e Sears catalogue and rated by Consumer Reports in 1952, but not intro-
duced into the CPI until 1964, 12 years late! More neem#r the microwave oven,
VCR, and personal computer were all introduced into the C fyears after the{ewem
sold in the marketplace. In short, the CPI introduces new products too late and
tracks obsolete products too long.

The second aspect of quality change bias results from a narrow definition of a
commodity. Before 1970 precise multiplication and division required noisy and ex-
pensive rotary electric calculators; after 1970 electronic pocket calculators became
available and are now in the Jboeket or dormit:g of ev:rly college student. The price
fell (1ui from $1,000 to $10, and the new uct could do exponents, logaritfums.
and lots of things the old product could not do. But the price decline was completely
ignored by the government price indexes, which treated the old and new calculators
as separate products. People flock to rent videos, but the decli price of seeing
a movie at home, as compared to golulxa out to a theater, is entirely missed in the
CPI. Similarly, the CPI misses the replacement of manual typewriters by electronic

writeras and then PCs with word-groeeuiﬂf capability.

e third a of quality ch ias resulta from a narrow definition of quality.
New improved models are often introduced with new features that are missed by
the CPl. Changes occur in energy eﬁicienl?v and repair frequency, but these are
rarely if ever valued in compiling the CPI. Here is a brief list of some of the quality
improvements that have been “missed” by the CPI over the postwar years:

° i!’;:froved ability of refrigerator-freezers to hold a zero temperature;

. wueetg electricity consumption of all appliances, particularly refrigoratou and

sels;

¢ reduced repair costs on TV sets and indeed all appliances;

¢ reduced vibration, noise, and discomfort in air travel as jets replaced piston

planes and as air travel became safer;

¢ the enormous improvements in the audio quality of home and auto stereo equip-

ment;

o the shift from metal to plastic that reduced corrosion and increased lifetimes
for so many consumer groducts;

¢ the reduced weight of home power tools;

o the reduction of noise, weight, bulk, and instailation cost of room air condi-
tioners.

e And, to bring home the point to almost everyone in this room, the immeas-
urable increase in picture quality of color TV sets compared to the dim, flicker-

ing of the mid-1960s.

How mu:g does this second source of CPI bias amount to? For some products it
is Auge—86 percent per;dvear for the radio-TV category over the 37 years studied in
my book. For other ucts, much less. I estimated that for consumer durables the
upward bias was 1.5 percent per year for the postwar period, assuming that the half

consumer durables that I didn't study were measured perfectly. I'll bet that an
inquiry into that other half would turn up additional bias. Even in such traditional
R‘r:ducts as appare], there seems to be a substantial bias—in recent unpublished

torical research I have identified a 2.1 percent per year upward bias in the CPI
for apparel between 1920 and 1947. If the only ?::lity bias was in the durables I
measured I measured in my the implied bias for the total CPI would be 0.3
percent per year. Adding in plausible bias in nondurables and services, we could
easily double that to, say, 0.6 percent per year.

8. Outlet Substitution Bias. Just as the CPI has a narrow definition of a prod-
uct, it has a narrow definition of where a product is sold. A banana is not a banana.
If a pound of bananas initially costs $0.69 at Ace mpermarkot‘oand “Ultra Discount
Superstores” comes to town and starts bananas for $0.49 per pound, the
consumer enjoys a price decline of 29 percent. But the CPI registers a price decline
of zero! gach

B

outlet is assumed to provide a separate set of services. But con-



125

sumers have been leaving ma-and-pa drug stores in droves to shop at Wal-mart, ma-
am‘lipa toy stores to shop at Toys ‘R Us, and ma-and~ga hardware stores to shop

_at Home Depot. 30 we know that individual consumers have enjoyed a price decline
that is not measured at all in the CPI.

This source of CPI bias is extremely important, since it applies to food and other
nondurable purchases, as well as the durables that are most subject to quality
change bias. If the typical product is now sold at a 10 percent discount compared
to 10 years a&o., that would represent a 1 percent per year bias in the CPI for those
products. If this problem %'ea to half of the consumer market basket, it would
contribute a bias to the ove

4. The Logarithm: Bias. The most embarrassing source of bias in the CPI was
brought to lﬁh‘t by the BLS itself. To put it bluntly, the CPI doesn’t understand
logarithms! Using the methodology of the CPI, if aszieee of a 1 tﬁoea on sale
from $100 to $75, that represents a price decline of 26 percent. When the item goes
back to the rezuia.r price of $100‘ at represents a price increase of 33 percent.

e change in price from beginning to end?—zero, the answer that would be ob-
tained by us ogs. The CPI measured change in price? Plus 8 percent! Unbeliev-
able but true. Careful BLS research has shown that this contributes a bias of about
2 percent per year for produce and female apparel, and a bias for the total CPI of
about 0.35 percent per year.

CPI of 0.5 percent per year.

ADDING IT ALL UP

To put this together, I've cited a bias from traditional substitution bias of 0.26
percent per year, for quality change bias of 0.6 percent per year, for outlet substi-
tution bias of 0.8 percent per year, and for logarithm bias of 0.38 percent per year.

sums to a bias of 1.7 percent per year.

What are the implications, taking account of compound arithmetic? If such a bias
were present every year for the last 26 years, instead of stagnating—instead real
wages have increaseg by 53 percent. Federal expenditures on social security in 1994
would have been reduced by $100 billion in a single year. The “true” inflation rate
in 1894 would have been closer to one percent than three percent.

CAN WE BELIEVE THiS?

Even the radical estimate presented here is surely an understatement of the true
bias, for new products raise the standard of livinf in ways th:etdgo far beyond aimpge
rice changes for a single product. The price of light was reduced enormously by
e invention of electricity, but until recent pioneering work there was no price
index that directly compared the price per lumen of a primitive 1890’s electric light
bulb with that for a whale-oil lamp. And even such an adventuresome price index
makes no attempt to measure the value to families of extending day into night, or
{ti:r firms in being able to extend the hours of production from a given set of facili-
es.

Whatever invention we take—whether the automobile that allowed limitless flexi-
bility in the time and destination of rapid transportation, or the jet plane and com-
munications satellites that tied together far-flung nations into a single international
community, or the television and VCR that allowed almost any motion picture to
enter the home, or the new-fangled PC with CD-ROM that promises ultimately to
bring the Library of Congress into every home—these new developments have made
human life better on a large scale. The ultimate test of the change in the cost of
livin%‘ over the last 25 years is to ask the following question. Take the market bas-
ket of goods and services available in 1970 and labelled with 1970 prices. Take the
market basket available in 1995 and labelled with today’s prices. Ask the consumer,
how much more income would you require to be as satisfied with the 1995 basket
and prices as with the 1970 basket and prices? The CPI says 4 times as much in-
come would be necessary, because the CPI has quadrupled since 1970. But that
1970 market basket has no VCRs, microwave ovens, or computer games; its color
TV sets break down all the time; and its refrigerators use a lot of electricity. Con-
sumers forced to answer my question are going to miss all the benefits of modern
life and are not going to say that four times as much income would be necessary—
gqygop I3 times, maybe 2 times, but not 4 times. That'’s the ultimate test of bias in

‘ i

SOLUTIONS

The problems are many. Some eolutions are simi)lo-—the logarithm bias can be
fixed by simply reprogramming the computer. Traditional substitution bias can be
redncag by &mgi‘:lg weights more frequently. Outlet substitution bias can be re-
duced or eliminated by keeping track of prices actually paid for narrowly defined

91-537 0~ 95 - 5
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roducts, tracking the market share of 69 cent and 49 cont bananas. The tough one
quality change, but it is not an insurmountable problem. This ivory-tower aca-
demic and a few underpaid graduate students made a substantial dent in the prob-
lem at a total research cost of a few hundred thousand dollars, a mere flyspeck com-
pared to the budget of the BLS. I have always thought that the BLS spent far too
much in collecting multiple observations from many cities on simple items that are
not subject to guality change, and far too little to study the quality change issue
directly. If the BLS were to rediruct existing resources and set up an official govern-
ment Measurement Bureau, a cross between a think tank and Consumer
Reports testing laboratories, much of the quality change bias could be eliminated.

CONCLUSION

The CPI is severely biased upward, with enormous implications for the accuracy
of national statistics on inflation and the growth in output, productivity, and the
standard of living. Estimates of the size of the bias vary, but in the perspective of
my estimate that the bias is on the order of 1 percent per year, I view as prudent
and conservative the proposal to change the indexing formula for social security and
tax revenues to escalate at 1.0 percent less than the official CPI inflation rate. Fix-
ing the CPI will take time. Every year that we wait, social security beneficiaries
and taxpayers are being compensated for inflation that has not occurred.

PREPARED STATEMENT OF ALAN GREENSPAN

I am pleased to appear here today to address some of the issues surrounding the
adjustment of federal programs for movements in the cost of living. For the current

scal year, roughly 30 percent of total federal outlays are indexed to movements in
consumer prices, with social security, SSI, veterans’ pensions, military retirement,
and civilian pensions accounting for the bulk of this spending. On the tax side, in-
dexation is la.r'gely confined to the individual income tax, which accounts for about
45 percent of federal receipts. Congress explicitly intemfed, in enacting the index-
ation of these spending and tax proirama, to insulate those affected individuals
from the consequences of increases in the cost of living. The vehicle chosen for mak-
ing these adjustments was the Consumer Price Index, and the issue at hand is
whether that price index is appropriate for the task.

If it is not, there are significant implications for the budget deficit, and there is
the potential for considerable unintended transfers of wealth. As I noted in testi-
mony earlier this year, if annual inflation adjustments to indexed programs and
taxes were reduced by one percentage point—and making the admittedly stronf as-
sumption that there are no other ch in the economy—the annual level of the
deficit would be lower by about $56 billion after five years, including the effects of
lower debt levels. The cumulative deficit reduction over this period would be nearly
$160 billion, and these savings would continue to grow in subsequent years.

I believe the evidence suggests that some adjustment to our indexing procedures
is warranted. I am certain that man{)of the technical details will be elaborated in
your discussions later this morning, but let me briefly outline some of the concep-
tual issues. To begin, a review of the legislative history surrounding indexation does
not reveal a full appreciation for the important distinction between the CP! and a
true measure of the cost of living. The CPI is constructed to measure price chan
for a fixed market basket of %ooda and services. At present, that market baske
at least at the higher levels of aggregation—is fixed to spending patterns that pre-
vailed in 1982 to 1984. Economic theory indicates that changes in a fixed-weight
price index such as the CPI form an upper bound to changes in the cost of living,
even if all of the individual prices in the index are measured without error.
The reason is that the use of fixed weights is appropriate only if there is no possibil-
ity for consumers to offset of the consequences of increased prices for some
goods by substituting others. ile the degree of substitutability amon: products
m&be open to eaciu,eution. it is undeniable that such substitution does indeed occur.

er technical aspects to the construction of the CPI also suggest it may over-
state cost-of-living ch 8. Researchers at the BLS have found that an interaction
between the use of fixed weights at the most disaggregated level and the manner
in which new samples of retail outlets are linked into the index may be resulting
in an overstatement of price increases. In January, the Bureau implemented proce-
dures that should alleviate this so-called “sample rotation bias” at stores,
but the problem likely remains for other categories. More generally, the BLS is ex-
rim:x;l mﬁith a geometric weighting scheme that offers broader relief from this
gchni problem.
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Over the postwar period, there has been a marked tendency for consumers to shift
urchases from high- riced full-service stores to lower-priced discount retailers. The
LS uses surveys of consumer buying patterns to keep abreast of these develo

ments. On the basis of these surveys, a new sample of retail outlets is drawn for
roughly one-fifth of U.S. cities each year. Thus, with some lag, innovations in retail-
gng,are captured in the CPl. However, at the time when new outlets are rotated
into the sample, if prices are found to be lower at the new establishments than at
those being rota out of the sample, the differential is, in effect, attributed to
lower quality rather than to lower prices. Even ting that the quality of service
and ambience may differ between the new and old outlets, preswunably some of the
shift in shopping patterns reflects the fact that consumers can purchase the same
goods at lower prices. Consequently, some of the price declines associated with the

wing rtance of discount retailers may not be fully captured by our statistics.

In sum, the fixed-weight nature of the CPI and other aspects of 1ts construction

int in the direction of an overstatement of increases in the cost of living. Even
if this upward bias were only a fraction of a percentage point per year, the relent-
less compounding of such a discrepancy ultimately would have bngetary con-
seguences meriting serious attention.

ere are, however, reasons for suspecting that weighting and construction are
not the only factors leading the CPI to overstate changes in the cost of living. A
more difficult, but to my mind no less important, issue concerns making adequate
adjustment for the improvement in the quality of goods and services over time. I
would note that the does make adjustments for quality changes in the CPI.
What is at issue is whether the implemented procedures, or for that matter any
practical procedures that could be established in the foreseeable future, can be ex-
cted to account fully for quality changes across the vast array of gooés and serv-
ices available in our economy.

In many respects, the issue of price measurement has as its mirror image the fun-
damental problem of defining with precision a unit of output. If this conundrum
could be resolved, not only would we have more accurate price measures, but we
would have correspondingly better measures of output and productivity. But defin-
ing a unit of output is an exceptionally difficult task when the characteristics of
products and services are changing rapidly and along many dimensions. Under
these circumstances, disentangling price change from quality improvement presents
a formidable challenge. .

Nowhere are these challenges more acute than in the area of medical care. What
is the appropriate unit of output? Should one price procedures, treatments, cr cures?
Should the comfort or satisfaction of the patient be accounted for in price measure-
ment? The past century has witnessed astonishing improvements in medical care.
Cures and preventive treatments have become available for &l:evioualy untreatable
diseases. Medical advances have also led to new treatments that are moze effective
and that have increased the speed and comfort of recovery.

Technological innovations have been exceptionally rapid in the medical field. A
case study of CAT scanners documented the dramatic and swift improvements in
quality that occurred after their initial introduction in the early 1970s. Substantial
ﬁins were made in scan time, resolution, and the speed of image reconstruction.

ese characteristics, in turn, have a direct bearing on the comfort and convenience
of the patient and the quality of the diagnosis provided by the doctor. Conventional

rice measures will almost surely miss much of this type of quality improvement
use of the enormous complexity involved in defmin%the output that is being
consumed and measuring the corresponding unit price of that output. )

Although medical care is perhaps the most striking example of rapid—and dif-
ficult to measure—quality improvement, similar problems occur across a broad
range of goods and services. Research has found that quality improvement may not
be adequately captured for goods and services ranging from complicated capital
gquipt}x:eﬁt ht:h tpower tools to consumer appliances to the simple consumption of

ouseho ing.

To be sure, there are offsets to unmeasured increases in quality. The downward
adjustment made to measured auto prices for the cost of mandated pollution control
devices is one example cited in a recent CBO study: Altho this equiﬁment may

rovide a benefit to society, the owner of the automobile likely captures little of the
Slrect benefit associated with his or her increase in outlays. Other products m
made more poorly in ways that escape detection in our price statistics. But given
the grpetual advance of knowledge and technology, these cases are surely over-
whelmed by a tendency for the quality of goods and services to rise over time in
a manner that is difficult to define and measure. Those who remember with fond-
ness the products of yesteryear are probably suffe from either fading memories
or excessive sentimentality. The difficulties confronted in price measurement are not
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confined to the quality advances of existing products. The continual introduction of
new goods and services onto the markets of our dynamic economy creates additional
challenges for price measurement. In some cases, a new may be similar to an
improved version of an old good. In other cases, new products deliver services
to consumers that effectively were not available before—for example, personal com-
&utors, video cassette recorders, and cellular phones. New goods and services are

corporated in our price measures, but only with a lag. This lag can create an u
ward bias because new products often experience their largest price declines ear
in the product cycle. The more spectacular examples involve consumer electronics,
such as computers and communications equipment, but the enormous entry of new

roducts onto the markets every year makes this a more pervasive problem than

commonly understood. While any one product not figure prominently in
household budgets, the totality of new products and the often large price declines
that o<>cv,u't bebtef"or':l they are incorporated in our price measures suggest this problem

no rivial,

"_‘%m difficulties should not be read as a blanket indictment of our current statis-
tical procedures. The Consumer Price Index is a fundamentally sound statistical
program. The BLS has, over the years, made frequent and significant improvements
in the CPI and further improvements should be, and are, on their agenda. Updated
market baskets, experimentation with alternative indexing formulas, and ongoing
research on the application of hedonic indexes offer the possibility of better meas-
urement in the future. -

But even the implementation of improvements in the CPI can lead to distortions
when this measure is used directly as a cost-of-living escalator. For example, the
BLS made a significant change in how it calculates the CPI in 1983, when it shifted
from a method in which the price index for housing was constructed as if each
household was paying the current home Frioe and mortgage rate on its residence
to one that is a more realistic measure of the cost of home oecupan?r. Because of
the run- 5 in house prices and interest rates between the 1960s and early 1980s,
the official CPI rose about 9 percent more than indicated by the newer, superior
measure. By the time the index was changed, this overstatement had added sub-
stantially to the level of outlays in the large indexed federal programs. Once the
additional interest outlays required to finance the cumulativetl}y; l';?er federal debt
are added in, a rough estimate m:ﬁgesu that, all else equal, the deficit for FY1994
would have been smaller by $50 billion had the overindexing not occurred.

The fundamental problem is that we have legislated a mechanical procedure to
implement cost-of-living adjustments where—given the problems inherent in any
statistical measure of agﬁre:au prices—there 18 a need for the atpplication of sound
judgment. If indexation had prevailed for only a short period of time, the discrep-
ancy between the CPI and a true measure of the cost of living would not have re-
sulted in any appreciable problem. But left in %ace over long periods of time, as
has now oomrm{ and is envisioned continuing in the future, the discrepancy will
compound in a manner that cumulates to very substantial magnitudes.

For this reason, I suggest that Congress give careful consideration to the estab-
lishment of an independent national commission to set annual adjustment factors
for federal reeeigt and outlay programs. The members of this commission could re-
view the available price statistics, taking into account the differences between these
measures and the concept of a true measure of the cost of living. In addition, peri-
odic review would allow the discrepancy to be adjusted for improvements in the
available statistics ar well as for insights developed from outside research. Careful
consideration could be given to the establishment of a special cost-of-living adjust-
ment for retirement benefits to reflect the buying patterns of the affected popu-
lation. The replacement of a mechanical procedure by the informed judgment of ex-
gﬁm would best ensure that the original intent of the legislation would be ful-

:do-f-ltio insulate taxpayers and benefit recipients from the effects of changes in the
cos ving.

The issue that we are discussing demonstrates clearly the long-lived con-
sequences of having allowed inflation to increase in the late 1960s and 1970s. Had
the inflation environment of the 1950s and early 1960s been maintained, no wide-
spread asplication of indexation would have em%?ed; there simply would hpve been
no need for it. Indexation was viewed as a way_of mitigating the effects of inflation.
It succeeded in mn{ respects, but we have seen another eumgle of the oper-
ation of the “Law of Unintended Consequences” in the enlargement of our bu%:t
deficit. I believe that, if the Federal Reserve can maintain a proper direction for
monetary lpolicy. we shall make this whole matter moot. But in the interim, we
should at least nwunﬁt to refine our indexation procedures so as to ensure that the
distortions are mi -
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PREPARED STATEMENT OF ZVI GRILICHES

My name is Zvi Griliches. I am the Paul M. Warburg Professor of Economics at
Harvard University and Director of Productivity Studies at the National
Bureau of Economic . 1 have spent much of my professional life studying

price and ogmductivity measurement issues, especially issues that arise as the con-
sequence of technological and quality change. A selected bibliography of my writings
on this range of topics is attached to this testimony.

The Committee asks three questions about the “overstatement” in the CPI: i.
Why' 2, How much? And 3., what can be done about it? In asking the questions
this way, the Committee assumes that we already know that the CPI is “over-
stated.” I believe that the CPI does indeed overstate the average price rise during
the last several decades, but the scientific basis for this judgment is much weaker
" than the questions seem to imply. I will, therefore, devote a significant portion of
my testimony to the question of why we don’t have better answers to your questions
and how we could learn more about this topic. In addition, I will argue that the
CPI, our most important and best measure of the average level of consumer prices
is the wrong index for escalation and the wrong instrument for deficit reduction. It
entitlements are to be cut, they should be cut on their demerits, not using the irrele-
vant fig leaf of problems with the CPI. I will also complain about the current atti-
tude of some members of Con that devalues economic research, threatening to
make ithgnu;t.a second class activity, while at the same time expecting first class an-
swers from

The CPI is overstated because it prices a fixed basket of goods and services in
a dynamic and fast changing world. The priced basket does change, but not fast
enough. Moreover, the current methodology does not account adequately for the im-
provements to our standard of living that arise from the continuous introduction of
new goods and services. But neither does it account for new “bads.” Thus, without
further research, one remains uncertain about the overall size of the bias in the CPI
(in which periotf?) relative to a broader concept of an index of the “cost of living.”

How large could the overstatement be, overall? I have spent much of my profes-
sional life researching in this topic. I have studied new and used cars prices, per-
sonal computer and pharmaceutical prices, and also supervised and commented on
work in related areas. I have also read the testimony of many of my colleagues, es-
Mﬁofemu Diewert, Gordon, Jorgenson, and Pakes, and the submissions by

e BLS, and CBO, and the Fede Reserve Bank of Dallas. The various
“guestimates” in these sources are not independent of each other. They all use the
small estimates of substitution and “formula” bias from the BLS; and relatively
large estimates of “new goods” biases based largely on the work on durable prices
by Gordon, on the treatment of generics by myself and Iain Cockburn, and on the
more general work on con‘aifuter rices by the BEA, Gordon, Berndt and Griliches,
Triplett, and others. In addition, it is clear to everyone that we are not doing a gooci
job of measuring real output and hence also quality adjusted prices ia the area of
medical services. An overall guess of a 1 percent per year overstatement seems
about right to me, but it is a guess, based on extrapolating over la?e stretches of
unexplored components of the CPl. The range of uncertainty around such a guess
is, in my opinion, quite wide, at least plus or minus 0.6 percent, I would be sur-
prised, however, i L.rther research proved it to be zero or as high as two percent.

A look at what is implied by such a statement may be of some use here. If we
take a sizeable stretch of our recent history, say the 26 years between 1969 and
1994, which are still within the memory of many of us here, the official CPI meas-
ure (CPI-U) was rising by an ave of 5.6 pereenth&er year (from 386.7 in 1969
to 148.2 in 1994, with 1 2-4-100;. The theory behind the measurement of the
CPI would say that you should be indifferent between li on $100,000 a year
today (or more precisely, in 1994) or on $25,000 a year in 1869, paying 1869 prices
for commodities and services available in 1969 but not beins able to buy the services
and products that have become available since (86.7 divided by 148.2 is ooagproxi-
mately 0.25). My guess is that most of us would not choose to forgo $100,000 today
for $25,000 in 1969 frieou, commodity assortments, and other conditions,
which would include 1969 pollution levels, medical and pharmaceutical technol
and fear of nuclear war. The personal ufety situation in 1969, at least in my o
neighborhood of Hyde Park in Chicago, was probably not really better thin it is
there .hwau,ifyoumnotwﬂﬂn&toenmoinﬂﬁs'potonﬁalbaypm
of ex a $100,000 in today’s prices for the option of living in 1969 conditions
and prices on $25,000 dollars, then the official CPI is not the measure for you.

. that the upward bias in the CPI has been on the order of 1 tﬂper
year, would imply that the “right” number for this deal is $32,000 in 1969 prices
and “conditions,” about 28 percent higher (that is the power of compound interest!)
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but still perhaps not high enough to entice many of us into this deal. But it is surely
closer to the mark and one would have to start thinking more seriously and examine
other aspects of this “deal” in greater detail before rejecting it out of hand. One
would also need to ask whether such answers are sensitive to the assumed income
level: would it be the same if one were faced with the choice of $40,000 today versus
$10,000 in 1969?

But even if one accepts the one percent per year estimate as being reasonable for
the past, it is not clear how such numbers are to be extrapolated into the future.
The overstatement of the tprice of housing services was fixed in 1983. It have
accounted for about 0.3 of the s sted 1 percent overstatement (that is the dif-
ference between the rate of g: of CPI-U and CPI-U-X1 during the 1969-94
riod). The BLS is current ing the formula bias and the treatment of generics.
It is also likely to reduce the substitution bias by moving to more timely wei{hﬁcﬁ
schemes. Thus, future rates of overstatement are likely to be lower, unless techni
change accelerates further.

Most of the telling criticisms of the CPI have concentrated on belated and inad-

uate treatment of new goods and new services. But there are also new “bads”
whose magnitude we have not succeeded in qfuantifying either. Two examples will
suffice: new and improved anti-theft devices for cars and anti-burglar systems for
homes will be treated, as far as the data allows, as “quality” improvements and
could show up as decreases in the CPI. But the technological know-how of car
thieves and burglars may be rising at about the same rate, with no real improve-
ment in the perceived security levels. Similarly, recent “improvements” in man
medical care which send you back home on the same day after a hernia operation
represent a decline in the quality of medical care provided at the previously ex-

medical insurance level. They too are unlikely to show up in the CPI as it
18 currently meas .

Why isn't the CPI better? There are three related answers to this question: 1. The
economy is chanq;nz rafpidly, and measuring such changes correctly is really hard.
2. The research base for improving measurement procedures is slim and under-
funded, both inside the relevant agencies and in the academic community. 3. Hardly
anyone cares. There is no clear constituency or organized lobby worrying about the
gualit of Federal statistics. (I have discussed some of these issues in my recent

sidential address, excerpt attached).

The problem of measuring the “quality held constant” price of lawyer services or

e " price of hospitalization episodes is difficult, though not impossible.
Especially as far as medical services are concerned, we are accumulating large data
sets on outcomes and costs and should be able to begin to do a better measurement
job on prices and outputs in this sector. Similarly, a better job of tracking the ap-
pearance of new products could be done by tapping into the newly developing com-
mercial data sets based on check-out counter scanner technologies.

The CPI is probably still the best single measurement project in the U.S. Govern-
ment, but like most agencies it operates under the pressure of current emergencies
and does not allocate enough resources for more basic research which would lead
towards improvements in methodology. Agen management often cuts the
components whenever a budget stringency strikes, which has been happening rather
often recently. The current BLS management is quite aware of these issues and
:{:pathetic to such endeavors, but is harnstrung by its budgetary situation. It has

had difficulty in maintaining and supporting a meaningful external scientific
advisory framework or enough ds to underwrite extramural fundamental re-
search on the problems faced by the CPI. Congress has also not been very helpful
in this regard. When it wakes up to these problems, which is rather seldom, it
wants quick answers, but it is not very nsive to requests by agencies for build-
ing up in-house research infrastructures. But without such a capability, “measure-
ment” agencies can neither do much about improving the quality of their “products”
nor take advantage of external methodological improvements. These are long term
issues and it will take a long term effort to improve matters significantly. And the
results will never be “perfect.” The world will not stand still. It will present us with
new measurement challenges tomorrow. Still we could and should do better.

What cen be done to improve matters, besides being more sympathetic to BLS
budget requests? Because of the political sensitivity of the CPI, any proposed signifi-
cant revision, urochlly if it involves new conceptual issues, wllI require thoro
scientific discussion and a mechanism for legitimizing and gameringgr‘ublic support
for it. A first step in this direction would be to agree on a diagn about what
may be wrong with its current state and on a prioritized list of suggested reforms.
To evaluate seriously the proposed will require additional research and dis-
cussion. There are several, not mu exclusive, modalities for achieving this
goal: Congress could ask the National Bureau of Economic Research to mount a rea-
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sonably well funded review effort of the CPI procedures and to recommend reforms
in it. ere is a precedent for it in the operation of the Stigler Committee in the
late 1950’s.) Alternatively, the same request could be made of the National Academy

Sciences, along the lines of the Rees Committee on Productivity statistics. Also,
the Conference on Research in Income and Wealth, which is a meeting place for gov-
ermmment and academic researchers interested in measurement issues, could be
asked to organize a conference on “Reforming the CPL.” This organization actually
ran a conference on the “New Goods Measurement Problem” last year, in Williamas-

burg.

“'Rere is an entirely separate issue of how such revisions should affect, if at all,
the escalation of various entitlement programs. There are several reasons why the
CPl may not be the best “escalator” for these purposes, inigapendent of its other
“drift” problems. It is affected not only by general monetary inflation, which is what
the escalator clauses are about, but also by real economic events which the socie
may not be able to evade. Nor can it really “compensate” large groups for them. If
energy prices were to rise again due to a resurgence of OPEC power, that would
be a real tax on the US economy. There is no way in which everyone can be com-
pensated for it. If we choose to insulate some sub-group of the population from it,
e.g., the elderly (why?), we have to reduce somebody else’s real income. Now we may
choose to share this burden unequally and transfer resources to the poorer segments
of our society, euenti:llﬁy e ing in redistributive taxation, but the current proce-
dures imply that the w would be entirely protected from such changes
and not share in the societal en at all. More generally, such escalator clauses
should be based on the price movements of domestically produced goods and serv-
ices, on the assumption that gainers from domestic inflation should (can?) com-
pensate some of the non-participants in the current economic game, the retired and
the disabled. But foreign political and domestic natural disasters do not create many
gains which can be taxed away. We are then back to a notion of a minimal social
support level which should be set according to the norms and economic possibilities
of the society. The CPI would be an appropriate escalator for such an “absolute min-
imum” support level. But many of the current recipients of such entitlements are
not all that different from the average members of the society. If ave wages do
not rise as fast as the CP], it is not clear that they should be made better off at
the expense of the average tax payer who is not doing as well as the CPI would

imply.

fwould favor, therefore, uncoupling the discussion of entitlements from the revi-
sion of the CPI. A policy of escalation based on CPI-1% may not be unreasonable,
though I'd prefer tying it to the median wage instead. But that should be done in
connection with a review of the current adequacy of the absolute levels of such “enti-
tlements” or social safety nets. (Perhaps another, separate, commission is also in
order here.) Are you sure that your elderly aunt can really make ends meet on her
current Social Security payments? 1 would worry about her if she does not have ac-
cess to other resources. How about your cousin’s retarded son who is to live
on his own? Can he make it on the current level of 8SI gaymenta? luribus
Unum” meant also that we take some responsibility for each other. The perception
that we are trying to evade our national responsibility of being our “brother’s keep-
er” leaves me feeling sad about my adopted country.

I am also appalled by statements that are emanating from the other House imp%'e-
ing that Economics is a lower form of life, unworthy of support, and ready to
thrown out of the NSF mandate. Surely, understanding what peorle are made of,
how our society and economy functions, and what forces are shaping its future, is
more important to assuring our survival as a nation and a functioning society than
:.Bvinf to improve our understanding of what matter is made of. Moreover, almost

of the research on which today’s ion is based on, besides the in-house con-
tributions of the BLS, has been supported by the National Science Foundation,
There is no other disinterested source of support for basic research on economic and
social measurement issues out there. If Gordon’s and my work (as well as that of
other researchers) result in your reducing the deficit l?' several tens of billion dol-
lars and lead eventually to a higher real growth rate for the economy, the benefit-
cost ratio of NSF's support of (all) economic research will be enormous, and that
does not count many other contributions of basic economic research which I will not
try to enumerate here. I find it sad, therefore, that some members of Congress think
that they are better off navigating the Ship of State blindly, without maps and with-
out the desire to understand better the mechanics of prof)ulnion or the force of the
currents fa them. There is no such thing as a free lunch in governing either.
If we want to improve the functioning of our economic and social system, we must
also invest in improving our basic understanding of how it actually works, and one



132

of the most important prerequisites for that is to have accurate measurements of
what is happening to it.

The CP an important indicator and deserves the attention we are giving it
today. But it is not the only governmental measurement enterprise that requires at-
tention and tender and loving care: the Census, the income, employment, and popu-
lation statistics, the whole national economic accounts enterprise, and much more.
The current Federal statistical effort is balkanized into separate, not well-cooperat-
ing, but also uniderfunded agencies. A serious look at the ibility of establishing
a unified, high quality, Statistics USA Agency, is long overdue.
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IV. Why Is the Glass Half-Empty?

Economists have not been very successful
in explaining what has happened to the
economy during the last two decades, nor
have they been able to agree on what should
be done about it. I will argue that dats and
measurement difficulties may in fact be a
major source of this failure. This point will
be made not to provide us with an alibi, but
rather to temper the pretentiousness of
some of our pronouncements and to urge us
toward the more mundane task of observa-
tion and measurement.

Why don't we know more after all these
years? Our data have always been less than
perfect. What is it about the recent situa-
tion that has made matters worse?

The brief answer is that the economy has
changed and that our data-collection efforts
have not kept pace with it. “Real” national
income accounts were designed in an earlier
era, when the economy was simpler and had
a large agricultural sector and a growing
manufacturing sector. Even then, a number
of compromises had to be made to get mea-
surement off the ground. In large sectors of
the economy, such as construction and most
of the services, government, and other pub-

-t
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lic institutions, there were no real output
measures or relevant price deflators. Imag-
ine a “degrees of measurability” scale, with
wheat production at one end and lawyer
services at the other. One can draw a rough
dividing line on this scale between what |
shall call “reasonably measurable” sectors
and the rest, where the situation is not
much better today than it was at the begin- |
ning of the national income accounts. Table
2 shows the distribution of nominal GDP by
major industrial sector. In the ecarly post-
World War 11 period, the situation was not
all that bad: about half of the overall econ-
omy was “measurable” in this sense. By
1990, however, the fraction of the economy
for which the productivity numbers are half
reasonable had fallen to below one-third.
Figure 6 tells the same story with employ-
ment numbers. Measurement problems have
indeed become worse. Our ability to inter-
pret changes in aggregate total factor pro-
ductivity has declined, and major portions
of actual technical change have eluded our
measurement framework entirely.'s

YAn argument could be made that this story would
not be 90 bleak if we had focused o consumption
expenditures instead, since many of the offending in-
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Taste 2—The Distrisumnion oF GNP a8y MAor INDUSTRIAL SrToR,
N CURRENT PricEs (PERCTNTAGRS)

P S

Industry 1947 1959 1969 on 19%)
Agriculture L3 ] 4.1 0 28 20
Mining 29 X LN 27 IR
Construction 39 X AR | 48 'K
Manufacturing 28.1 0.6 269 26 184
Transportation and ulilities ]9 9.1 8.6 91 N7
Wholcsale (rade 71 6.9 6.7 0 6.5
Retail trade N} 9.9 98 96 93
Finance. insurance, and real estate 10.1 138 14.2 14.4 17.7
Other services 8.6 9.7 1.5 130 189
Government 86 10.2 126 125 122
“Measurable™ sectors® 48.7 M“3 403 2 3.9

Note: Numbers before 1977 are not strictly comparable, since the latest revision was

carried back only to 1977,

Source: Tables 6.1 and 6.2 of the National Income and Products Accounts {1928-1962)

and Survey of Current Business (May 1993).

*Agriculture, mining, manufacturing, and transportation and ulilities.

An example of the consequences of this
shift is what has come to be known as the
“computer paradox.” We have made major
investments in computers and in other
information-processing equipment. The
share of “information” equipment in total
producer investment in durable equipment,
in current prices, has more than doubled,
from about 17 percent in 1960 to 36 percent
in 1992. Computers alone went up from less
than 1 percent to 11 percent of the total;
and that does not allow for improvements in
the quality of this equipment, which has
been happening at a very fast rate—on the
order of 15-30 percent per year (see Jack
Triplett, 1989; Berndt and Griliches, 1993).
Why has this not translated itself into visi-

dustries produce largely intermediate products and ser-
vices. But personal jon expenditures account
oaly for about 68 percent of GDP, while services
represent $6 percent of personal consumption. Thus, it
is ualikely that looking at consumption dats in more
detail would change the tenor of sy remarks much. A
cussory look at Personel Conmemption Expenditures
{Bureau of Economic Analysis, 1990) yields & rough
estimate of 47 percent of total consumption expendi-
tures not easily measurable in real temis. The two
largest difficult items consist of hard-to-measure ser-
vices in the medical, insurance, legal, entertainment,
and education areas (23 percent) and housing-related
services (21 percent).

ble productivity gains? The major answer to
this puzzle is very simple: over three-
quarters of this investment has gone into
our “unmeasurable” sectors (see Table 3),
and thus its productivity effects, which are
likely to be quite real, are largely invisible in
the data.

That there were gains is not really in
doubt. Just observing the changes in the
way banks and airlines operate, and in the
ways in which information is delivered to
firms and consumers, would lead one to
conclude that we are in the midst of a major
technical revolution. Effective distances are
declining rapidly in many parts of the world.
The rise of ATM networks in banking has
resulted in substantial though largsly un-
measured time savings for consumers. It is
less clear, however, whether the large ex-
pansion of the securities industry has been
associated with a similar productivity in-
crease or was primarily a response to a real
decline in the cost of rent-seeking induced
by the falling price of information-
pgrggssmx (see Timothy Bresnahan et al,,
1

There is also some scattered evidence for
the positive contribution of computers in
manufacturing, but given the needle-in-the
haystack aspect of this problem, it is not
particularly strong (see e.g., Alan Krueger,
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Fiounrs 6. Parsons ENcAcED IN PRODUCTION BY INDUSTRY, UNITED STATES,
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Tasg 3—Investmant iN Corrurans (OCAM) 18 Tz U.S. Economy
(Percantack or ToraL)
- -}
Industry 199 1989 1992
Agriculture 0.1 0.1 0l
Mining 24 11 0.9
Construction 0.} 03 02
Manufacturing 294 203 20.0
Transportation 13 20 1.0
Communication 1.5 14 18
Ultilities 1.2 28 37
Trade 19.9 163 20.0
Finance. insurance, and real estimate (F.L.R.E.) 328 38.7 s
Other services 1.6 170 139
“Unmeassursbie™ sectors® 64.1 7 A) ne
Plus consumer and government
purchases as percenlage of all
computer (OCAM) purchases 67.7 e o

Notes: OCAM = office, computing, snd accounting machinery.
Source: Unpublished BEA tabulations,
*Construction, trade, F.1.R.E., and other services.
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1991; Donald Siegel and Griliches, 1992;
Erik Brynjolfson and Lorin Hitt, 1993; Igal
Hendel, 1993). Some of the gains from com-
puters have been reflected in higher wages
of their operators and in the more general
rise in the returns to education and “skill”

(Chinhui Juhn et al., 1993). More generally,
we may be just at the beginning of the
computer era, carly in its diffusion and
learning stages, with most of the productiv-
ity contributions still to come, as we learn
how 1o use computers more effectively and
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integrate them more efficiently into the ex-
isting) production structures (Paul David,
1991).
. Similar arguments, can be (and have been)
made about the difficulties in measuring the
contribution of R&D to productivity growth
_(see Griliches, 1979). From one-third to over
half of all industrial R&D is *‘sold” to the
government, either in the form of research
contracts and prototypes or inditectly in the
form of weapons and space equipment, and
its direct productivity effects do not show up
in the data at all. Private R&D investment
is also likely to have followed the economy
and shifted its targets toward the faster-
growing sectors, with more invention and
technical change occurring exactly where we
have more trouble in measuring them.

Not only has the economy shifted into
uncharted waters, but even in the “mea-
surable" sectors accelerating rates of change
have destroyed the basis for some of the
older compromises. Currently, new goods
are introduced into the various official price
indexes rather slowly. While attempts are
being made to reduce the revision cycle in
the producer price index from five to two
years for some of the more high-tech goods,
this may still not be fast enough. In the
personal-computers market, for example,
the life of a model has recently fallen to a
year or less (Berndt et al., 1993).

Dealing with the quality-change problem
by treating every version of a product soid
to a different type of customer as a separate
commodity, as is currently the predominant
official practice, creates its own problems.
By linking out the decline in prices experi-
enced by consumers in their shift to super-
markets, discount stores, and mail-order
purchases, it underestimates significantly not
only the ovtput of services, but also the
output of some of the more ‘“standard”
manufacturing industries (Marshall Reins-
dorf, 1993). A prime example of that is the
treatment of generics in the pharmaceutical
price indexes. The stylized facts are as fol-
lows:

(i) Generics are introduced at roughly half
the price of the original brand.

(ii) The brand price, however, docs not,
declinc (it somclimes cven gocs up),
with the cx-monopolist depreciuting
optimally her original position and with
generics  gaining between  half  and
three-quarters of the market for the
particular drug.

(iii) But bccause gencric versions arc
treated as separatc commoditics, in
spite of what the FDA says, the price
index does not fall, and sincc the value
of shipments declines as the market
shifts to generics (and to hospital and
HMO formularies), so docs mcasured
“output” in this industry and the asso-
ciated productivity measures (Gritiches
and lain Cockburn, 1993).

This might explain the rather strange
fact that during the last decade pharma-
ceuticals, an industry with one of the high-
est R&D-sales ratios, had a rather dismal
productivity-growth performance. This was
the period with an increasing penetration of
generics, which should have reduced mea-
sured prices in this industry but did not.

The measurement environment has dete-
riorated also in other ways. There is less
willingness on the part of firms and con-
sumers to respond to detailed questions,
and our government has done little to em-
phasize the importance of good economic
data to its own functioning or the overall
understanding of our economy. The conse-
quence of such deterioration can be itlus-
trated by the uncertainty about the level of
industrial investment in basic research, an
investment which many think is crucia! to
our long-run economic performance
(Griliches, 1986a). Because the question that
asks about the allocation of total R&D ex-
penditures by the “character of work" is not
mandatory and is also not an easy one to
answer, less than half of all the firms sur-
veyed in 1988 answered it. As a result of
such nonresponse, the best that can be done
is to produce a “‘reasonable” range of esti-
mates, based on alternative imputation al-
gorithms, from $2.5 te $8.2 billion (and a
“central” guess of $3.9 billion), which leaves
us really in the dark as to what has hap-
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pened to such investments recently (Eileen 1.
Collins, 1990).

V. Data Woes

Why are the data not better? The facts
themselves are not in dispute. Every decade
or so a prestigious commission or commit-
tee produces 3 report describing in detail
various data difficulties and lacunae: the
Stigler committee report on government
price statistics (National Bureau of Eco-
nomic Research, 1961) is still a living docu-
ment, as are the related Ruggles report
(Richard Ruggles, 1977), the Rees produc-
tivity report (National Academy of Sciences,
1979), the Bonnen report (J. T. Bonanen,
1981), the Creamer GNP improvement re-
port (D. Creamer, 1977), the recent OTA
report (Office of Technology Assessment,
1989), and many others. But life goes on,
and change in this area is very slow. Why? 1
don’t really have good answers to this ques-
tion, and the topic itself is much larger than
can be handled in this address, but at least
three observations come to mind:

(i) The measurement problems are really
hard.

(ii) Economists have little clout in Wash-
ington, especially as far as data-collec-
tion activities are concerned. More-
over, the governmental agencies in
these areas are balkanized and under-
funded.

(iii) We ourselves do not put enough em-
phasis on the value of data and data
collection in our training of graduate
students and in the reward structure of
our profession. It is the preparation
skill of the econometric chef that
catches the professional eye, not the
quality of the raw materials in the meal,
or the effort that went into procuring
them (Griliches, 1986b).

In many cases the desired data are un-
availuble because their measurement is re-
ally difficult. After decades of discussion we
are not even close 10 a professional agree-
ment on how to define and measure the
output of banking, insurance, or the stock

MARCH 199
market (see Griliches, 1992). Similar diffi-
culties arise in conceptualizing the output
of health services, lawyers, and other con-
sultants, or the capital stock of R&D. While
the tasks are difficult, progress has been
made on such topics. The work of Jorgen-
son and Barbara Fraumeni (1992) on the
measurement of educational output is an
example both of what can be done and of
the difficulties that still remain. But it is not
reasonable for us to expect the government
to produce statistics in areas where the con-
cepts are mushy and where there is little
professional agreement on what is to be
measured and how. Much more could be
done, however, in an exploratory and re-
search mode.'* Unfortunately, the various
statistical agencies have been both starved
for funds and badly led, with the existing
bureaucratic structure downplaying the re-
search components of their enterprise when
not being outright hostile to them, research
being cut first when a budget crunch hap-
pens (Triplett, 1991).

Our current statistical structure is badly
split, there is no central direction, and the
funding is heavily politicized. How else can
-one -explain that the national income ac-
counts and the BEA as a whole receive only
one-third, and health and education statis-
tics each less than one-half of the funds
allocated to agricultural statistics?!” How
does one explain the failure of the most

v

] refrain from offering a detailed list of my own
fsvorite data improvements; but a census of real weahth
(i.e. » survey of structure, equipment, and other re-
sources and their ulilization—not just what is on the
books, but what is actually out there in the field) would
be high on my list. | would also like 10 see a survey of
patent owners on the use and potential value of their

rty rights.

7] am not arguing thal too much is being currenlly
spent on agriculiural statistics. That would require a
substantive analysis, which has not been done. | am
saying, however, (hat the other areas of federal statis-
tics could use both more funding and a redirection of
existing funding. We sre also currenlly spending far
more on monthly employment and average hourly
earnings data than we spend to collect alf of the other
inputs and outpuls ennuslly. With Congressional prod-
ding. we spend much more on local-markets data than
on national-leve! data.
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recent attempt at getting more money for
economic statistics, the late “Boskin initia-
tive"? Central economic statistics do not
have a clear constituency that lobbies on
their behalf. Recent governments seem not
to care enough, or to have enough encrgy to
fight for something that has a more distant
horizon than the next election. One hopes
for some improvement in this situation from
the current administration. It has people
who know better in reasonably important
positions. Still, with the main focus on the
daily crisis and the continuing budget bat-
tles with Congress, 1 am not all that opti-
mistic. But if we want progress in this area,
if we care, we need to make our opinions
heard. We need to convince Congress (and
ourselves) that the requests for additional
funding of the statistical infrastructure are
justified as investments in general know!-
edge and more informed policy formation;
that they are not just self-serving, intended
to allow us to publish more articles or run
thousands more regressions; that it is in-
deed important to know what is happening
and to understand where we might be going
or drifting.'s

We need also to make observation, data
collection, and data analysis a more central
component of our graduate teaching. How
can we our community to fight for
the budgets of the BEA, BLS, or Census, if
the average student doesn't really know how
the data that they use are manufactured or
what the national accounts are made of.!®
We also need to teach them to go out and

;
|

peobably worty also about the overall
for economic research. As a percent.
scademic research funding, it fell from
t in 1979 to 1.2 percent in 1990. While the
economists doing academic research was
S percent per year, funds per researcher
in real terms at ~ 2.3 percent per year, and
these funds was also dropping
ly 27 percent (in 1989). At the
per researcher in the academy as

were rising at 0.4 percent per year (National
Science Board, 1991). What is it that we have been

receat shift toward 8 “three essays” Ph.D.
thesis is also not conducive 0 a serious involvement
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collect their own data on intcresting aspects
of the economy und to rely less on “given™
data from distant agencics.® There ure en-
couraging signs that some of this is huppen.
ing, especially in the micro arcu,_OQOnc is
much more cheercd by work such as that of
Robert Fogel (1986) on heights und nutri-
tion, Alan Krucger and Orlcy Ashenfelter
(1992) on twins, Richard Levin ct al. (1987)
on the appropriability of technology,
Rebecca Henderson and Cockburn on phur-
maceutical R&D, Richard Frecman and
Harry Holtzer (1986) on inncr-city youths,
Schankerman and Pakes (1986) on patent
renewal data, Manuel Trajtcnberg (1990a)
on CT scanners, and Trajtenberg (1990b)
and Adam Jaffe et al. (1993) on patent
citations, where researchers go out. collect.
and create new data sets, than by the
20,000th regression on the Robert Summers
and Alan Heston (1991) data set, illuminat.
ing as it may be. But unless we transmit this
message to our students, we will not be able
to convince others that this is a cause worth

supporting.

Bunfortunately, the usage is apt. Data already
means “given” rather than coliected or observed.
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The Consumer Price Index for All Urban Consumers (CPI-U), published by the
Bureau of Labor Statistics (BLS), is the price index used to adjust thirty percent
of federal outlays for ch in the cost of living. In 1983 BLS made two significant
decisions on the treatment of housing costs. The first was to shift coats for home-
owners to a rental equivalent basis beginning in January 1983. The second was not
to revise the treatment of housing costs for 1982 and earlier years to reflect this
important conceptual change. As a consequence of thess decisions, the CPI has a
permanent upward bias of more than eleven percent.

Indexing of federal-programs to the CPI has had the effect of transferring respon-
sibility for federal fiscal policy from the Co and the President to technician
who are illequiprd to perform this policy- function. The two decisions taken
by BLS in 1983 have contributed substantially to the federal deficit and the growth
of federal indebtedness. In addition, these decisions have resulted in a massive
transfer of resources from the general uxpaer-gment and future-to the bene-
ficiaries of government programs indexed to the CPI. It is important to recognize
nthat this transfer cannot be justified as an adjustment for changes in the cost of

ving.

In testimony before the Committee on Finance Dr. Alan Greenspan, Chairman of
the Federal Reserve Board, has proposed the establishment of a commission to rec-
ommend annual cost of liv{nz atﬁua ents to the Co and the President. This
is motivated by the possibility of systematic biases in the rate of inflation estimated
from changes in the CPI. The permanent bias in the level of the CPI resulting from
the BLS decisions of 1983 requires a different approach. In this testimony I meoue
that this bias be rectified as gart of a comprehensive program of deficit reduction.

On February 26, 1983, the Bureau of Labor Statistics (BLS) introduced an impor-
tant technical modification in the Consumer Price Index for All Urban Consumers
(CPI-U). This altered the treatment of housing costs by shifting the costs for home-
owners to a rental equivalent basis. The ch was first announced by Commis-
sioner of Labor Statistics Janet Norwood in a artment of Labor Press Release
isaued on October 27, 1981. This announcement and subsequent documentation pub-
lished by BLS! provide a detailed rationale for the change.

The rental equivalent measure of housing costs introduced with the CPI-U for
January 1983 was a conceptual improvement and has been retained in subsequent
official publications. However, housing costs in 1982 and preceding years employed
a *homeownership” measure “ . . based on house prices, mortgage interest rates,
property taxes and insurance, and maintenance costs.”? The treatment of housing
costs prior to 1983 was not modified in publishing the revised CPI-U, so that the
nsw treatment of hcusing introduced a discrepancy in the conceptual basis for the
CPI-U before and after 1988.

In the accompanying chart I compare the CPI-U with an alternative measure of
the cost of living that treats housing on a consistent basis. This alternative measure
is based on the implicit deflator for Personal Consumption Expenditures in the U.S,
National Income and Product Accounts.3 Both price indices cover the period 1947
to 1991 and are expressed in terms of 1973 as a base year (1973 = 100.0). Between
1968 and 1982 the CPI grew by more than eleven percent (11.4%), relative to the
PCE deflator. Before 1968 and after 1982 the CPI and the PCE deflator grew at
easentially similar rates.

What accounts for the difference between the behavior of the CPI and the PCE
deflator during the period between 1968 and 19827 Both indices are based on the
same rgmary data source, namely, the information on consumer prices collected by
the BLS for the p of constructing the CPI. However, the PCE deflator em-
ploys a rental equivalent treatment of housing throughout the period, while the CPI
uses this approach to housing costs only after Jan 1983.4

In aummag the BLS made two decisions in reﬁaing the treatment of housing
costs in the CPI-U in 1983. The first decision was to change the treatment of hous-
ing costs to a rental equivalent basis beginning in January 1983. The second was

1 Bureau of Labor Statistics (1988).
2Gillingham and Lane (1982), p. 9.

3 Alternative cost of living have been analyzed by Jorgenson (1990) and Slesnick
(1991). The co basis for cost of living measures is discussed by Diewert (1993).
4BLS has de “experimental” price indices extending back to 1967 based on a rental

ve 1
valent treatment of housing, for example, the price index labeled CPI-U X1 in BLS (1988).
foowi;.Sg the official version of the CPI-U does not incorporate these data on housing costs be-
re ,
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.not to revise the treatment of housing costs for 1682 and earlier years. As a con-
sequence of these two decisions the level of the CPI-U is more than eleven percent
above the level of the implicit deflator for PCE, a measure of the cost of living based

same primary data sources but with a consistent treatment of housing costs.
The issue Eoood for fiscal policy makers by the inconsistent treatment of housing
costs in the CPI-U before and r January 1983 has been stated with admirable
clarity by the Congressional Budget Office (1994):

e budgetary effect of overestimate of changes in the cost of li high-
lights the possibility of a shift in the distribution of wealth. If the CP1 an
upward bias, some federal programs would overcompensate for the effect of
price changes on li standards, and wealth would be transferred from young-
er and future generations to current recipients of indexed federal programs-an
effect that legislators may not have intended.5

The Congressional Budget Office (1994) has pointed out that Social Security is by
far the most important of the federal outlays that are indexed to the CPI-U. How-
ever, Supplemental Security Income, Mili Retirement, and Civil Service Retire-
ment are significant programs that are ly indexed. Other federal retirement
p::framn Railroad Retirement, veterans’ compensation and pensions, and the Fed-
e Empioyees' Compensation Act also contain provisions for indexing and are af-
fected '3' the two decisions taken by BLS in 1988. Altogether thirty percent of fed-
eral outlays are indexed to the CPI.U, These out are more than eleven percent
higher than can be justified on the basis of a cost of living adjustment.

federal revenues also affected by the BLS decisions of 1983? The Economic

Recovery Tax Act of 1981 indexed individual income tax brackets and the personal
exemption to the CPI-U. However, tax changes were initially based only on price
changes in 1983 and 1984, so that federal revenues have not been affected by the
upward bias in the CPI. Accordingly, policy measures for rectifying the effects of
this bias should focus on outlays rather than revenues.

How important are the bu consequences of a permanent upward bias of
more than eleven percent in the CPI-U? Obviously, a precise anawer to this question
would require extended study, taking into account the timing of the growth in the
bias between 1968 and 1982, the parallel development of indexing provisions in spe-
cific federal outlays, and interest on the accumulation of debt that resulted. How-
ever, a rough calculation, exclu interest on the accumulated debt, suggests that
the bias produced an increase of 3.42 percent in federal outlays of $1.5 trillion in
fiscal 1995 or $50 billion. This is more than twenty-eight percent of the federal defi-
cit of $176 billions projected by the Congressional Budget Office (1996).

Important studies by the Congressional Budget Office (1994) and the Federal Re-
serve Board (1994) havmutod that rates of inflation estimated from the CPI
may be systematically b . This possibility raises different issues from those re-
lated to a permanent bias in the level of the CPI. Federal Reserve Board Chairman
Alan Greenspan (1995) has suggested in testimony before the Senate Finance Com-
mittee that a national commission be created to make annual recommendations for
cost of living adjustments to federal revenue and outlays. The existence of a perma-
nent bias in the level of the CPI requires a different approach.

The bias of more than eleven percent in the level of the CP] was created by a

wing discrepancy between the CPI and a cost of living index such as the implicit
eflator of PCE during the period 1868 to 1982, After the two BLS decisions of 1983
this bias stopped growing and contributed nothing to the rate of inflation. The in-
creases in federal outhﬁm resulting from this bias are the consequence of an inap-
Eropriate treatment of housing costs before 1983 and cannot be justified as cost of
ving adjustments. These increases have resulted in huge transfers to beneficiaries
of indexed programs that are totally devoid of any economic rationale.

The Committee on Finance is now entering a debate over the elimination of the
federal deficit. A successful deficit reduction program must balance the interests of
a large number of federal constituencies-all of whom could benefit from deficit re-
duction. However, equalizing relative gains from deficit reduction will require the
- use of a wide array of policy instruments. Elimination of the transfers resulting
from the upward bias in the level of the CPI is an important policy instrument for
deficit reduction. In fact, the employment of this instrument as part of a comprehen-
sive program could facilitate the imposition of outlay reductions that might
otherwise be politi easible.

8 Congressional Budget Office (1094), p. 83.
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PREPARED STATEMENT OF JANET L. NORWOOD *

Mr. Chairman and Members of the Committee: It is a rmnt pleasure for me to
appear once more before this Committes. 1 am oogoddlv tg eased to have the oppor-
tunity to discuss issues relating to the calculation of the Consumer Price Index
(CPI). My know! of the CPI goes back a long way. I served for several years
as Chief of the Division at the Bureau of Labor Statistics (BLS) with direct respon-
sibility for compiling the index, and later as Des:t? Commissioner and Commis-
sioner, I was responsible for overseeing CPI compilation and improvement as a part
of the overall labor statistics p . I encouraged BLS research on the index and
supported publication of the findings. I note that much of the current controversy
about the CPI is based on research done at the Bureau

The invitation to g:ovide testimony this mo assumes that the CPl is over-
stated and needs to be “fixed.” The assumption is that professional economists, pub-
lic policy analysts, and the general public have clear knowledge that the CPI is too
Mgg? that they know the precise amount of that overstatement, and that they know
exa how to improve it. I do not agree with that view. It is true that researchers
have found examples of overstatement in individual components of the CP], but I
know of no comprehensive examination of all components, including those which
may be understated. While it may well be true that the indexation of entitlement
ﬁlrognmn has proved to be expensive, it is not at all clear that the problem with

dexation is that the overall CPI overstates the rate of inflation. The CPI, like all
other statistical measures, is not perfect; but it comes out extremely well when com-
pared to the indexes of most other industrialized countries.

The CPI is one of the most complex of all of the government’s statistical indica-
tors. It involves massive data collection and compilation, all accomplished on a very
short time horizon. The CPI(U) covers the expenditure experience of the urban pop-
ulation of the country, whereas the CPI(W), currently used in most federal govern-
ment indexation, covers a much smaller group, only about 32 percent of the popu-
lation. In the past, I have testified before Congressional Committees on the possibil-
ity of eox}lx{ilini special indexes, e.g., to represent the expenditures of the older pop-
ulation. Thus far, however, no complete program of data collection relevant to the
older population or any other special group has been undertaken.

Many of my colleagues in the economics profession have reviewed with the Com-
mittee their work on as of the CPI which conclude that, for the component or
products covered, the CPI overstates the rate of price change. These studies us
point to three general problems in index making: (1) substitution in response to rel-
ative price change; (2) problems associated with the introduction of new items; new
retail outlets, and (3)the manner of adjusting the price for a change in the quality
of a product. Let me briefly discuss my views on each.

SUBSTITUTION IN RESPONSE TO RELATIVE PRICE CHANGE

People often change the quantities that they buy in response to changes in the
rices between commodities, substituting the cheaper for the more ex&ensive one.
is is an important issue, although there is general agreement in the research
community that the effect of this substitution has been an upward bias, but the
amount of the bias has been &uite small. This issue is, of course, associated with
what is usually referred to as the “market basket” or “fixed weight” effect.

Some have suggested that changing the weights more frequently, even every year,
would produce more accuracy. BLS practice has been to revise the CPI once every
10 years, but there is nothing magic about the 10-year interval. In fact, budget prob-
lems have sometimes extended the interval. I believe that the CPI should remain
a base-weighted index and would, therefore, oppose an index which shifted weights
each year. But, if empirical research demonstrated the desirability of more frequent
updating at 5- or 7-year intervals instead of 10 years, that might be a useful
thing to do. In the meantime, Congress should provide for automatic consideration
of CPI revision plans at least once each decade. Periodic revision of the CPI should
be an integral part of the CPI p , and steps should be taken to ensure that
a budget for a revision be submi for Co ional consideration in the year fol-
lo the taking of the decennial Census. This could be accomplished by providing
the BLS with a periodic budget in addition to its current budget, in much the same
:‘ydl?d the periodic consideration of the Economic and Agricultural Censuses are

andled.

* Any opinions expressed hersin are solely the author's and should not be attributed to The
Urban Institute, its officers, or funders.
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INTRODUCTION OF NEW PRODUCTS AND OUTLETS

Some ressarchers have concluded that the problems associated with the introduc-
tion of new products and retail outlets t in upward bias in the index. While
BLS has already taken steps to improve many of its procedures to reduce those bi-
ases, &r&blm associated with the introduction of new products remain one of the
most difficult problems in index compilation.

I believe, however, that the outlet sample revision (and the associated item sam-
ple initiation) would be improved if it were carried out over a shorter cycle than
the current 5-year pace. The original plan for outlet rotation ﬁro in 1978 was
to use a 8-ysar rotation cycle (one of the CPI each year). rtunately, budget
constraints that remain in effect forced extension of outlet rotation to a &5-
year cycle. One additional point should also be made here. The very small sample
size for the continuing Consumer Expenditure Survey (CE), from which the CPI
market basket is drawn, is a considerable constraint on the BLS in its work to im-
Emo the CPI. It took the BLS some 30 years to get authorization to conduct the

E on a eontinulns‘zuh. rather than once every decade as a part of a CPI revision.
IL:: time to put that program on a sounder foundation by expanding CE sample
size.

QUALITY CHANGE

One of the most widely discussed criticisms of the Consumer Price Index is that
it does not adequately adjust for ch s in the quality of the goods and services
that are priced, and many economists believe that this problem of quality improve-
ment results in CPI overstatement. But this is not a new issue, nor {s there much
lfoemont on the extent of the ible resulting bias. More than 25 years X
when 1 was in the price Re Division at the BLS, economists were stu
quality issues. We have learned a lot since that time, and many improve-
ments in adjustment—some s ted bg' economists on this el today—have
been incorporated in the index. But the fact is that we do not know how to solve
the problems caused by the changes in guality for all of the goods and services
priced for the index. Indeed, we cannot even be sure that quality has improved for
some of these items. While many improvements have occurred, especially in techno-
logically advanced areas, we also all know of areas in which a deterioration in qual-
ity has occurred. The BLS makes a very strong effort to ensure that changes in
&uality are taken into account, but it is difficult, sometimes impossible, to isolate

e exact effect of some quality changes.

The point of all this is that qbualit changes are made for many products when
the data required are available, but that we do not know how the quality improve-
ments balance off against the quality deterioration that has also taken place. Last
week, for example, on an airplane trip to Texas, I was informed that meals and even
snacks had been discontinued for flights of 3 hours or less. I am not aware of any
upward adjustment for that reduction in quality. On occasion, the electricity service
in vacation home in Maine shuts off, but my electric bill is not adjusted for this
*blackout.” The deterioration in our nation’s educational systems has been discussed
for many years now, but the larger and larger class sizes, the increasing inadequa-
cies of university library facilities, and the shifting of resource allocation from the
teaching staff to administrative staff does not result in an upward adjustment in
o e Pre coitics ?e?icm‘um the things th le b always im

any e 's critics believe that the at people buy are always im-
proving and that the change in quality can be easily recognized, that data are avail-
able for use in the index, and that the methods of adjustment are always clearly
understood. But the issues are eomglex, and problems abound. Take, for example,
the BLS index for automobiles, where quality adjustments have been made for
mux:'em now. During the 1950’s and 1960’s, BLS adjusted for the improved q_’ual-
ity that occurred as automobiles became larger and more powerful. In the 1970’s,
however, the reverse was true. The downsizing of engines and automobile size was
considered :&uali?' improvement. As government environmental and safety regula-
tions have the manufacture of automobiles, the new car prices were ad-
usted downward for the improved quality, even though many consumers would not

ve purchased the additional equipment out of choice. .

In short, there is much we know about price measurement, but much remains to
be discovered. A great deal of progress has been made, although there is, of course,
more to do. I believe that we know neither the amount of the quality change effect
nor whether it causes the index to be over- or under-stated.
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THE CP1 AND THE POLICY OF INDEXATION

The indexation of Social Security benefits and other government programs was
initiated by the Congress in an effort to .rmvide recipients with protection from in-
flation. Indexation removed Congressional discretion by making the escalation auto-
matic through use of an objective, non-political statistical measure—the CPI. Twen-
ty years ago, when automatic CPI indexation was initiated, the effect was in fact
to slow the rate of Social Security payment increases.

‘I‘odnf, we face a different situation., The problem, I submit, is not how to adjust
the CPl, but whether the country can afford the amount of indexation provided by
law. The question here is not one of measurement but rather one of socfe.l and eco-
nomic ﬁc:licr The Congress should not attempt to solve a political groblem by legis-
lating the [evel of a statistical index. I can think of nothing that would be more
damaging to the nation's statistical system.

PREPARED STATEMENT OF JUNE E. O'NEILL

Mr. Chairman and Members of the Committee, I am pleased to be with you this
moming to comment on the consumer price index (CPI). The CPI is widely used as
an indicator of inflation and changes in the cost of hvmge It is of considerable impor-
tance to the federal budget because it is used to index benefits in major entitlement
Bro{nms as well as to adjust income tax brackets. Yet many experts argue that the

Pl consistently overstates ch s in prices and, therefore, provides an inaccurate
measure of changes in the cost of living. That potential upward bias in cost-of-living
adjustments has spurred the recent controversy about the CPI,

e Co ional Budget Office’s (CBO’s) review of available evidence indicates
that the CPI does in fact overstate the increase in the cost of living for the overall
population. The extent of that upward bias is-not known with certainty. But the em-
mrieal evidence, which addresses many but not all of the possible sources of bias,

dicates that the CPI probably overstates growth in the cost of livin&by between
0.2 and 0.8 rfarcentage points a year. Other potential sources of bias that have not
yet been verified empirically may offset to some extent or greatly add to the meas-
ured overstatement.!

WHY THE CONSUMER PRICE INDEX IS IMPORTANT

Measuring changes in the cost of living has important effects on the federal budg-
et and, as you are well aware, is particularly important for those portions of the
federal budget over which this Committee has jurisdiction. The rate of increase of
the CPI determines the size of the cost-of-living adjustment for Social Security and
other federal transfer programs, and it is also used to adjust income tax brackets
and personal exemptions. For example, if the CPI grew 0.5 percentage points slower
than the CBO budget haseline assumes from 1 through 2000, but all other as-
pects of the economic forecast were unchanged, by the year 2000 tax collections
would be close to $10 billion higher and spending would be $13 billion lower than
CBO cun_‘entl& projects (see Table 1).2 If one includes the effects of the savings on
debt service, the deficit in 2000 would be about $26 billion lower.

Although the CPI has a huge effect on the federal budget, everyone should be con-
cerned about the accuracy of available measures of the cost of living even if the
budget was not directly affected. Measuring changes in prices has important effects
on people’s perceptions of the performance of the U.S. economy, including growth
of real output, &roductivity. wages, and the standard of living in general. If the
change in the CPI overstates the actual growth in livief costs, we will be misled
into king that the growth of the U.S. standard of living is slower than is actu-
ally the case. Ex ration in the CPI also means that the growth rates of real
gou domestic product (GDP), productivity, and real wages appear to be lower

an they actually are. GDP and measures of productivity are affected because de-
tailed CPI price series are used as price deflators for roughly 60 percent of the ex-
penditures that make up the GDP. If the growth of those prices is overstated, the
growth of real expenditures—that is, real GDP—will be un erstated. In turn, meas-
ures of productivity are affected because productivity is essentially real GDP divided
by total hours worked.

18¢¢ nal Bu Office, Is the Growth of the CPI a Biased Measure of Changes in
he e B et Oetanber. e o

3 Bureau of Labor Statistics currently publishes two versions of the consumer price index.
of the population); the other (the chw)ing onfho‘u wmémt&an:
earners and clerical workers (32 percent of the oz), The CPI-W is used s the cost-of.
living adjustment for Social ty, whereas the CPI-U is used for the income tax.
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TABLE 1.—EFFECT ON THE DEFICIT IF CP1 GROWTH IS 0.6 PERCENTAGE
POINTS SLOWER THAN ASSUMED IN THE CBO BASELINE

! (In bilkions of dollars)
19068 1997 1908 1999 2000

Change in Revenues! ...........ccccrininnnne -09 -20 -4.5 -687{ ' -96

Change in Outlays Soclal Security
and Railroad Retirement ................. -1.3 -38.1 -8.1 -1 -9.3
Supplemental Security Income ........... -0.1 -0.3 -04 -06 -1.0
Civil Service Retirement .............cecce0u -0.1 -0.3 -0.8 -08 -1.0
Military Retirement ............ccouvnnivinnine ®) -0.2 -0.8 -06 -0.8
Veterans' compensation and pensions -0.1 -0.2 -0.3 -038 =05
Earned income tax credit? ............eiees (® ~0.3 -0.5 -0.9 -13
Other? .......ccnveinnnmmeinsmsmens ) @) (O] ® @)
Offaetat ......cooovvennnensernrnensnnssens ()] ®) 0.1 0.2 0.4
Change in Total Outlays ........... -1.5 -4.8 -7.0 -10.1 -13.8
Debt Service ..........ovennienennninnie -0.1 -0.4 -1.0 -20 -83
Change in Deficit ...........ccocernniinnninniine -38 -8.7 -132.6 -18.8 -26.2

SOURCE: Congressional Budget Office.

1Preliminary estimates by CBO. The Joint Committes on Taxation would estimate any actual legislation.
m‘l‘:omwwm?unhwnﬂtbamﬁnmbummymmwdt

on.

3 Federal B:gloyn Compensation Act, foreign service retirement, Public Health Servios retirement, and
Coast Guard retirement.

q:em..u.dsm.uwwamrmmmuwummmwvmumm
men

The operation of government policy also can be misled if price measures are
faulty. The uncertainty about the CPI can affect mone policy, although the mon-
etary authorities also consider other measures of price change as well as additional
information on w. and use of capacity. The mismeasurement of price chal:ge
could, however, affect other policies even more. Distortions in measures of the
growth in real wages or output, or in the measure of the number of families in pov-
erty (which is determined in part by the CPI measure), can affect both specific pro-
grams and fiscal policy in general.

The budgetary impact of overestimated changes in the cost of living also results
in an unintended shift in the distribution of wealth. If the CPI had an upward bias,
some federal programs would grow too fast because they overcompensate for the ef-
fect of price changes on livh% standards. Consequently, wealth would be transferred

younger workers and future generations to current recipients of indexed fed-
eral programs—an effect that legislators may not have intended.

CAUSES OF OVERSTATEMENT IN THE CPI

The CPI is basically a fixed-weight index of prices. The weights are determined
by surveys of how urban residents spend their money, and the current CPI uses as
weights the average spending patterns of more than 10 years ago—specifically, the
1982-1984 period. Collecting the ofrieea used in constructing the CPI is a horgg and
complex endeavor. The Bureau of Labor Statistics (BLS) surveys about 26 out-
lets each month and collects prices for about 95,000 goods and eervices. The task
is magnified by the need to bring new items and outlets into the survey re{narly

Three problem areas have been identified as contributing to an upward bias in
the measures. First, the index does not fully capture ch s in consumer buying
patterns that offset price increases. Second, a technical problem exists that relates
to the rotation of store outlets. Third, adjustments for improvements in the q
of goto;h and services (including the introduction of new goods) appear to be inad-
equate.

SUBSTITUTION BIAS

Consumer buying patterns change in part in res to changes in relative
rices. Because the CB‘Il is a fixed-weight ig:lex with tge weights based on the 1982-
984 market basket, it does not reflect how consumers substitute relatively low-

priced for high-priced s. To use a common example, if the price of chicken
rises tive to the price of beef, consumers will buy more beef and less chicken,
thereby mitigating the adverse e of the price increase in chicken on their stand-
ard of living. A strong consensus exists that the CPI overstates the change in the
cost of living by about 0.2 percsntage points because it does not take into account
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how consumers respond to changing prices. That source of overstatement in the cost
of living by the CPR- referred to as rubltitution bias.

SAMPLE ROTATION BIAS

In 1978, in an effort to keep the mix of items and outlets up to date, the Bureau
of Labor Statistics instituted & procedure called sample rotation, in which 20 per-
cent of the outlets used in the CPI surveys could be u&iated every . Surv&n
of consumer shopping patterns are conducted, and the items selected for use in the
CPI come from the outlets that <>nsumers most commonly use. That process permits
new &roductl as well as new outlets to enter the survey.

Although the procedure of sample rotation improved the quality of the CPI on bal-
ance, the BLS vered that its benefits may have been partially offset by an u
ward bias inherent in the procedure. Items that increased more rapidly in price
the months following the rotation of outlets in the CPI survey tended to be given
too much weight in the index, thereby creating an upward bias in measured prices.

The prices of items most ouhject to bias from sample rotation are those that v
a great deal, such as food and clothi foﬁm. However, as of last January, the B
instituted a procedure that is axpoct:ﬁ remove the bias for food prices. Moreover,
groeedum e BLS introduced a few years ago may have eliminated some of the

ias from sample rotation for clothing. The remaining bias stemming from sample
lr;)tation might still contribute 0.1 percentage point toward overstating the cost of

CHANGES IN QUALITY

The third major reason for the overstatement of changes in the cost of livingg/
flects the difficulties in accounting for changes in quality—including, as an extreme
aspect of the qualit)&problem. the advent o entire!{ new goods or services. For ex-
ample, if the price of a tire increases but the q uro? of the tire is improved, then
the ch in the cost of living cannot be meas as simply a change in price.
If the pﬂee doubles but the tire lasts twice as long, and other important qualities

the tire (traction, ride, and the like) are also better, then the quality-adjusted

price change may in fact be zero or even negative.
. Accounting for changes in quality, however, is often extremely difficult. Estimat-
ing changes in quality is relative eat?r for some goods and services, such as tires.
But it is much more difficult to adjust for the change in the quality of banking serv-
ices as a result of widespread use of automatic teller machines or the change in the
quality of audio equipment. Furthermore, some goods and services may defy at-
tempts to estimate changes in qualx;ﬁ'. How, for example, could one adjust a physi-
ciani:? prices for changes in the ability of the physician to make the correct diag-
nos

In fact, measuring the prices of medical care presents some of the thorniest prob-
lems in price measurement. One major problem is identifying what product to meas-
ure. Should the index track the prices of various treatments, or should it track spe-
cific procedures? 'l‘rackininapocxﬁc procedures—such as a course of antibiotics, a
type of surgery, or a day in the hospital—could be extremely misleading. If an a
pendectomy required four d:{: in the hospital 10 years ago but currently entai
only one day, then an index that measures the cost of a hospital day could seriously
misrepresent the chuxes in the true cost of treating appendicitis. Similarly, if sur-

r{ or a specific condition was replaced by a drufntreatment that was cheaper and -
,f:c as effective, the cost-of-living index would be inaccurate unless it reflected that
switch from surgery to drug treatment. .

The CPI does not account for man;""tlypn of changes in the quality of medical
care. Virtually every aspect of medical care has undergone rapid technological
change. The treatment of cataracts, the %uahg of diagnostic equipment, dental serv-
ices, surgical techniques, anasthetics, and so forth have ¢ radi in the last
20 years. But it would be extremely difficult to place a value on such changes in
quality—for example, the welfare benefit of a new type of anesthetic. i

A few studies have focused on certain problems in the health area. Studies of pre-
scription drugs indicate that current price measures grossly overstate the increase
in qualit{-ad)ultod prices, primarily because of inadequate adjustments for qual\:,y‘
but also use generic drugs are given too little weight. The amount of
in other areas of medical care is too sparse, however, to assess the extent of poten-
tial mismeasurement.

New goods and services present some of the same problems, which are
compounded by the need to identify the new goods as soon as they become a s -
cant part of consumer purchases. The introduction of videocassette recorders (VCRs)
is a good example of the problems posed by new goods. VCRs were brought into the
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CP1 survey slowly, with a that understated their importance in consumer

urchases. Consequently, the initial decline in the price of V was not fully re-
ﬁoaod in the CPI. The introduction of VCRs, and other succezsful new products, in-
creased the welfare of consumers (as evidenced by rapid acceptance of VCRs by con-
sumers even at their initial high prices).

In theory, a price index should reflect the increase in welfare that accompanies
the introduction of a successful product. Unfortunately, the procedures for doing so
are difficult, and the procedures do not always result in conclusive estimates of the
increase in welfare.

The Bureau of Labor Statistics makes adjustments for quality ch for numer-
ous components of the CPI, and indeed in some instances it may overadjust for qual-
ity change, thereby understating the price increase for that item. However, although
more research is needed to determine the extent of bias, on balance the CPI is be-
lieved to understate improvements in quality. Because of the paucity of studies in
this area, the range of estimates of bias that stems from the problems of quality
adjustment is large. Some analysts believe that the bias may be small, on the order
of m?, percentage points, whereas others feel that it may be as much as 1 percentage
po!

WHAT CAN BE DONE?

There is no obvious, simple way to measure accurately changes in the cost of liv-
ln%‘Over the years, the Bureau of Labor Statistics has sought to make the CPI a
better measure of 'Rriee change—in fact, much of the best research on the CPI has
been produced by the BLS—but many difficulties remain.

The problem the government faces is that the CPI has been used to index benefits
and income tax brackets as tho it was a true cost-of-living measure. Con-
sequently, the upward bias in the CPI has had the unintended consequence of in-

the deficit. In dealing with that problem, however, poli ers need to

p cautiously in advocating ch to the CPI. The ibility of the CPI as

. well as the process of revising the CP] should be maintained. A r reason for

the CPI's wide aceo&tanee is its credibility. A reliable index is needed so that indi-

viduals, firms, and the government will be willinﬁ to enter into long-term contracts
that are implicitly or explicitly indexed for price change.

There are three, not necessarily exclusive, options that this Committee could pur-
sue in response to the CPI problem: 1) maintain the status quo, awaiting scheduled
changes in the CPI and supporting the efforts of the Bureau of Labor Statistics to
improve the CPI as a measure of inflation; 2) determine, with the assistance of a
panel of experts, an adjustment factor that could be applied to the CPI in the short
run to bring it closer to a true cost-of-living index; and 3) establish a commission
to examine thoroughlﬁ the indexes used to adjust government programs for in-
creases in the cost of living and recommend how best to measure the cost of living.

The downside of the first option—maintaining the status quo—is that deficits wi
continue to grow as a result of flaws in the msbof-ﬁvin%a justments. The bureau
is continually trying to improve the CPI. In 1998, the Bureau of Labor Statistics
will conduct a major revision of the index, in which the base period will be changed
to 1998-19956; other modifications may be introduced at that time. Moreover, the
BLS is conducting research on other issues, which may briﬁ improvements in ths
long term. But those scheduled changes would still potentially leave a substantial
upward bias in the CPI.

The second option, which would call for legislative action on the part of this Com-
mittee, recognizes that some consensus exists on the apparent magnitude of bias in
the Cl‘l, particularly concerning the lower bound. For example, a number of studies
over the years have found that bias from commodity substitution alone is on the
order of O.i‘)eroentage points a year. Although the bias may lessen as the BLS im-
proves its calculation of the CPI, the evidence s sts that subtracting 0.2 percent-
age points from the CPI-U as it is currently calculated is warranted.

er potential biases have not been researched sufficiently to provide the basis
for a consensus. However, a panel of experts could weigh the available evidence and
advise the Congress on the approximate rctlzgu to which the CPl may overstate in-
creases in the cost of living. That undertaking would not entail changing the cal-
culation of the CPI itself. If an adjustment factor could be agreed on, the statutory
formulas for indexing could be changed to raflect that adjustment. )

The third option—establishing a commission to undertake a broad review of in-
dexation—recognizes that the appropriateness of the indexes now used may require
a comprehensive review. For example, the CPI-W is used to index Social Security
payments, but there is no reason to believe that the lpend.hﬁ tterns of urban
wage and clerical workers are representative of the spending &d&l Security re-
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cipients. In addition, it may be more appropriate to include government services in
the mix of goods and services that are priced, or to use a different weight for medi-.
cal care than that used by the CPI.

CONCLUSION

The CPl has considerable effects on the federal budget—both on spend and
revenues. Further, people’s perceptions of the economy and the soundness of eco-
pomic policies depend on the ity and aIppropriate use of the CPI. The current
debate about the degree to which the CPI can be used as a cost-of-living index
should {i:ld positive results. Although many of the questions raised about the index
cannot be easily answered, the effort to improve the CPI will set the basis for more
informed policy in the future.

RESPONSES TO QUESTIONS FROM SENATOR PRYOR

Question 1: Over half of the “new” drugs produced by the pharmaceutical indultg
over the ?:st 12 years duplicated already on the market. Those drugs whi
are truly innovative, or breakthrough, in nature are also largly immune to competi-
tion and other market forces, according to the Office of Technology Assessment
(OTA). As a result, manufacturers have charged as much as $350, a year for
R:eakthlyx:h drugs such as Ceredase. How has CBO accounted for these factors in

ana
of?ingwer: CBO :oncludod til;at the Cl:l overstates the rst:h o{ ill:xc:eueba ug l;he cost
ving caused by changes in prescription drug prices and that this pro causes
an upward bias in the overall CPI o? 0.1 percentage point or less. That conclusion
was gned on a review of four studies that collectively cover a large fraction of pre-
scription drug sales. The studies focused on the %:ality adjustment of prices and the
degree to which the official price measures may be giving too little weight to generic

CBO’s analysis did not specifically address how of the new drugs duplicate
drugs already on the market or the degree to which pricing is immune from
competition. Failure to address those questions does not undermfne the conclusion
of the analysis, however, since its purpose was to investigate whether the CPI meas-
ures ptnéee appropriatefy for use as a cost-of-living index, not the degree of price
competition.

It should be noted, however, that even though many of the new drugs may not
serve to dramatically increase medical capabilities, they can bring price competition
into a therapeutic area. According to one study sponsored by t)z:dpharmaoeutical in-
dustry, in therapeutic areas in which treatments already existed, new drugs intro-
duced during 1991 and 1992 were launched with prices that avero&ed 14 percent
below those of the market leader. New products in the most active therapeutic cat-
egories averaged 36 percent less.! Another recent study an 148 drugs intro-
duced into the U.S. market between 1978 and 1987. The authors found that more
than half of those substances that provided the same benefits as existing drugs but
offered no increase in therapeutic potential were introduced at prices below the mar-
ket leaders, and the study concluded, *both the introductory price and subsequent
price increases are lower when there are more substitutes in the market.”?

In instances in which there are only one or two imitators, competitive pressures

not be substantial. In many cases, several drugs will be appropriate to treat
a given condition but will be imperfect substitutes. Each drug may have its particu-
lar strengths, weaknesses, and side offects. Thus, a doctor may treat the sam= mal-
ady differently in different patients. Even when firms compete, they may pr'unaril{
use nonprice factors to do so0. A firm may, for example, increase its promotional ef-
forts as a way of increasing market share. Price competition is more likely to occur
after several rival manufacturers enter the scene. The fact that some drugs may not
have close substitutes gives the pharmaceutical companies some market power.

m althoxlxgh ex f n_n&ve, cx: used to ttrlyentt t:l rare cotndmon that o eicfu :nall“tiix;
ma ) people worldwide. Consequently, it does not figure largely, if at all,
the buying patterns of the typical consumer and in the CPI. Furthermore, Ce
is an extreme case that has not been replicated since its approval in 1891, There
have been other nsive drugs, and other broakthrough drugs, but none that has
reached this level of cost.

1Boston Consulting Group, The Chwﬁzsﬂ'nvirmmu for U.8. Pharmaceuticals (New York:

Boston Group, A%ﬁl 1998), p,
3John Lu and S.Comnor,PBtn Priciﬁ‘of-NewPhnmmﬁuh"(pawm
sented at the American Economics Association, , January 1984), p. 26,

91-537 0~-95 -6
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Breakthrough drugs do not account for the largeat amount of consumer spendi
on prescription drugs. The d that dominate U.S. pharmaceutical spending, an
hence are likely to affect the CPI, are to be found in therapeutic categories such
as ulcer medicine or antihypertensives where they often face some (albeit imperfect)
brand-name competition, which limits the ability of any single company to raise
prices arbitrarily. Furthermore, in most major therapeutic categories, one or more
of the major brand-name drugs has come off patent, permitting generic entry. By
the end of 1995, eight of the 20 beat-sellirx;s dru%: in the United States will no
longer erui?y patent protection. That may uce the ability of producers of other
drugs in the same therapeutic categories to sustain major price increases.

Question 2: At present, there is widespread debate over how best to objectivglﬁ
measure the cost-effectiveness of new prescription drugs. Reliable metrics are sti
being develo and have yet to be uniformly implemented or accepted. In the ab-
sence of established methods, how can price measures be modified to capture quali-
tative improvements attributable to new therapies?

Answer: Although it is difficult to determine quality-adjusted prices for prescrip-
tion drugs, it is possible to develop better price indexes than are now used for a
significant number of drugs. When a variety of d for treating a specific condition
have been available for a fairly long time—say, 10 or 156 years—it is ible to

lean some evidence about the value of drug improvements to users. Many d

all in that category, and studies have provided useful evidence about how to de-
velop quality-adjusted price indexes for such drugs.3 Although such studies do not

rovide conclusive results about quality adjustment and have many shortcomings
they are subject to error and are both expensive and time-consuming), they indicate
that some t}ualit adjustment is possible. It might be impossible, however, to make
estimates of quality adjustments for a number of drugs, particularly those that have
iiramatical}er ifferent attributes than existing drugs or have not been on the market
ong enough.

'Iﬁ_\erefore, price indexes could be developed to capture qualitative improvements
attributable to new therapies for some new drugs, but developing reliable estimates
of quality change may not be possible for new therapies that are dramatically dif-
ferent from existing drug:.

Question 3: The October 1994 CBO analysis points out that “the grice of many
patcnted drugs increases rapidly when generic drugs become available . . . some
manufacturers may feel that they can maximize their profits by raising prices when
their Yatent expires.” Indeed percent of all generic drugs in the United States
are sold by brandname manufacturers. X

Has CBO ugdated its analysis to reflect the growing trend in “shadow ﬁricm )
whereby brandname manufacturers introduce generic drugs at prices which close
track those of the original, brandname products? Is CBO aware of any statistics doc-
umenting the reduction in cost savings which has resulted from this trend?

Answer: CBO is not aware of any major statistical or academic studies on ggricing
and market shares of generic drugs that have appeared since its October 1994 re-
port on the CPI. At that time, the academic literature clearly suggested that com-
Ketitlon from generic d reduced the average cost of treatment, although it may

ave increased the price charged for the brand-name drug. .

Recent trade ma(fazi es are consistent with the earlier academic literature, Over
the past year, evidence suggests that the brand-name companies have been more
aggressive than ever in reducing the prices of their genenc versions of products
coming off patent, in hopes of retaining market share. That move by brand-name
manufacturers has slowed the growth of the companies that manufacture only
neric dg'tgga, while not slowing the growth of generic drugs or the degree of price
competition.

Question 4: A recent GAO study recently found that Americans pay 32 percent
more for their prescription drugs than our Canadian neighbors. Recent history has
also shown how the cost of new drugs can severely strain the financial resources
of families and consumers who live on fixed incomes, such as many older Americans.

38ee Valerie Y. Suslow, Are There Better Ways to Spell Relieft A Hedonic Pricing Analysis
of Ulcer s, Conference Paper (Washington: D.C.: American Enterprise Institute, October
11993); Ernst R. Qemgt and S;t‘an N. Fink}alltein, Pno; Indz‘zle‘: fosr‘ﬁui- “’p;ri-teml;vc Drugs %
ncorporate Quality Change: ress ;nrlonc easibility ly, Wor aper No. 2
Prcohgnm on&e Pharmaeeuticalpl'mus , Sloan School of Management (Caml;‘g , Mass.: Mas-
sachusetts Institute of Technology, 1992), and A. Afuah, Technical Pro&nu and Market
Success in Pharmaceuticals: The Case of Chalesterol Ethical Drugs, orkl% Pager No. 3495-
92, m on the Pharmaceutical Industry, Sloan School of Managewmnent (Cambridge, Mass.:
Masgachusetts Institute of Technology, 1992).
. ::31-29 instance, see “Generic Market Invaded by Majors,” MedAd News (November 1994), pp.
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Wouldn't preocrifﬁon drug prices play an important role in a cost-of-living index for
older Americans

Answer: Preacription drug prices are more important for older people than for the
population as a whole. As of ber 1994, the relative importance, or weighting,
of out-of-pocket expenditures. on prescription drugs was about 2.0 percent for house-
holds headed by someone 62 or older, compared with 0.8 percent for all urban
households. Therefore, if an official cost-of-living index for the elderly was devel-
oped, prescription drugs would have a greater weight than in the current CPI-U.

PRRPARED STATEMENT OF ARIEL PAKES

Economic theory tells us that the change in the index of prices facing a given
consumer in a given period is the change in expenditures that are needed in order
to leave that consumer just as well off in the current period as the consumer had
been in the previous period. Probably the simplest way of getting an estimate of this
expenditure change is to take the basket of goods bought last period, use current
period prices to calculate the nditures needed to buy that same basket this
)Bdar, and then compare the calculated number to expenditures in the earlier period.

8 is equivalent to computing a weighted avemfe of the price changes between
itx)‘\p ﬁ:vlvo pggldoda, with weights equal to the share of the good in expenditures in the
itial period.

This simple procedure is in fact very close to what the BLS does. The basic dif-
ference is that the BLS calculates the change for a “representative” urban
consumer, and the weighta it uses for different commodity groups in the basket are
held fixed over a longish period (usually over a decade; as noted below there are
larger conceptual differences in the way the price changes are calculated in a small
number of eommodx? &roups). The goﬁs within the commodity group do change pe-
riodically because of their sample rotation procedures (about 20% of the products
are replaced each year, so the whole sample is replaced every 6 years), and because
goods disappear from the market, or rather from the market outlet that is being
sampled, and when they disappear they are replaced by similar goods at the same
outlet (this occurs to about 4% of the products each year{

As noted the theory J)roduees a different CPI for each individual depending on the
goods that the individual purchases, while the BLS is done for a representative
urban consumer. That is the BLS uses a representative basket of goods, a represent-
ative sample of the outlets at which those goods are purchased, and representative
varieties of the good in the chosen outlet. The first point to note then is that, given
how the CPI is used, it would seem to be worthwhile to calculate both the index
and the bias adjustments separately for average households in different age-income-
family size classes. This might require some change in sampling procedures (a
reo izational cost that should be small) and if we want to get precise estimates
for detailed classes we might need to expand the size of the samples being used
somewhat (this might be more expensive). However, given data and an upon
procedure it is easy enough to do the calculations for the different groups.

I will not belabor this point below, but I want to state at the outset that there
is good reason to believe that several of the bias adjustments that I (and others)
are discussing here are likely to have vory different implications for households with
different demographic and income characteristics. Thus if we ignore ‘he demo-
Fmphic and income breakdown the changes will favor some groups over others. I
me ou to judge both the normative and the political implications of implementing
8 .
I now move on to likely biases in the way the index is calculated; i.e. to measures

the difference between the expenditure change that would leave the consumer’s
welfare unchgﬁed between the two periods and the expenditure change implicit in
the way the is constructed. Even in a world where; i) all households had the
same prefarences and income, so that they all agree which baskets of goods are pre-
ferred to others, ii) and the goods available did not change over time, there is still
a source of bias in the way the CPI is calculated. To see this note that since relative
prices have changed in the second period, a consumer given an increase in expendi-
tures equal to the CPI's price change supplement should be able to do better than
buying the same basket he did last year by substituting out of those goods that have
become relatively more expensive and substituting into those that have become

cheaper.

Wg:t the CPI calculation does is insure that the consumer could consume the
same basket as last year and hence attain the same level of welfare. Once we allow
for substitution effects the expenditure change implicit in the CPI will generally
allow the consumer to do better. This “substitution” bias can be computed by actu-
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analyzing preferences directly and computing the change in expenditures that
would be needed in order to leave the consumer just as well off in the current period
as in the last period (allowing the consumer to substitute in the way the consumer
desires to substitute). The answer depends on precisely how the analysis is carried
o\&which is perhaps why the substitution adjustment is not currently done at the
BLS. However, this is one of the few topics I will touch on in which there is a fair
amount of ment on the relevant magnitudes. The substitution bias seems rel-
atively small, perhaps accounting for a .2% upward annual bias in the CPI (see, e.g.,
Wynne and §igalli, 994, and the literature cited there).

believe this is a number that you have seen before, and it is likely that it comes
from a review of estimates of substitution bias. Many economists, and I am one of
them, believe that substitution bias is likely to be the smallest of the sources of bias
in the CPI which I will discuss here. On the other hand given currently available
data and techniques it is the source of bias whose effect we can most easily quan-

tify.

e second source of bias I want to discuss is the bias caused by the fact that
“new goods” are marketed over time. Before going on here I should make it clear
that I am using the term “new goods” very broadly. Thus goods that are just a
slightly different “quality” (sometimes just a different labelling) of an old good, or
even an old good which 18 marketed in a new outlet (e.g. hy mail order), are consid-
ered “new goods” in the following discussion (and I hope you will soon understand

).

learly if the good was not available in the base period, we cannot calculate the
change in its price between the base and the current period. The discussion of the
treatment of new goods usually centers around two 1ssues. One is the speed at
which new goods are included in the commodity basket (are we calculating price
changes for a basket of goods which is no longer representative of the average, or
for that matter, of any, consumer?). The quicker the goods are included in the m&ex,
the more accurate we believe the index will be (though one can construct extreme
examples where this is not necessarily the case). Though there are undoubtedly im-
provements that could be made in the BLS's procedures for incorporating new goods
in a more timely way and some experimentation with new data sources (like scan-
ner data) is probably worthwhile, my impression is that the BLS would link in new
goods more quickly if the budget were available for them to do so.

The second issue when discussing new goods is whether the new goods, when in-
cluded in the index, are included in a way that reflects the contribution of the avail-
ability of the new good to consumer welfare. This is the heart of the problem in the
“new goods debate” and to understand the issues we need to know something about
how new goods are currently included in the index. During the period between the
major revisions in the index (which, recall, occur about every ten years) new goods
are primarily introduced either through the sample rotation, or through the sample
substitution, groeedures. When they are introduced they are almost invariably intro-
duced either by i) an overlap pricing procedure or by ii) a linkage procedure. In over-
lap pricing we find a year in which both the old and the new good are sampled and
calculate price changes up to and including that year as the price change of the old

ood, and price changes thereafter as the price change of the new good. Note that
the new good's price i8 never compared to the prices of goods that existed before
the new good was marketed. When new goods are introduced through a linkage pro-
cedure we “link in” the new good by assuming its relative value to the consumer
at the time it is linked in is equal to the ratio of the prices of the two goods in that
year (in the case of substitution there may be no common year for the good, in
which case the rate of change in the price of the commodity group is typically used
for the price change for that good in that year). Items which form entirely new prod-
uct groups (e.g. personal computers and video cameras after they were introduced)
are not sampled until a major revision in the index occurs and a new commodity
group is established for them. They then are given a weight and treated as any
other commodity group (thus just as in overlap pricing, they are never compared to
previously existing goods).

The important Homt here is that in overlap pricing we never compare the value

r dollar from the new good to the value per dollar to the old good, and in the
inkage procedure we assume, a priori, that the value per dollar of the new and old
goods are the same. Common sense might lead us to believe that the reason new

oods are able to penetrate the market is that their value per dollar is larger than
that of the goods they replace. If this common sense is correct then the value of the
commodity basket that contains the new goods is larger than what the official proce-
dures attribute to it, and the change in the computed CPI will be larger than the
cgange in expenditures needed to compensate a consumer for current period price
changes.



168

An example t be useful here. The simplest case is one in which a new gocd
is marke! 1 whi ﬁngeliveubp:eiiis_el{_ ati‘l; sag::d aezviceo lt/% alen:)hst allcll consumers as
a previously exis good, but is initi riced at, say 1/2, of the older good's price
gﬁouibbr because someone has found a chpeaper method of producing this . In

is case we know that, at least for the people who are aware of the properties of
the new and hence purchase it, a correct index would fall by at least 1/2 times
the weight of the old gooaf in the index (it would fal! by more if consumers substitute
towards this good as a result of the price change). Thus a lower bound estimate of
the fall in prices due to the introduction of the new good would be the fraction of
;hozdp_eogll‘e t_msng the new good times 1/2 the old price times the weight of the old

in the index.

We now compare this to what is actually likely to happen to the index. Regardless
of which of the above two procedures is used for adding the new good to the index,
the index will show no change in prices when the new good is introduced. Overlap
pricing never eoullepares the “quality” of the two goods, while the lin procedure
assumes the “quality” of the new good is 1/2 the quality of the old good, so we have
to buy 2 units in order to get the same services as we do from one unit of the older
good ( and the price per unit of thuality is unchanged). Note that this result is inde-
pendent of whether consumers flock to the new good ( presumably because they
think the new good gives them more for their money).

The change in the index in subsequent years will be a weighted average of the
price cha! of the new good and the old in those years, with weights deter-
mined by the fraction of sales that are of the new %o:d and the freguency of the
BLS's revision procedures. In the unlikelx event that both the new and the old good
have prices that rise at the “general rate” of inflation, the existence of the new good
not only does not have any effect on the CPI in the initial year, it never has any
effect on the CPI (regardless of whether all consumers eventually shift to the new
goc:gl a)nd experience a true price decline of at least 1/2 of the price of the older alter-
native).

In reality we generally observe large changes in the relative prices of the new and
the old goods in the periods after they are introduced. However the direction of the
changes de&ends very much on the nature of the particular market. Thus often new

8 are introduced at a relatively high price which is subsequently forced down

y competition from further entrants, but sometimes new s are introduced at
a relatively low price (in order to induce consumers to try it) which trends upward
thereafter (after consumers have more information). Similarly often the old goods
price falls as a result of the existence of the cheaper alternative, but there are sev-
eral well documented cases where its price rises (the producer prefers to lose market
share and hold onto a small “loyal” group of high paying customers). As a result
there are examples where the changes in the CPI resulting from the new good actu-
ally accentuates the problem caused by the lack of a comparison between the old
and new goods, and examples where subsequent pricing behavior ameliorates part
of the bias resulting from the lack of a comparison. However, provided competition
insures that the price of the new good never rises to the initial price of the older
alternative, the index will never account for the true price decline caused by the in-
troduction of the new good.

This may seem like an extreme example, but it is not so far from the truth in
a surprising number of cases. Consider what happens when a drug goes off patent
and generic alternatives begin to appear. Typically a generic enters at a fraction of
the price of the pioneer (or previously patented) drug, even thouﬁh; i) their active
chemical compounds are (FDA certified to be) the same, and ii) at least for the vast
majority of the users the effects of the two different drugs are indistinguishable. As
noted traditional BLS procedure for handling generics do not register a price fall
for consumers who switch to the generic. To illustrate the quantitative itude
of the resulting bias in the BLS procedures Griliches and Coburn (1894) take two
drugs as examples from a larger NBER project on the construction of price indices,
compute various indices that actually do compare the generic to the patented alter-
native and hence do generate welfare gains as a result of individuals switching to
the generic, and compare them to an index constructed to mimic the BLS proce-
dures. They find that the BLS indices have upward biases in the three years after
the drug off patent of about 14% and 6% per annum in the two cases. )

I should note that as a result of this research the BLS is in the process of revising
the procedures with which the drug price index is computed. The major change,
however, seems to be in increasing the rotation speed for drugs. There does not
seem to be any attempt at comparing the generic to the prev:ouamuented alter-
native, and hence to register a price decline for individuals who switch to the ge-
neric. Of course to use a method which actually compares the old and the new
one needs to use more than just price data, one also needs an assumption on how
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to do the oomﬂgrison. Invariably the assumption used will be questionable, and one
reason the BLS does not do the oomgzrison may well be that it does not want to
take on the role of being an arbiter between alternative arguable assumptions (of
course by doing nothing they are making the implicit assumption that the two goods
are not substitutable for one another).
are only a small fraction of the CPI consumption basket (about 1%), and
were discussed here primarily as a relatively “clean” example of what can go wrong
with current procedures. However the “outlet subatitution bias” pointed out by
Reinsdorf (1983) and referred to earlier in these proceedings has a very similar
character and seems to be much more pervasive. That is, at least if we do not count
the welfare change resulting from the change in the actual way we shop, the “new
8” sold by mail order, or at a fact.o?{ outlet, are often identical to the old goods
they replace, and typicalfy have a much lower price. Qur society has been able to
achieve these lower prices because of a combination of marketing innovations and
the force of eomgetitlon, but because of the way the BLS calculations are made the
price falls that these innovations deliver are never registered in the CPI.

The _estimates of outlet substitution bias’' impact on the CPI are quite different
for different commodity groups, and the research done to date has not been system-
atic either in its coverage, or in the techniques used for comparisons (for example,
for the way we make adjustments for the purchase of systematically different vari-
eties at the different types of outlets). Still if you had to bet on the research to date
gg: would probably guess that the magnitude of this bias alone is likely to have

n at least as large as substitution bias. The emphasia here, however, should be
on two phrases; “likely” (in contrast to certainly), and “has been” (in contrast to will
continue to be). In particular, as I note below, at least without a whole new round
of marketing innovations, it 1s hard to believe that outlet substitution bias will be
as large as this in the future.

The crux of the problem in including new goods in the index is devising a method
for comparing the welfare derived from consuming a basket that includes the new
good to that derived from previously existing alternatives. The drug and outlet sub-
stitution examrlea were straightforward because there was reason to believe that,
at least for a large fraction of consumers, the new and the old goods provided the
same services, 80 for these consumers the increase in welfare from consuming the
new good was just equal to the mone savings from purchasing the new good (the
price decline). Typically, however, goods have several different characteristics and
are used to generate several different types of services, with different combinations
of the characteristics being relatively more valuable in generating different types of
services.

Thus sleeping bags differ in at least three dimensions that are relevant to con-
sumers; warmth, weight, and water repellency. The relative value of the different
bundles of these characteristics that we call “goods” to a particular consumer de-

nds on whether the consumer intends on using it for long overnight summer

ikes, in contrast to winter camping, . . . , that is on the nature of the services for
which the consumer uses it. What we think we know for the general case of new
good introduction is that a consumer purchasing, say a sleeping bag, will only pur-
chase a newly introduced bag if the welfare obtained from spending the money on
the new bag 18 at least as high as the welfare from spending the money on-the best
available old bag (at least provided all the old bags are still available). Thus the
existence of the new bag increases the consumer’s welfare. The fact that this is not
cartured b{mthe current method of constructing the CPI is the reason economists
think they know the direction of bias in the CPI caused hy the lack of a good meth-
od for introducing new goods. However, except in simple special case like the ones
discussed above, 1t does not give us an estimate of the magnitude of the bias.

There is an imperfect but more general procedure to measure the bias due to
a\;ality change in a world with many characteristics that dates back at least to

urt (1939), wae revisited by Griliches (1967), and has two important features; it
has limited data requirements, and it is relatively easy to use. The problem is that
in many cases it cannot be given an interpretation in terms of what we want our
price index to measure, The technique is called hedonic regression analysis. It has
recently been used by the BLS to adjust prices in a modest way in two expenditure
classes in the CPI (apparel and an adjustment for :ﬁing in the shelter component
of housing), and with care could probably be extended to allow us to do reasonable
comparisons between old and new goods in an assortment (though not all) commod-

ity groups.-

'l‘ﬁ':re are several variants of hedonic analysis but the basic idea can be explained
quite simply. It uses the data on prices and characteristics in a base period to esti-
mate a surface which describes the relationship between prices and characteristics
in that year. It then uses this surface to predict what the prices of the products
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(bundles of characteristics) marketed in the current year would have been had they
been marketed in the base year. The difference between the actual current prices
of these products and the prices predicted from last year's surface becomes the esti-
mate of the price change for these products.

How are we to interpret the hedonic results? I want to distinguish between two
cases. First take the case of new goods which have essentially the same characteris-
tics and provide the same services as goods which appeared before them (the generic
and outlet substitution examples above). In this case the hedonic analysis actually

ives us the price change for a good that was previously in existence, and it seems
airly evident that it is a reasonable measure of the price change for that good (at
least modulus technical errors in S:ttmg the hedonic surface correctly, and small
adjustments for sh‘ahtly different characteristics of the product, like ease of shop-
ping in the new outlet case). Of course one could get the same adjustment by com-
ﬁanng the prices for goods with the same bundles of characteristics directly, but the

edonic method allows us to do this in a consistent and thorough way, and to make
small adjustments when goods with only sligl;:? different characteristics appear.

The second case is the case when new products provide the consumer with an
ability to enjoy a significantly different type of service than had been previously
available from use of the goods in the commodity group being analyzed. In these
cases the results of hedonic analysis are not interpretable, and as a result, probably
should not be used. An example might be useful here. Consider the introduction of
lag:‘op computers. At one %omt we only had personal computers (desk sized ma-
chines). Their important characteristics were given bg\ measures of their speed,

e index, we compare them

memory, etc. If in the year we introduce laptops into
to previous information processin ef?;ut‘ipment by using the hedonic surface esti-
mated for ?::‘a we would very likefv that the laptop fell below the surface for
pc’s. That 18 since size and weight are probably not very important determinants
of the relative t‘grices of pc’s, and a eon:sarably powered pc would cost much less
than a laptop, the hedonic procedure would indicate that the introduction of laptops
was associated with an increase in the price of information J)rocessing uipment.
This despite the fact that many of us purchased laptops (and think they have had
a significant impact on our productivity). The problem is that the services that the
laptop provides are different than the services the pc provides, so we cannot just
oomputg the value of a laptop as the cost difference between it and a comparatively
powered pc.

More generally there is no reason to believe that hedonic type techniques give a
ood measure of the appropriate price change for goods and services in which there
ave been major product innovations of this sort. There are several ways of actually

incorporating such changes, but all of them have greater data requirements than
the techniques mentioned so far, all require one to take a stand on some rather com-
plex issues, and all are more difficult to implement. This is probably why most cur-
rent estimates of the effect of the biases induced by new goods and quality change
rely quite heavily on a mix of “hands on” comparisons and hedonic methodology.

ynne and Sigalli (1994) review the results of attempts to estimate the bias due
to ?uality change and the introduction of new goods on different components of the
CPI. The numbers vary widely, even within a commodity group. Some are negative,
indicating that producers use the excuse of a quality change to pass on price rises,
but most are positive, and some are quite large (Gordon’s, 1990, estimate for dura-
bles, which includes motor vehicles, furniture, household appliances, and radios and
TV, is about 1.5% per year during the post World War II period). Once again, how-
ever, there has been no ag‘stematic attempt to obtain adjustments for quality chan
and new goods for the different components of the CPI, the assumptions used in the
studies that have been done are neither uniform nor generally agreed upon as cor-
rect (and some have been seriously questioned), and for some commodity groups the
techni%ues of analysis that have been used to date are just not rich enough to an-
swer the questions we need to answer (though I do think that a careful use of he-
donic techniques, at least as a check on current procedures, could get a reasonable
estimate of the bias caused by most new 8 1n many commodity groups). As a
result probably all I can say on the overall magnitude of new goods bias is what
I said at the outset; the bias due to the new goods and quality change (and this
is independent of any outlet substitution bias) is likely to be larger than the bias
due to substitution effects (which, recall was estimated at .2); but again this is a
“likely,” rather than a probability one, statement. .

I want to briefly come back to the possibility of measuring the gams of new prod-
ucts via techniques that require more data, more assumptions, and more subsequent
analysis than the combination of direct comparisons and hedonic wchm&xes dis-
cussed above. Several such techniques are av. le. They are based upon obtaining
direct estimates of how consumers value different bundles of goods (of consumer
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preferences) as a function of consumer characteristica. Given such estimates, it is
easy to do the calculations needed to obtain an “ideal” price index, the measure of
the price change needed to make the consumer just indifferent between the goods
offered this period and those consumed the last. .

It is important to note that because these techniques compute an ideal index, con-
ditional on their assumptions, they correct for all biases simultaneously. In particu-
lar, they also make an adjustment for the benefits of increased variety. None of the
tecf\niquea discussed above do this; and there are many of us who think that the
variety bias in the CPI may be substantial (and variety bias is the last source of
bias I will discuss).

For example the expansion in the number of models of cars after 1973 is quite
amazing; we now have high roofed minivans, jeeps and trucks with “creature com-
forts,” relatively low priced two seater sport cars (the Miata), etc. The fact that they
have been purchased by consumers indicates that their value per dollar to some con-
sumers, the consumers who purchased them, were greater than those of the alter-
native models.

What the increase in variety does is that it fills out the characteristic space. Even
if each new variety enters at exactl{ the price the hedonic pricing surface would pre-
dict for it, it increase welfare by allowing consumers to get closer to their “favorite”

(or combination of goods) given that surface. I want to note that variety bias
18 not likely to be limited to large durable items; quite the contrary, it is likely to
be tLuite pervasive. For examPle, ausman (1994), provides estimates of variety bias
in the food product, “cereals,” and, as one might guess, they are substantial (he also
has a more general discussion of variety bias).

Indeed even under the extreme assumption that all possible new varieties were
known today (so none could be attributed to the “ingenuity” of producers) econo-
mists would still think that there will be a variety bias in future periods. The rea-
son i8 quite simple. As income and %o;pulation rise producers make more profite
from introducing a given variety at a fixed markup. This increase in potential prof-
ita from an increase in market size will allow them to cover their sunk costs in de-
veloping and marketing new varieties. So in any growing economy we ought to ex-
pect a secular trend for increased variety. However we know next to nothing about
the magnitude of the bias in the CPI that this process generates.

One way to produce an ideal Jarice index is to estimate a model wherein consumer
preferences are defined on bundles of the relevant characteristics of the product (in-
stead of a preference for cars we have a preference for a bundle of interior size,
trunk size, safety features, acceleration, etc.), and then find the income change that
would make the consumer just indifferent between the goods available today, and
the goods available yesterday. The consumer then evaluates the new goods (or new
bundles of characteristics) themselves, and we just use the result of the consumer’s
evaluation (and several, sometimes questionable, assumptions). Berry, Levinsohn,
and Pakes (forthcoming) show that one can do this using only aggregate data on
the prices, characteristics, and quantities of the models marketed in a given com-
modity group (though one is likely to get better estimates if they have data which
matches consumer characteristics to the products that the consumer chooses). Note
that they do require data on aggregate quantities, data which is not needed for the
other computations I have discussed thus far. However, at least for many products,
such data is available from a variety of sources.

A variant of this technique was used by Pakes, Berry and Levinsohn (1993) to
compare an ideal price index for autos to an analog of the index that would have
been obtained using BLS procedures for autos between 1980 to 1990. The results
indicated that the BLS price changes were about 33% too large. This is a number
which, at least in principle, corrects for all the biases discussed thus far. Again,
however, it is only for the autos components of the CPI, and it was originally in-
tended only as an example of calculations that can be done. In particular we never
did a thorough examination of the robustness of this number to the many assump-
tions that went into calculating it (a task that we are now engaged in). i

We are some distance from actually using these techniques in a coherent fashion
to calculate biases in the CPI. My current suggestion would be to use these tech-
niques to do feasibility and robustness studies on particular commodity groups in
which we think variety and new product biases are likely to be large.

I want to conclude with four or five more general points that did not come out
in the discussion above.

First I have emphasized throughout how little we currently know about the extent
of the various biases in the CPI. However, I hope that the committee also notes how
much information has been provided by the little bit of low cost research that has
been done thus far on price indices. That research has identified several commodity
groups where we all believe there are significant biases in the indices, given your
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orders of magnitude for those biases in those groups, and provided techniques for
correcting them. Indeed, provided there are some small changes in institutional
structure, it is likely that a small allotment of additional funds to some combination
of academic and government researchers devoted to applying those techniques more
generally will allow us to get much of the needed correction done, and on a current
’Seoondxa ctg‘&mmmhstl%m easy t” and using irical
, 1] wan warn o “easy way out” and using an empiri
multonapartimlarbiuanalyudonapuﬁmhrcg:modiv;mu ina cular
time period, as, in any sense, “representative” of the more general eff of that
bias on the CPI. The research that is done on cular biases usually begins by
choosing a commodity group that we know is likely to have a relatively large bias
of the sort being investigated. This for at least two reasons; i) if the magnitude of
the bias in that commodity group turns out to be small we might think that the
magnitude t be small moremmenllcy_. and ii) because we are interested in the
magnitude of the bias in these * tic” cases for substantive reasons other than
for the correction of the CPI. Thus many of the hedonic studies are on autos and
computers, and as you might the hedonic results show striking biases in both
indices in the early years of the two industries (in autos, where we can investigate
the bias in later years, we seem to find a subsequent rather dramatic fall in the
bias, see Raff an tenberg, 1995). Generalixing from the early year studies to
a bias calculation for the entire CPI would have been a bit like assuming every as-
pirin, ﬂ young actor should eventually expect to have the urnlm Tom Hanks.

Relatedly we should be aware that the bias calculations can dramati
from period to period. Thus it is obvious that the fraction of sales that are
order, or that accrue to factory outlets, cannot grow at the same pace in the future
as they have in the past (at some point all sales would be mail order). So though,
say a .2% correction might have been appropriate for the last few years such a cor-
rection is likely to become much too large in the near future, at least without an-
other major stream of new marketing innovations.

That is, it will not do to take a “correction” from previous periods and apgly it
blindly to the indefinite future. Though some interim “fix” in the index might be
needed, unless we institute a procedure which will allow us to calculate a bias cor-
rected index rfratcthy much on line we are not likely to have any more accurate a
measure of price changes in the future than we have today.

Fourth, it is worth reemtﬂ%aaizing that most of the examples of biases noted above
are likely to have very different quantitative impacts for different demographic
g:ups (drugs are likely to be a higher fraction of the budget of the elderly, and the

ction of purchases by mail order and from warehouse outlets are very different
for difforent income and age groups). So there is a need for setting up an apparatus
to calculats: the index separately for different demographic groufs.

One final 'point. In my opinion the finance committee shoul ute\ép a committee
consirting of 2 mix of academics and individuals who work on related topics in gov-
ernment institutions which would be empowered to investigate and eventually de-
cide among alternative possible improvements in the CPI. My impression is that the

lems with the CPI that are currently correctable but not yet corrected, are not
eft in this state because of any lack of knowledge by either the BLS staff or the
staff at related institutions. Quite the contrary. Much of the good research on biases
that I have read was written by individuals working in various government institu-
tions and after rea their fapers and talking to them it is not to be im-
ﬁnuod by their knowledge. It seems that the reasons that improvements in the

LS procedures were not as fortheominisu we might have wanted are twofold; a
lack of budget, and a feeling that the BLS staff are not empowered to make such
improvementas (especially when all changes will, of necessity, involve some question-
able assumptions, and a debate on the index is raging). Hopefully the committee
would help solve at least the second problem. The committee should have a small
budget which they can allocate to investigating the implications of alternative pos-
sible correction procedures, be empowered to make in the way the index
is constructed, and, within the limits decided by the b tary process, have the
ability to determine whether and where more extensive data gathering is necessary
for constructing a more appropriate CPI.

ADDENDUM TO THE STATEMENT OF ARIEL PAKES BEFORE THE SENATE FINANCE
COMMITTEE

A portion of my prepared statement is incorrect. It states that the drug compo-
nent of the CPI never rafw.en price declines when individuals switch from a gro-
viously patented drug to its generic alternative. Since January of this year the BLS
has changed their procedures to account for this price fall. I was not aware of this -



168

change at-the time I submitted teetimong.nﬂe BLS should be given credit for
reacting in a timely way to relevant research findings.
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PREPARED STATEMENT OF ROBERT A. POLLAK

I sw%tp %()) thank the committee for inviting me to testify on the Consumer Price
ndex .

I have submitted for the record a gaper I have written for BLS on the treatment
ocfp ;element.ary aggregates,” one of the principal issues in recent discussions of the

I want to make three points and two recommendations.

First, BLS researchers were responsible for discovering and publicizing the CPI
issues we are now discussing. Their work was published in The Monthly r Re-
view, a BLS publication, in December, 1993. Because BLS has supported my re-
search on the CPI and the theory of the cost-of-living index, I am awkwardly posi-
tioned to grame BLS. Nevertheless, it is important for this committee to understand
the critical role that BLS research has played in raising these issues.

nd, coacerns about whether the CPI overstates the rate of inflation focus on
three principal issues:

¢ Substitution—The CPI ignores the tendency of consumers to respond to changes
in relative prices by switching away from goods and services whose relative

rices ;:eadve increased and toward goods and services whose relative prices have
ecreased.

. ity—Various techniques are used to capture changes in the characteristics
of goods and services and translate these changes into “equivalent” price
changes. These techniques are &nerally thought to work better for goods (e.g.
computers, prescription drugs) than for services (e.g., banking services, medi
services). 1 terpret the quality issue broadly enough to include the ciosely re-
lated issue of the treatment of “new i?:]ds.”

¢ Elementary ates—Various techniques are used to select the “items” that
are priced for the CPI and for combining these price observations into “basic
component indexes.” It has been argued that the formula used for calculating
basic component indexes imparts an upward bias to the CPI. [ interpret the ele-
mentary afgregata issue broadly enough to include not only the choice of an ap-
eropriate ormula for combining the prices of items, but also item selection and

outlet substitution.” )

The substitution and qualit*hiaaues have been discussed at length in the theoreti-
cal anld l:"thpirical literature. The elementary aggregate issue is new and relatively
unexplored.

In the paper I wrote for BLS and submitted for the record, I argue that the ele-
mentary aggregate issue cannot be satisfactorily resolved within the confines of
usual assumptions of the theory of the cost-of-living index: it is misleading to cast
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the problem of elementary tes as the familiar problem of ch an appro-
priate functional form for cggianﬁ:){hitaml Instead, 1 argue, dealing with this issue
requires developing the theory of the cost-of-living index under more general as-
sumptions. More specifically, a satisfactory resolution of the item selection/basic
components index aroblem requires a theoretical framework that izes that
consumers do not face a single price for nach good but instead face a distribution

prices. Consumers rwmu that they face a distribution of prices and their
(search) behavior reflects recognition. The appropriate procedure for construct-
ing a cost-of-living index under these assumptions is quite different from the ap&ro-
thnato procedure under the assumption that the “law of one grice" holds (i.e., that

e price distribution fa each consumer colla to a single point); the implica-
tions for the CPI are unclear. Finally, the CPI is not sup to represent the
Priou facing a particular consumer with e‘!mﬂ:iculzu' preferences, but instead is a

group” index (see Pollak [1980)) interded to reflect the experience of a hetero-
geneous ’I&opulation of consumers with different preferences who may face different
g‘rei:ea. e group index perspective, I should add, also has implications for the

tment of quality which have not yet been fully explored.

Third, the substitution, quality, and elementary aggregates issues pose difficult,
unsettled problems. The caﬁpropriate theoretical treatments of these issues are not
obvious, and the numerical implications of alternative treatments for the CPI are
not obvious. Speculation about the agfmgate overstatement of the CPI thus involves
two levels of speculation regarding at least three distinct issues. Other economists
have speculated about the magnitude of the aggregate overstatement of the CPI; I
have nothing usefil to add to their speculations. [ do want to emphasize that the
issues are cult and unsettled.

What should be done about the CPI?

Before anenépting to answer this ?uestion. I want to change hats. My research
interests include not only the cost-of-living index, but also environmental economics
and risk regulation. In a recent paper on risk regulation (Pollak [1995)), I criticized
a recommendation for placinhg %r:oater reliance on scientific experts put forward by
Justice Stephen Breyer in k, Breaking the Vicious Circle: Toward Effective
Risk Regulation. My ana&sia of risk assessment—the “scientific® component of risk
regulation—emphasized the interaction of scientific uncertainty with the relatively
open, skeptical political culture of the United States. Taken together, these two fac-
tors virtualgr preclude resolving contentious issues by characterizing them as sci-
elnutdiﬁc and delegating them to experts. Examples in the risk assessment context in-
clude:

¢ setting workplace exposure standards for hazardous substances (e.g., benzene,

formaldehyde)

¢ setting standards for cleaning-up hazardous waste sites (e.g., under superfund,

“how clean is clean?") and

o setting standards for nuclear power plants and nuclear waste disposal sites.

One of the central facts is that experts are often asked to deliver more than their
science can deliver—or, changing hats again, more than our science can deliver.

In index number construction, as in risk assessment, difficult technical issues are
often resolved by appealing to professional conventions. Professional conventions
standardize index number constructions by limiting the extent to which the index
can reflect the idiosyncratic judgments of the individuals involved in producing the
index. Professional conventions #.re a bureaucratic necessity precisely because they
limit the scope for individual discretion, but such conventions should not be con-
fused with scientific truth. In the case of the CPI, economists appeal to the theory
of the cost-of-living index for a principled resolution of technical issues. Yet econo-
mists know that the theory of the cost-of-living index is based on a number of as-
sumptions that are often inappropriate. For example, the theory assumes that the
“law of one price” holds and that the index is intended to represent the experience
of an individual bly a household—rather than a heterogeneous population.

The technical problems of the CPI intersect the political problems of taxation,
intergenerational efficiency, and intergenerational equity because the CPI is used to
index tax brackets and various benefit programs inclu social security. Even if
there were no uncertainty about the rate of inflation, the threshold question of
whether to escalate the benefits of social security r-cipients with prices or with
wages (e.g., of workers entering the labor force) would remain. This question is po-
litical, and it requires a Eolitx answer. ) . .

_ The credibility of the CPI depends op the perception that it is not being manipu-
lated as a policy instrument. In an environment in which there is little trust in gov-
ernment or in experts, I uég caution in modifying the CPI. There is a risk that
attams:ing to modify the CPI, even in directions that are desirable on scientific

, will weaken the credibility of the index. Credibility depends not only on



160

what is done to the CPI, but how it is done and who does i*. Recognizing this, and
recognizing that political problems cannot be resolved by characterizing them as
technical and delegating them to experts, I make two recommendations:

First, I recommend separating the technical issues from the Eolitical issues to the
maximum extent feasible. The technical issues related to the CPI are the province
of economists and other experts; the political issues are not.

Second, I recommend a p ural rather than a substantive solution to the tech-
nical issues related to the CPI. Specifically, ] recommend that the technical issues
be addressed by convening a committee of technical experts to study CPI issues and
report on them. The ibility of such a committee of technical experts would be
enhanced if it were convened by an independent body such as the National Academy
of Sciences or the National Bureau of Economic Research.

The most recent committee to examine the CPI was appointed in 1959 and re-

in . r thirty-five years, it is time for another commi 0 ni
ported in 1960. After thirty-fi it is time fi th ttee of technical
experts to reevaluate the CPl. The committee was chaired by the late Georfe J.
St&er of the University of Chicago, who won the Nobel Prize for economics in 1982.
the political issues, I make no recommendations.
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Does the Consumer Price Index (CPI) overstate the rate of inflation? Until re-
cently, discussions of “bias” or “measurement errors” in the CPI emphasized the
treatment of “quality” and “substitution bias.” Recently, however, a new concern has
been added: the manner in which the 9,108 “basic components” indexes that enter
the CPI are calculated from underlying sampling data on “items.”

Economic theory often clarifies the practical problems that arise in constructing
price indexes and sometimes provides useful guidance for resolving them. In this
paper I treat the selection of items and the calculation of basic component indexes
as economic rather than statistical problems. I argue that these problems cannot be
satisfactorily resolved within the confines of usual assumptions of the theory of the
cost-of-living index, an index which compares the minimum expenditure required to
attain a particular indifference curve under two price regimes. Dealing with these
problems, I argue, will require developing the theory under more general assump-
tions. More speciﬂcally, a satiefactory resolution of the item selection/basic compo-
nents index problems requires a theoretical framework that recognizes that consum-
ers do not face a single price for each good but instead face a distribution of prices.
Furthermore, consumers recognize that thg{hface a distribution of prices and their
(search) behavior reflects this recognition. The agpropriate procedure for construct-
ing the CPI under these assumptions is quite different from the appropriate proce-
dure under the assumption that the “law of one price” holds (i.e., that the price dis-
tribution facing each consumer collapses to a single point). If each consumer faces
a single price for each good, then (apart from random measurement errors that are
introduced in the process of collecting and transcribing prices), the price dispersion
we observe might arise because

o different consumers face different prices

*This research was supported by the Bureau of Labor Statistics. I am grateful to BLS staff
g?lzn for helpful conversations but the views expressed are my own and do not reflect those
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. o the prices that are collected for each item differ because they are the prices of
different “goods.” In the final section, I discuss the interpretation of the Jevons
goometric mean of price ratios and the Dutot ratio of arithmetic means as func-

onal forms for basic component indexes within the confines of the usual as-
sumptions of the theory of the cost-of-living index.

As a research strategy, it is tem to begin by assuming that goods are well-
defined, that “quality"“ﬁ not at iwr::?ﬁd that a eo{sumer (or a population of iden-
tical consumers) faces a known distribution of prices. The analysis is simplified by
adopting the usual assumption that all search costs can be reduced to a single (mon-
etary) dimension. A consumer seeking to maximize expected von Neumann-
Morgenstern utility will search optimally over outlets where, in the simplest case
each outlet sells only one good; B\e analysis of the optimal search strategy is of
course, more complex when outlets sell more than one (ood This orientation differs
from the approach of Baye [1985), Anglin and Baye (1987), and Reinadorf (1094
which appear to be the only papers tha o issues of price dispersion an
search in the context of the cost-of-living index. All of these papers avoid the use
of von Neumann-Morgenstern utility functions. For example, Anglin and Baye (p.
1182) assume that consumers choose a “search strategy that minimizes expected ex-
nditures, inclusive of search costs, of buying a given level of utility,” an assump-
on that enables them to sidestep the use of von Neumann-Morgenstern utility
functions. The alternative view that I adopt here is that the cost-of-li index
should measure the compensation a consumer must receive for fa one price dis-
tribution rather than another; because the required compensation :&on on the
consumer’s risk aversion, it requires a von Neumann-Morgenstern utility function.
For a {m-ucular consumer—a consumer is fully characterized by location, pref-
erences (i.e, the von Neumann-Morgenstern utility function), w rate, and
nonlabor income—the analysis should yield a “price-distribution cost-of-li fn@ex"
which compares a reference distribution of price vectors with a comparison distribu-
tion of price vectors. For a particular consumer it should be straightforward to de-
\l:‘liop a theory of the true cost-of:living index and a theory of bounds on the true
ox

Logistical considerations—the time, effort, and money that a consumer must ex-
pend to search outlets—matter in even the simplest case. It is convenient use space
and distance (i.e., the location of the consumer and the locations of outlets) as a
shorthand for these more lgeneral logistical considerations. From the standpoint of
formal modeling, the simplest assumption is that outlets are located on the circum-
ference of a c:.rcie and the consumer is located at its center, To sample an outle
the consumer incurs costs, which are, by assumption, identical for all outlets. i
and Baye [1987) provide a careful description of the assumptions required to keep
the formal model tractable (e.g., each outlet sells only a single commodity; consum-
ers can return to outlets they previously sampled without incurring additional
costs). As long as the emphasis is on learchlng for the lowest price for homogeneous,
well-defined commodities, the consumer could presumably use the telephone to re-
duce search costs; for outlets with 800 numbers, the cost of telephone search is inde-
pendent of location. Yet even a casual sis of the role of reputation in telephone
and catalo!ue sales N‘P‘u that price dispersion reflects more than the costs of
searching for low prices for homogeneous, well-defined commodities. The heterogene-
ity of commodities is crucial, and the price search story ignores the difficulty of
e foogoing disonser “&“wmwmm Gz portagt dimensions of the hete

e foregoing ion im ensions of the he

neity of outlets. One of the concerns that Reimggrf (1993) and others have empha-
sized is the emergence of “discount” outlets. There are two issues here. First, is
there a parallel rise in “convenience” outlets (e.g., minimarts associated with gas
stations, etc.)? Second, in the discount outlets, consumers buy in la;ﬁr quantg:e?
but there is little or no discussion of “quantity discounts” and “nonlinear pri

in the literature on the cost-of-living index; Wilson [1993) provides an up-to-date
discussion of nonlinear wgncm but makes no reference to its implications for price
it:doxes. Yet taext'e( are d% i t:ot:hnm tl: n;?c pet:; unit (e.g., prie)e T oum:e) wiudtl.

a single outlet (e.g., candy; : de n'painreeveu.ﬁncoun outle
often %‘25‘ to offer small liu{; Pra&:‘ Lchfee'?f Texas A & M has an unpublished
paper in which he discusses “quality” in an industrial organization context. The dis-
cussion of “quality” often with the assumption that if the size of a
increases by 10% and the price increases by 10%, then nothing has red;
for example, this assumption about the effect of “simple repackaging” is the starting
point for Fisher and Shell {1972). The alternative to the simple repackaging as-



162

sumption is to recognize that pack size matters, perhaps by treating packages
of di%'erent sizes as different goods. In any case, casug‘l! assumption that “discount”
outlets that stock only large sizes are “low price” cutlets needs to be reconsidered
in the light of nonlinear pricing.

There are opportunities here for empirical work. Within outlet and across outlet
variations in price per unit for particular brands could be analyzed empirically with-
out data on what consumers actually choose to buy (i.e., by looking at the posted
prices). The more difficult questions are what goods consumers in a given outlet
choose to buy, and which consumers choose to shop at which outlets. Yet the hetero-
geneity of consumers suggests other issues.

The CPI is not supposed to represent the prices facing a particular consumer with

articular preferences, but instead is a “group cost-of-living index” (Pollak [1980))
intended to reflect the experience of a heterogeneous population of consumers with
different preferences who may face different prices. The ﬁroup index can be viewed
as an aggregate of individual indexes and requires an explicit treatment of aggrega-
tion over consumers. The price-distribution cost-of-living index is likely to be more
sensitive to consumer heterogeneity than the usual cost-of-living index. For a par-
ticular consumer the price-distribution ooat-of-livinf index depends not only on the
reference and comparnson price distributions, but also on such characteristics as lo-
cation, preferences, wage rates, and nonlabor incomes that differ across consumers.

The role of the wage rate requires further comment. In most discussion of the
cost-of-living index, as in most discussions of consumer behavior, we assume that
preferences for goods are separable from preferences for leisure and other uses of
time. This standard—but implausible—separability assumption enables us to define
a subindex for market goods that depends on goods prices but not on the wage rate.
When we drop the assumption that the consumer faces a known price for each good
and assume instead that the consumer faces a price distribution, the wage rate is
a crucial determinant of search costs. Thus, consumers with different wage rates
will adopt different search strategies and, hence, they will evaluate alternative price
distributions differently.

The foregoing discussion ignores three issues. First, the discussion of wage rates
implicitly assumes that the consumer’s wage rate is fixed. If the consumer faces a
distribution of market wages as well as a distribution of prices, we could analyze
joint search strategies in the labor market and in goods markets. The analysis above
18 consistent with the assumption that the labor market search must be completed
before the goods market search begins. Second, the discussion of separability ignores
the complications that arise in defining separability for von Neumann-Morgenstern
utility unctions; as Pollak [1967] shows, separability of a von Neumann.
Morge ..stern utility function is a considerably more restrictive assumption than
separability of an ordinal utility function. Third, the entire discussion ignores the
complications posed by households and families by implicitly assuming that the
consumer facing a distribution of prices is an individual. The optimal search strat-
egy of a household depends on both ite demographic composition and its labor force
participation decisions. The difficulty is that labor force tparticipation decisions, de-
mograrhic composition, and, indeed, the ver{ existence of the household are endoge-
nous. If we ignore the endogeneity, the problem reduces to one of comparing, for ex-
ample, the search costs facing a two-earner couple with those of an otherwise iden-
tical one-earner couple. (The phrase “otherwise identical” conceals a portion of the
endogeneity J:roblem: because labor force participation is endogenous, we might at-
tribute the difference in labor force participation to different realizations in labor
market search.)

L N J

The heterogeneity of commodities poses two difficulties that the usual “hedonic”
approach—which views commodities as bundles of “characteristics”—deals with
poorly or not at all. First, the assumption that all consumers are identical provides
a poor starting point for analyzing “quality.” A satisfactory analysis must recogmze
that different consumers purchase different qualities or varieties because of dif-
ferences in tastes and differences in incomes; this recognition requires a grou
index. Second, the usual assumption that consumers face a single price for eac!
“quality” (i.e., for each bundle of characteristics) is not credible. A satisfactory analy-
sis must recognize that consumers face a distribution of characteristics prices; this
recognition requires an analogue of the price distribution cost-of-living index defined
over charactenistics prices. This, however, leads to a third difficulty: even if consum-
ers could observe all of the relevant characteristics of goods, adding a distribution
of characteristics prices to the usual hedonic model would substantially complicate
the analysis by superimposing “quality search” on “price search.” When we relax the
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unrealistic assumption that consumers can observe all of the relevant characteris-
tics of goods, we encounter fundamental questions about the conceptual foundation
of the index.

An alternative theoretical approach recognizes that consumers are uncertain
about the characteristics of goods and that they buse inferences about quality not
only on the observable characteristics of goods but also on their prices and on the
observable characteristics of outlets in which they are sold. The *information para-
digm” (see Stiflitz (1987)) suggests that consumers behave in this way and implies
that price, outlet charactenstics, and quality must be analyzed together. The impli-
c?tiona of the information paradigm for index number construction need further ex-
ploration.

The foregoing discussion, like most discussions of index numbers and consumer
behavior, assumes that there are well-defined goods but provides no guidance for
identifying the empirical counterparts of these goods. From the standpoint of select-
inlg a probability sample of “items” whose prices constitute the data from which the
CPI is constructed, the absence of a definition of the population from which the
items are drawn is distinctly awkward, The awkwardness is especially acute once
the quality genie is 0ut of the bottle. Stiglitz [1994) argues that the definition of
commodities—or, more precirely, the failure of economic theory to define commod-
ities—poses a fundamental problem for socialism: because it is imﬁractical to specify
commodities precisely in terms of their characteristics, producers have opportunities
to fulfill their quotas by producing low quality ﬁroducts. Although Stiglitz does not
discuss index numbers, the failure of economic theory to define commodities and the
impracticality of specifying them in terms of observable characteristics poses fun-
damental problems for index number construction,

L LN

I now consider the implications of treating “items” as the empirical counterparts
of “goods” within the confines of the usual assumptions of the theory of the cost-
of-living index. At issue is the proper procedure for aggregating prices at the finest
level of disaggregation. The background for this discussion consists of Reinsdorf
(1993], Reinsdorf and Moulton [1994], five BLS papers from the Monthly Labor Re-
view of December 1993 (Fixler (1993}, Moulton (1993); Aizcorbe and Jackman
[1993); Kokoski [1993]); Schmidt [1993)) and the Ottawa survey paper by Diewert
{n.d.] which %rovidea a scrupulous survey of the literature.

Following Diewert, I now view the issue as one of choosing an appropriate func-
tional form for combining the observed prices that are the raw material from which
Rrice indexes are constructed. Diewert focuses on three functional forms for what

e terms “elementary price indexes” (p. 3):

(1) Pey = E(1/N) (pi/PD)
(2) Py = L(pi/pD)'"™
(3) Poy = L(1/N)pI/E(1/N) P}

where Pca is Carli’s arithmetic mean of price ratios, P;g is Jevons's geometric mean
of price ratios, and Ppy is Dutot’s arithmetic mean of period 1 prices divided by the
arithmetic mean of Eriod 0 prices. Viewing the issue as one of choosing a functional
form, I agree with Diewert that it is difficult to find any theoretical grounds that
would justify Carli's arithmetic mean of prices as a procedure for constructing basic
component indexes from sampling data on “items” under the usual assumptions.
Both Jevons’s geometric mean and Dutot's ratio of arithmetic means have some
theoretical justification. My own preference, if it were necessary to choose a func-
tional form on the basis of what we know now, wsuld be for Dutot’s ratio of arith-
metic means. In my opinion, however, it is fundamentally misleading to attemg:nto
deal with the problem of elementary ag%regates and price dispersion as one of func-
tional form choice within the confines of the usual assumptions of the theory of the
cost-of-living index. i
The theory of the cost-of-living index is the dominant pgpmach to constructing
consumer price indexes in the United States. The “axiomatic” or “test” approach has
received relatively little official or academic attention in the United States, although
an American economist, Irving Fisher, was the leading fi in its development.
The test approach begins not with an indifference map or demand system but with
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a set of axioms that it seems “reasonable” to require a price index to satisfy. U. S.
economists’ indifference notwithstanding, the test approach (which Diewert dis-
cusses at length in his Ottawa paper) has considerable academic support in Europe.
Indeed, the test approach may be better suited to European political and bureau-
cratic culture, where there is more deference to “>xperts” than in the United States
and less concern with explaining official decisions to the public and its representa-
tives; an analogous goint about the role of experts in Europe and the United States
is often made in the literature on comparative risk regulation.

BLS publications sometimes describe the CPI as an approximation to the cost-of-
living index and sometimes as an upper bound on it. Indeed, sometimes BLS de-
scriptions of the CPI for nontechnical audiences appeal to the agproximation and
the bound interpretat'ans almost simultaneously, failing to emphasize that these
two interprelations h. .e different implications for index number construction. BLS
technical publicatione, it should be said, often emphasize the distinction, and BLS
researchers (e.g., Braithwait (1980}, Manser and McDonald (1988)) have played a
leading role in investigating substitution bias—a bias that reflects the difference be-
tween a fixed weight index, such as the Laspeyres, and an index that allows for sub-
stitutions in response to changes in relative prices.

Two kinds of information are required to construct a cost-of-living index:

¢ the base indifference map, or, more precisely, a base indifference curve from

that map and

e the price vectors corresponding to the two price regimes being compared.

If the base indifference curve and the two price vectors were known, then construct-
ing the cost-of-living index would be straightforward. Because both the base indiffer-
ence curve and the price vectors are unknown, the task is complicated.

Among economists, the discussion of price indexes generally assumes that the
rice vectors are known and focuses on the difficulties created by the fact that the
ase indifference curve is unknown. The approximation a Jaroach, as the name sug-

fes.ta attempts to approximate the true index that would be obtained if the base
ndifference curve were known.

The agproximation approach can be interpreted as involving three steps:

" (a) "estimating” a base indifference map using data on consumer demand be-
avior,
(b) selecting a base indifference curve from that map, and
(c) constructing the cost-of-living index corresponding to that base indifference

curve.
Because the effects of price changes on the cost-of-living depend on the consumer’s
willingness to substitute away from goods whose relative prices have risen and to-
ward goods whose relative prices have fallen, the consumer’s estimated (or assumed)
willingness to make such substitutions in response to relative price changes is cru-
cial. In terms of the indifference map, estimating the consumer’s willingness to sub-
stitute requires estimating the curvature of the indifference map or the elasticity
of substitution; in terms of demand functions, it requires estimating the matrix of
cross-price elasticities. )

The first step of the approximation approach, estimating the base indifference
curve, involves two substeps:

(ai) specifying a class of functional forms for the base indifference map or
equivalently, specifying a class of functional forms for the demand system and
l(aii) using data on consumer demand behavior to select a member of that
class.

Thus, the approximation approach is susceptible to errors of two different types:

(ai) a specification error, introduced by using a class of functional forms for
preferences that does not include the true functional form and

(aii) an estimation error, a consequence of randomness in behavior and obser-
vation that makes the member of the specified class selected a random variable.

As in any empirical investigation, the result reflects both the a priori specification
of the functional form and the data used to estimate it.

The bound approach finesses the need to estimate the base indifference map by
redef.ning the index number construction problem. Instead of attempting to approxi-
mate the true cost-of-living index, the bound aH)roach constructs an upper bound
or a best upper bound on the set of true cost-of-living indexes corresponding to all
possible indifference maps. (Although the usual focus is on usper bounds and best
upper bounds, there is a parallel theory of lower bounds and best lower bounds.)
It 18 well-known that the Laspeyres index is th? best upper bound on the cost-of-
living index (with the appropriately specified base indifference curve). It is also well-
known that the Laspeyres index is the true cost-of-living index corresponding to the
Leontief (i.e., fixed-coefficient) indifference map—an indifference map corresponding
to a preference ordering that permits no substitution in response to changes in rel-
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ative prices. (As Moulton {1993) emphasizes in his contribution to the December
1993 Monthly Labor Review discussion of consumer price indexes, the CPI is not
really a Las 8 index because, inter alia, reference prices do not correspond to
the base period quantities.)

Can using Jevons's geometric mean formula to construct basic component indexes

mdgamp ing data on “items” be justified either as an approximation or as a
un

The approximation approach justifies the geometric mean at the finest level of
disaggre%tion only in conjunction with highly restrictive assumptions about pref-
erences. First, preferences must be separable across basic components. Second, at
the basic component level, preferences must be given by Cobb-Douglas aubuti’lity
functions with equal exponents within each basic component. Third, to juati? using
a fixed-weight index to combine these geometric means into a complete index, the
basic components must be combined using a fixed-coefficient aggre ator function.
Thus, a procedure that combines the geometric mean at the finest level of
disaggregation with a fixed weight index at a higher level of egation involves
a combination of assumptions about preferences that is difficult to justify. It re-

uires a specific degree of substitutability at the finest level of disaggregation and
the complete absence of substitutability at higher levels of aggregation. The nec-
essary assumptions, although not formally inconsistent, are an odd combination. In-
deed, they are a combination of assumptions that justify a very specific approxima-
tion at the finest level of disaggregation with assumptions that justify bounds at
hiq'}}uler levels of aggregation.

e bound approach implies a fixed weight index and, hence, offers no justifica-
tion for the geometric mean, \
. Can using Dutot’s ratio of arithmetic means formula to construct basic component
indexes from sampling data on “items” be justified either as an approximation or
as a bound? .

The approximation ap&roach justifies the Dutot index only in conjunction with the
assumption of fixed-coefficient preferences, that is, preferences that permit no sub-
stitution in response to changes in relative prices. The assumption is implausible
at higher levels of aggregation and grossly implausible at the finest level of
disaggregation. -

The bound approach implies a fixed weight index and, hence, provides a rationale
for the Dutot index.

L

WHERE DOES THIS LEAVE US?

1. It is misleading to cast the problem of elementary aggregates as one of choosing
an appropriate functional form for combining items. The issues are deeper and re-
quire additional research. Indeed, I should add that BLS has taken the lead in rais-
ing and researching these issues.

. Although I have focused on a subset of technical issues that arise in construct-
ing the CPI, a principled resolution of these and other issues (e.g., the treatment
of price distributions; the choice vetween individual indexes and group indexes) de-

nds on the purpose of the index (e.g., in a one good world, in which index number
maues?;:annot anse, should social security be escalated with prices or with real
wages?).
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PREPARED STATEMENT OF DR. JOEL POPKIN

The invitation to participate in these hearings containe an explicit premise that
the Consumer Price Index (CPI) overstates the rate of inflation largely because it
underestimates the rate at which the quality of goods and services is rising. Mﬁ
view is that there are qua}.ietg deteriorations as well as improvements, that bot
kinds may be poorly measured or not be picked up in the index, and the net effect
is indeterminant. Quality aside, there are other aspects of the CPI that probably
cause understatements of the rate of inflation. My comments on these issues are or-
ganized into five sections, sach introduced by a question.

The first section raises the question of whether or not the quality adjustment
controversy is of recent vintage? Whether or not quality bias exists is, in
view, problematic. But if it does, it is not a bias that has suddenly been discovered.
The issue was raised at least as long ago as May 1961 at hearings before the Joint
Economic Committee on a report on price statistics prepared by a committee headed
tlzl the late George Stigler, a Nobel Laureate.! Committee Staff Director, Mr.

owles sought a quantification of the pace of unmeasured quality change:

“Let’s assume for a moment you have succeeded in all the research and you
have a perfect measure of qualki}y. Can you give us any judgment at the mo-
ment as to whether that would mean, say, that the CPI or the Wholesale
Price Index, either one or both, would have moved upward less rapidly than
M R‘ h%ve in fact done with present techniques?”?
r. es;
% long as we are being arbitrary, I would say 1 to 2 percent a year. But
this would_exceed, of course, the amount of price increase we have had in
the index. So this would give us a falling price index over the period.”¢
Mr. St%}er joined in:
o 'he trouble with this area is that there is no extensive body of data to
which one can point. This is a common impression held by, let us say, 99
; percent of the economists in the country, that there has been a steady up-

i

! ward drift on average in quality in peace-time, not, for example, in 1942-

VThe Price ?f the Federal Government: Review, Approach and Recommendations. General Re-
search Series 73, New York: National Bureau of Economic Research.

3Government Price Statistice; Hearings before the Joint Economic Committee, Part 2, May
1,2 8, 4, and §, 1961, p. 542, . )

s Member of Price Statistics Review Committee.

41bid, p. 543.
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45. But if you corner one of these moﬁlc and say, “"Give me the references
where I can find these numbers on which your j.dgment is based,’ it is a
very thin collection of numbers.” ¢

When Congress first tied ial Security to the CPI in 1972, it knew that 99 out
of every 100 economista thought the CPI did not take adequate account of quality,
yet it chose to tie benefits to the existing CPI. The reason is clear. Professor Stigler
did not favor making subjective estimates from thin data, a view I aﬂ-ee with.

The second question is whether the quality bias is of one direction year-
after-year? Maybe, maybe not. Let me provide two examples. The first example is
of likely long-term downward bias because quality deterioration is ignored. It has
to do with college education. The index for college tuition in February 1995 stood
at 269.8, as compared with 160.9 for the CPI and 217.9 for medical care, all based
to 1982-84=100. This CPI component is sizable, accounting for 1.5 percent of the
CPI market basket, and has risen considerably. Yet many think there has been a
deterioration of U.S. college education. There has been a 10 percent rise in student/
teacher ratios in just the four years from 1987 to 1991, and comparative results of
test scores between the U.S. and foreign countries show U.S. students are falling
behind worldwide competition. This is the kind of bias that is ignored in the tabula-
tions on which Chairman Greenspan relies, because it has not been studied.

The second example involves men’s shirts. In the earlK 19608, men wore cotton
shirts; assume they cost $6 each. Soon wash-and-wear shirts were introduced and
became popular. They cost $6. The BLS linked them in to the CPI to replace cotton
shirts, but assumed the $1 hiqher price was due to quality factors, ease of care, etc.
The CPI component for men's shirts did not rise. Subsequently, wash-and-wear
shirts fell out of favor; purchasers preferred the coolness an breatfmbility of cotton
shirts even though they were more expensive. Assume their cost was $7 and linked
into the men's shirt index. Thus the consumer ended up paying $7 for a cotton shirt
he had paid $6 for a decade ago. Yet the CPI for men's shirts did not rise because,
at this point in time, the cotton shirt was being compared with wash-and-wear, not
tue original cotton shirt. This example shows how a prompt attempt to adjust for
quality improvement can result in the perhaps unrecognized need to make an offset-
ting adjustment several years later.

A related point is that when BLS targets an area for quality adjustment, the ad-
justments may be too large. This happened in the 19608 and 1970 in automobiles,
vvhi&hd though rising in quality, were not improving as much as BLS numbers sug-
gested.

The third question is—Are there other areas of the CPI from which down-
ward biases could emanate? One, identified by both the Congressional Budget
Office and the Federal Reserve Bank of Dallas is the treatment of the environment
in the CPI. Increasingly consumers are forced to pay for improvements to the items
they buy that are designed to improve the environment, not the product. Sometimes
they adversely affect the utility of the product to which they are attached. The cata-
lytic converter, instituted at fairly large cost in 1970 and improved since then, has
been treated as a quali&y improvement in cars even though it has little to do with
driving performance and may even limit it and raise maintenance costs. Most con-
sumers would not buy a catalytic converter unless everyone else were forced to do
80. After all, one driver cannot clean up the environment by himself. Thus the cost
of the catalytic converter is like a tax, a tax designed to clean up air which is not
in the CPI market basket. The CPI should rise, not remain unchanged as present
BLS treatment dictates.

Taxes introduce ambiguities into the CPI. The CPI measures sales but not income
taxes, so it is not neutral to financing methods of state and local governments. And
it does not take into account what is happening to the quality of services being pro-
vided. Lately man( state taxﬁyers are complaining they pay more taxes but get few
and/or poorer local services. This is a clear case of unmeasured quality deterioration.

The fourth question is whether a commission’s findinges would have an im-
pact of the credibility of official government statistics? Unfortunately, the an-
swer is yes. The close relationship between prices and output assures this result.
If CPI increases and GDP growth were both proceeding at 3 percent rates and a
commission said the CPI was overstated by 1 percent, it would not take long to fig-
ure out that growth must be understated tg 1 percent. Thus, the judgmental picture
would be one of inflation at 2 percent, GDP at 4 percent. Now the focus of attention
would shift from the BLS to the BEA. Some might want a commission to examine
GDP and make adjustments there too. The BLS Employment Cost Index used to
measure compensation costs would also be called into question; it has many of the
same problems as the CPI because it is like a market basket of workers. No major
national indicator would be immune from being second guessed. Objective statistics
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would be replaced by subjective ones. So the outcome would very much depend on
who is the umpire.

My answers to these first four questions clearly suggest I do not agree that the
CPI is clearly biased in any ion in any given year. But if my view does not
mvail today, I would at least like to make some constructive suggestions about the

d of panel that could best address the issue objectively and have the best chance
of holding the confidence of the American people in the statistics the government
grodu%u. So my fifth point is, if we have a commission, how should it be struc-

I think invitations should be extended to every American Nobel Laureate in Eco-
nomics. Their combined wisdom, coupled with their long-term experience as wit-
nesses to technological change and new product and service introduction, is our best
source of objective economic input into this issue, if it exists. I would not select
economists who have not won Nobel Prizes, even if they have done considerable
price research. The reason is that then there is no unambiguous standard for inclu-
sion. Further, as has been pointed out, many price researchers have already reached
conclusions on the topic of their research.

I appreciats the opportunity to have these remarks made part of the record and
have appended a copy of a column I wrote on the subject that appeared in the
Washington Post, March 10, 1996.
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‘THe. WASHINGTON PosT

Joel Popkin

No Quick CPI Fix

The Coasumer Price Index (CPD) was
initiated by the Bureau of Labor Statistics
(BLS) during World War I because it was
needed to index wages during the rapid
inflation of the period. It has been an
American institution for most of this centu-
ry. Like most institutions, it has been criti-
cized on many oocasions.

‘The form of criticism has varied, at times
even being directed at the compilers of the
data, For example, in 1970, Nixon aide
Frederick Malek investigated the religious
identity of the senior BLS staff, presumably
to test the hypothesis that one's religion

quality difference.

Many think that quality change is usually
positive and not adequately measured. But
there are many examples of quality deterio-
rating, too. Quality improvements and dete-
rioration often march hand-in-hand. Fruits
and vegetables may have a longer shelf life
but seem not to deliver the same taste.
Cars that get better mileage might be less

this point, unknown. It needs to be deter-
mined in a i mchprq—

serve as a surrogate for air quality changes.
It may be that the downward adjustment in
prices is too large or should not be made at
all, especiaily if the recent complaints of
some users of the winter blend are taken
into account. T,

Finally, there is the issue of taxes in the
CPL Sales taxes are included in the index,
but income taxes are not. Thus, the CPl is
affected by how state and local govern-
ments choose to finance the services they
provide. And what if the amount of those
services is failing, as many allege, while
sales tax rates are rising? Does that not
suggest a downward bias in the CPR?

The CPl needs work. But the work
should not be slanted to produce results that
make it easier for policymakers tg correct’
past mistakes. If we are to make changes in
the CPI to carrect it for bias, it should be
done as an outgrowth of a balanced and
timely program to improve the index, not.
just with the objective of providing a quick
fix to the issue of indexing Social Security
for inflation. The government has the obli-
gation to ‘accurately record the economic
progress of our country. That obligation
should not be subverted for political ends.

The writer was assistant commissioner
for prices in the Bureau of Labor
Statistics from 1969 to 1973.

Frioay, Marcu 10. 1995




COMMUNICATIONS

STATEMENT OF THE AFL-CIO

This statement expresses the strong opposition of the AFL-CIO to mandatingnre-
ductions in the annual official inflation rate as measured by the Consumer Price
Index (CPI) in order to cut Federal budget deficits.

In testimony before this Committee and in other forums, the Chairman of the
Federal Reserve Board, Alan Greenspan, has proposed that this be done—either di-
rectly by the Congress or through a special Commission to be established for this

e.
P Re CPI is used in indexing benefits paid under government protgra.ma, such as
social security and veterans benefits, and in setting specifications for personal in-
come tax brackets, exemptions, and deductions.

We are well aware of the high stakes involved—in terms of savings to the Federal
budget, in losses to beneficiaries of indexed programs, and in higher personal in-
come taxes to be paid.

The Chairman hs3s urged speedy action, because the effects cumulate over time.
The sooner CPI reductions can be made, the greater the savings to be realized for
the budget (and the greater the loss to individual beneficiaries and taxpayers.)

Proposals have been made in the past to reduce benefit outlays by an arbitrary
subtraction from the CPI rate—mainly when inflation was rising strongly. Today
§h9°94 ()JPI is running at very low rates (2.7 percent for the year ended December

Greenspan, however, makes a frontal assault on the index itself, claiming that its
computation “overstates” inflation in an estimated range of.6 to 1.5 percentage
goint.a. Technical grounds are thus invoked—implying a range of certainty whic

oes not really exist. Not only is overstatement said to be present, but its potential

itude is suggested to be large.
e subtractions to be made, according to Greenspan, would put the index on a
“true cost-of-living” basis in contrast to a measure merely reflecting price inflation.

Greenspan's estimates come from a staff paper, da August 1994, which was
supplied to us upon our request. (Qur detailed comments are attached.) The staff
estimates do not deal primarily with classical “cost of living” theory but with price
measurement. The “state of the art” is such that at the present time it is usually
impossible to tell whether price change is being overstated or understated. Errors
occur in both directions, but their magnitudes are essentially unknown at the
present time.

Wae believe that a credible case for “overstatement” has not been made in the Fed-
eral Reserve paper, and that the working assumption for bias in the CPI should be
i“rﬂ?t'i” It is entirely possible, in fact, that on balance, CPI is actually understating

on.

Thus, picking a number from .6 to 1.5 would really be an arbitrary exercise, rep-
resenting a compromise or political consensus rather than a technical one. Other
studies by the BLS have indicated that the CPI as applied for social security retir-
ees actually understates the rate of inflation by .3 to .4 percentage pointa.

The public places a high value on the integrity of Federal statistical agencies and
their ability to produce the most reliable numbers ible. Over its long history,
the Bureau of Labor Statistics has earned an enviable reputation, despite periods
of t controversy and turmoil over one or more of its statistical series.

er the decades, the IO and its predecessor unions have not always
agreed with BLS technical determinations an have not hesitated to say so. But we
strongly support the function of BLS as an independent source of expertise and au-
thority on price and labor statistics.

We agree with recent observations of former Commissioner Janet Norwood that
“competent statisticians and economists can produce statistical series that are reli-

(170)
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able and objective, but there is no such thing as a perfect’ index. The public and
its representatives must learn what is known and not known about the statistical
series under discussion.” (emphasis supplied).

*Knowledge of what can be uged with confidence and what needs further research
and experimentation is crucial if we are to improve our statistics——and if Co 88
is to make wise decisions in legislating the use to which a statistical series will be

put.

Today's CPI is a complex and sophisticated statistical instrument, used not only
for indexed programs, but with components and subcomponents used in a multitude
of other government statistics. The index is also used extensively in the private sec-
tor, and in collective bargaining negotiations between unions and management.

BLS has approached price measurement problems with assiduous research and
has incorporated corrections in the index for both overstatement and understate-
ments of price change, in an ongoing process.

At present BLS is engaged in a large-scale overhaul of the index, done approxi-
mately every 10 years. The overhaul involves an updated market basket, new popu-
lation weights, new area samples and improved methodologies. The present time is
a peculiarly inappropriate one to be attacking the index and demanding computa-
tion of special reduction factors.

We believe the independence and authority of the Bureau of Labor Statistics must
be maintained—free of political hardball.

It is in order for the Bureau to seek whatever inputs it may need, not only from
its present advisory committees, but also from such specialized technical committees
as it may choose to convene on an ad hoc basis.

We do not believe it is in order for any kind of oversight committee to be estab-
lished to second-guess the work of the BLS or to override its results.

OUR RECOMMENDATION TO THE CONGRESS: DO NOTHING!

Attachment.

AFL-CIO COMMENTS ON FEDERAL RESERVE STAFF PAPER
“Monetary Policy and the Price Level”
(August 1994)

The Federal Reserve paper builds its estimates by adding together the number
of points” of cverstatement it can establish at the minimum and then separately at
the maximum. The minimum estimates all start at zero—finessing the possibility
that negative values, representing “understatement” might also exist. The maxi-
mums are constructed as estimated “upper bounds,” representing the largest con-
ceivable degrees of overstatement that might be present.

The Minimum Estimate (.4)

The minimum estimate consists of the addition of two items—which together add
up to .4 (rather than .5).

(A) “Low-level substitution” (.3) Most of the total (.3) is for an item called “low-
level substitution™ in the Fed paper. The number comes from a recent BLS study
of computation problems associated with the rotation of new samples into the index.
{Eacgp{e)ar. samples are replaced for about 20 percent of the local areas priced for

e .

Comment:

Computation glitches do not represent a systemic “upward bias.” BLS has made
a number of changes effective with the January 1996 index and is continuing its
review. This item is a lisappearing quantity.

(B) “High-level substitution” (.1) The remaining item (.1) reflects studies that
estimate general “substitution bias” (called “high level substitution” in the Fed
pa%e‘r) in a range of .1 to .2 points.

is bias is said to occur because the CPI uses price changes for a fixed market
basket of goods and services. The index does not allow for alternative, lower-priced
ﬁurchasea consumers may make when prices rise for particular products, so as to
old down their living costs. A “true” cost of living index would include allowance
for such substitutions.

Comment:

There is no way in which “substitution bias” can actually be determined as to
when and whether it is taking place or to what degree consumers may be eq
satisfied with their rearranged purchases. Substitutions can only he inferred on the
basis of retrospective studies of past index behavior.
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The AFL~CIO has always viewed the theory with skepticism. What d of sat-
isfaction is lost for consumers who trade down from steak to hamburger? Do people
readily substitute—with equal satisfaction—tea for coffee if the price of coffee rises
relative to the price of tea? Is purchase of a used car really as satisfactory as a new
car when new car sticker prices jump?

Consumer price indexes throughout the world use a “fixed market basket” in their
calculations of price change.

The Maximum Estimate (1.5)

(A) High and low level substitution items (.6)

The maximum estimate includes the same two “substitution” items as in the mini-
mum estimate, but with an additional .1 in each case. These items account for .6
points in the 1.5 aggregate estimate.

Comment: The same comments apply here as for the minimum estimate.

(B) Retail outlets (.1)
The retail outlet item uses results from a special BLS study of food and gasoline

outlets and then extends them to a large portion of the rest of the index (more than
40 percent overall).

Comment:

The authors themselves regard this as a “crude upper bound.” The effect is small
and likely overstated. The net effect, if any, would thus come to less than .1.

(C) Quality adjustment (.3)

“Quality adjustment” refers to the measurement of price change, after adjusting
for any changes in product quality. It can either lower or increase refo Friee
change {or have no effect). BLS has several different ways of handling this at
present, but some types of products present especially difficult problems in what to
measure and how.

The Federal Reserve analysts aecutﬂ the results of an authoritative study in 1988
which concluded that errors in q ity adjustment cancel each other out in the
index‘ with no net impact on overall price change. But they use this conclusion onl
as a “zero” estimate in the calculation of minimum upward bias, and disregard it
in calculating maximum bias.

To construct an “upper bound” for quality bias, the authors rely on a single study
for “consumer durables” which suggested that such prices could be overstated by as
much as 1.5 points per year.

This 1.6 is then extended to a large variety of other goods and services
where quality adjustment groblemn are thought to be “most acute. “ Not only are
household appliances included, but also lawn equipment and power tools, clothing,
automobiles, airline fares, medical care, and entertainment commoditics—altogether
reaching a total of 23 percent of the index.

Comment:

If the overall effectsof “quality bias” cancel each other out, then this conclusion
applies at the maximum as well as at the minimum-—and places the maximum esti-
mate at zero. If the maximum is stated as larger than zero, then a like quantity
needs to be subtracted from the minimum estimate, producing a negative offset. The
estimates for maximum bias should thus be dwregan&d

In any case the calculation of the “upper bound” is broad-brush and thinly but-
tressed. It not only covers areas where little or nothing;es known, but even more
remarkably, two areas where a great deal of work has been done: (1) automobiles,
for which BLS does extensive ?«l&hl{ adjustment (some would sgg' overadjustment)
and (2) clothing commodities—for which BLS now incorporates “hedonic® measure-
ment techniques.

For new cars, quality a%iustmenu have been substantial. Without such adjust-
ment, new car Briceo would have come out 80 percent higher in the index over the
years 1967 to 1984, according to recent BLS testiraony.

Taken together, autos and clothing account for fully half of the total of the “over-
statement” attributed to inadequate adjustment for quality change.

(D) New Products (.5)

There are man gnmblema with accounting for new products in the index, such as
the appropriate definition of new products and whether they are introduced into the
index too long after their initial prices have fallen. .

r'gmm are no studies on the magnitude of such problems with respect to consumer
products.
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The Fed authors therefore construct an “upper bound” by making “some rather
extreme assumptions” for household appliances, lawn and power tools, and drugs.
Tog:‘ther these categories account for 2.3 percent of the index.

ices for the new products in these categories are weighted at the existing per-
centages of the index for all products. Prices are then assumed to fall at the rate
of 20 percent per year causing “upward bias" to reach a total of .5 points per year.

Comment:

The estimate for “new products” is the largest single item in the overall total of
1.6 goints comprising the maximum estimate. It is entirely theoretical, even conjec-
tural. We believe that “extreme assumptions” have produced extreme and insupport-
able results. New goods are not ignored in present BLS procedures—and improve-
ments are scheduled for the ongoing general index revision.

ADDENDUM

A note on the problems of estimating price cha for new and improved
products—=an example of product improvements that may be imposed on
consumers whether they want them or not.

The Wall Street Journal, March 23, 1996:

Time Warner, facing a wave of consumer protest, is abandoning a plan
that would have made cable customers pay extra for a new high-tech cable
box whether or not they wanted new features such as an electronic program
guide and pay-per-view movies.

STATEMENT OF DR. MICHAEL R. DARBY*

THE WARREN C. CORDNER PROFESSOR OF MONEY & FINANCIAL MARKETS
DIRECTOR OF THE JOHN M. OLIN CENTER FOR POLICY
THE JOHN E. ANDERSON GRADUATE SCHOOL OF MANAGEMENT AT UCLA
AND
RESEARCH ASSOCIATE OF THE NATIONAL BUREAU OF ECONOMIC RESEARCH

OVERSTATEMENT OF INFLATION IN THE CONSUMER PRICE INDEX

Mr. Chairman and Members of the Committee: Thank you for this opportunity to
submit my views on the important issue of the overstatement of inflation in the
Consumer Price Index (CPI) and possible steps to rectify that overstatement. My
views are expressed not only on the basis of long time use of these data as an aca-
demic and business economist, but also with reference to mz experience as Assistant
Secretary of the Treasury (1986-1989) where my responsibilities included develop-
ment of Treasury economic Rolicy and forecasts, liaison with the Federal Reserve
System, and preparation of the Social Security Trust Fund Trustee’s reports and my
experience as Under Secretary of Commerce for Economic Affairs (1989-1992) where
my responsibilities included develOﬁment of Commerce economic policy and fore-
casts, supervision of the Bureau of the Census and the Bureau of Economic Analysis
{BEA),(aBILdS ;iaison with other statistical agencies including the Bureau of Labor Sta-

istics .

Why is CPI inflation overstated?

Price indices basically estimate inflation over a given period by as the ratio of the
estimated cost of a standard basket of goods and services in the end year to the cost
of the same basket in the base year. This sounds straightforward, but the results
depend crucially on the basket which is used in the calculation, how quality chan%es
are handled in goods and services which change over time, and how to account for
new products consumed in the end year but not in the base year. In a dynamic econ-
omy like ours, where goods are continually improved, new goods are introduced
which were never before available, and consumption patterns change rapidly in re-
sponse to both new opportunities and changing relative costs of previously available

*The conclusions and opinions expressed in this statement are those of the author and do not
necessarily reflect those of any organization with which he is or has been affiliated. A fuller
discussion of a number of these issues is contained in Michael R. Darby, “Causes of Declining
Growth.” in Policies for Long-Run Economic Growth, proceedings of A Symposium Sponsored by
The Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming, August 27-29, 1992, Kansas
City: Federal Reserve Bank of Kansas City, 1992. ’
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goods and services, accurate measurement of inflation is a difficult and costly but
not impossible task. In practice, however, the CPI suffers significant upward bias
in measured inflation because of each of these factors.

The BLS has primary responsibility for price indices in the federal statistical sys-
tem and has not done a good job at dea n? with either quality improvements or
new goods and services. Because of dissatisfaction with the price indices available
from the BLS, over the years various administrations and Congress have shifted in-
creasing responsibility for price indices to the BEA which reports price indices as

of the national accounts using the bureaucratic circumlocution of “implicit price
eflators” to avoid direct trespass upon BLS turf. The BEA indices remove some
(but not all) of the biases present in the BLS indices including particularly the CPI,
and are routinely prefe by economists for empirical and policy analysis. Whether
the biases in the CPI reflect made%uate funding of BLS, poor management, or politi-
cal pressures to leave the upward biases in the statistics is beyond the scope of the
questions which you, Mr. Chairman, have asked me to address.

Biases due to quality changes

The CPI is supposed to permit us to disentangle how much of increased consum.
ers’ expenditures are due to price increases and how much is due to increases in
quantities ?urchased which, on a per capita basis, represent real increases in the
standard of living. This division into price and output components is a relatively
simple task for basic commodities like flour, potatoes, or white cotton cloth of a spec-
ified weave because the products and their prices are directly comparable in dif-
ferent years. As we have become wealthier, such basic commodities have become rel-
atively insignificant in our purchases compared to more complex goods and espe-
cially services, or mixtures of goods and services.

The task of dividing sales in different ti'easm into comparable price and quantity
components becomes progressively more difficult for the more hﬁ;h-tech goods and
for services for which even the units of output are far from obvious: A pound of com-
puters or a billion floating-point operations. A hospital day or days of healthy life
saved? An hour of grocery clerk’s time or pounds of potatoes sold at retail. The CPI
bias arises because a particularly effective and widespread means of competition is
to offer a better combination of goods and services at a smaller increment in price
(if any) then the improvement is worth to consumers. Some of these improvements
are entirely missed by the BLS, so a 16 minute visit to a doctor is viewed as of
equal quality in 1996 and 19875, even thou;b in 1955 the doctor may be able to cure
your disease rather than merely offer com’urt. Others are recognized, but only par-
tially accounted for: Suppose the base-vear model of automobile did not come with
automatic transmission or air conditioning, but technological improvements have
made it possible to offer those featurcs standard at a relatively small increment in
cost. Consumers seeing that the quality has improved by more than the cost switch
to ordering this car with automatic and air oonditioninﬁ; 80 it becomes standard
equipment on the automobile. The BLS will ize that there is a quality im-
provement but measure it by the cost differential after the technological improve-
ment, not by what it would have cost to bug the car with automatic transmission
and air conditioning in the base year. The BLS method thus minimizes the effect
of these quality 1mc§rovements on our standard of living.

Not all quality changes are improvements, of course, but surely most changes in
the quality of goods and services unrecognized by the BLS have been improvements
and the net bias from that source is upward. For BLS-recognized decreases in qual-
ity, the adjustment for quality changes results in an upward (not downward) bias
in the CPl. Consider, for example, the innovation in marketing embodied in the
Wal-Mart store. These stores offered consumers the opportunity to buy less retailing
services with their goods than previously at a very substantial reduction in price.
Consumers found this combination of goods and services 8o much more attractive
than any of those available in the base year that the closure of previously dominant
merchants after the arrival in town of the Wal-Mart has become a cliche. Rather
than stop collectinﬂrice information on the goods once the prior merchants are out
of business, the BLS will make an adjustment for quality differences based on the
price differential before the prior stores close. But this differential overstates the
&ualit difference as perceived by consumers which is precisely the reason that the

al-Mart drives its competitors out of business. Thus, in the relatively rare cases
in which quality changes are negative but the BLS corrects for them, using the post-
innovation price differential to make the correction biases the CPI upward.

Biases due to new goods and services
New goods and services are conceptually very similar to unrecognized quality
changes , except in this case all such ﬁmovations which succeed in the marketplace



176

are improvements in the standard of living as viewed by the consumer. They high-
light, however, the difficulty in estimating the extent of the upward bias in the CPI.
Consider an innovative drug which substitutes for surgery which was the previously
best treatment for an illness althou%? with a lower cure rate and aigniﬁcantly hlgp-
er death rate. Clearly omission of this innovation understates the improvement in
our standard of living, but by how much? Unlike the automobile example, we cannot
look at the value if the drug in the base year when it didn't exist even as a non-
standard option. As a result, a range of uncertainty arises depending on whether
we estimate the improvement based on estimates of prices which would have re-
duced the quantity of the d purchased in the base year to zero or whether we
look at benefits including to those just willing to purchase the drug when its use
becomes widespread. I do not believe that there is a real solution to this problem,
but urge the committee to use caution when considerin%minimal estimates of up-
ward bias based on the latter convention since the real bias could be much larger.

Biases due to using the earlier year’s basket of goods and services

Leaving aside these issues of new and improved lproducv.a for a moment, techno-
logical innovations and other economic changes will alter the prices of some goods
and services relative to those of others in different years. Consumers will buy more
of those goods which are relatively inexpensive and less of those which are relatively
dear in any given year. Since the CPI is based on a base-year basket of goods and
services, using the increase in that basket to divide consumer-expenditure increases
into price and quantity component overstates the increase in prices and understates
the increase in the standard of living actually achieved since the base year. This
source of bias can be quite significant in a dynamic economy like ours, particularly
where substantial movements in fon;o;ign exchange rates have led to large move-
ments in relative prices of different goods and services.

WHAT IS MY ESTIMATE OF THE OVERSTA‘I“EMEN'I‘?

I estimate that on average use of the CPI overstates‘tnflation—and understates
improvements in the standard of living by at least 0.6 and by as much as 2 or 2.6
percentage points per annum. If constrained to give a single number, I would say
that the upward bias amounts to about 1.6 percentage points ger annum.! This is
based on examination of individual sources of bias by myself, by my former staffs,
and by academic colleagues, as well as by examination of related implications for
mismeasurement of such variables as GDP and labor productivity.

WHAT STEPS COULD BE TAKEN TO RECTIFY THE OVERSTATEMENT?

I believe that establishment of a nonpartisan commission of outside academic ex-
perts is the first crucial step to rectifying the overstatement in the CPI. Such a com-
mission would be charged with examining and improving the procedures used in es-
timating the CPI, educatinlg the public about the issues involved in the bias, and
preparing for Co sional review an action plan to improve the accuracy and re-
move the bias in the CPI. Such an action plan should be submitted by a date certain
which would glermit Congress to review and accept or modify it prior to implementa-
tion by the following Janua?'. In my view, such an action plan would involve both
adoption of specific plans for improving measurement and coverage of quality
chanﬁea and new goods and services ant specification of what additional data must
be collected to implement those improvements. Such changes might be particularly
img\ortant in rectifying our understanding of price and output changes in medicine,
high-tech goods and services where the upward biases in inflation estimates appear
to be most severe. The commission should also grogose a correction for the esti-
mated average effect of the remaining biases in the CPI which could be subtracted
from the improved numbers to result in an unbiased Consumer Price Index.

I would urge that such a commission be given staff independent of but with access
to the personnel and records of the BLS and other statistical agencies as required
for the work of the commission, subject to the standard confidentiality requirements
mporﬁed by the agencies when outside academics are given access to their internal
records.

1These ostimates refer to the current CPI-U. Things were much worse, for example, before
the 1882 corrections for gross overestimates of housing coet increase. These corrections were not
made retrospectively, however, although the BLS calculated the CPI-U-X1 which is the corrected
version. error thus permanently and arbitrarily increased the official poverty definitions
by a cumulative amount of some 8.7 percent with a somewhat smaller effect on Social Security
hnzﬁytl:e mnnn of a special phase-in provision on the use of the corrected CPI-U for Social Se-
cun to.
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In n1y experience, when measurement problems persist despite a professional con-
sensus on their presence and the need to correct them, as in the case of the CPI,
that persistence is often due to administration reluctance to allow statistical agen-
cies to do the right thing even though it might be politically disadvantageous or dis-
comfort a powerful cjlroup of suppoiters. It is precisely in cases such as this that
Congress needs to in outside academic expertise not subject to pressures to bend
the yardstick to advantage a particular group or position.

ank you for your consideration in permitting me to submit these views in writ-
ing given the conflict between the Committee’s he and my teaching schedule.
I would be happy to address any further questions which you might have.

STATEMENT OF KENNETH MCLENNAN
(PRESIDENT, MANUFACTURERS ALLIANCE)

The Manufacturers Alliance is pleased to submit to the Senate Finance Commit-
tee a statement of its views on the questions of the overstatement of inflation by
the Consumer Price Index (CPI) and the use of any estimates of overstatement. This
involves both technical and political decisions.

The Manufacturers Alliance is a policy research and professional development or-
ganization whose 500 member companies include leaders in almost every manufac-
mringuindustry. For more than 60 years, the Alliance has served as a spokesperson
for policies which promote tochnoloﬁcal advancement and economic growth for the
benefit of U.S. industry and the public interest.

Our member oot:’nniea’ interest in adjustments to the CPI is two-fold: first,
through their use of price indexes to escalate long-term contracts, and, second, as
gt:cgloyeu, with respect to cost-of-living adjustments for payments to employees and

al Security payments to beneficiaries.

Few would question that the Bureau of Labor Statistics (BLS) measure of
consumer prices, the CP], is the best available index. But there also is little doubt
that the CPI can, and should be, improved. The pertinent question is: to what ex-
tent, if any, does the CPI overstate tion?

The answer to that g:;stion is important since the CPI is used to make cost-of-
living adjustments to al Security pagments to beneficiaries, to certain other re-
cipients of federal benefit programs, and to retired federal government workers; to
collectively bargained wage gxmenta where such adjustments are provided for; and
to income tax exemptions, uctions, and brackets. Thus, a reduction in the CPI
because of any overstatement of inflation could result in lower government and cor-

rate payments in the first two instances, and Aigher tax payments in the latter.

tated more bluntly, those most affected by the adjustments would be Social Secu-
rity recipients ! and taxpayers.
tting aside the matter of whether or not such changes are desirable, a problem
tairiuul in that there is no consensus as to the extent that the CPI overstates infla-
on.

In late January, Alan Greenspan, Chairman of the Federal Reserve Board of Gov-
ernors, in testimony before the te Banking Committee, said that the CPI over-
states the rate of inflation by 0.5 to 1.6 percentage points a year. Further, assuming
the mid-point of Greenspan’s range, eliminating this bias could result in a savin,
to the federal government of $150 billion over five years. That could reduce the fed-
eral budget deficit currently projected for the year 2000 by $65 billion, about one-
quarter of the total.

On the other hand, a recent Congressional Budget Office study estimated that the
CPI overstates the rate of inflatic - by only from 0.2 to 0.8 ﬁereentage point annu-

. And, recently, Laura D’And1  Tyson, former Chair of the Council of Economic
visers, said that the substitutic bias probably results in a CPI overstatement
of between 0.1 and 0.2 percentage p-  t.

SOURCE OF THE BIAS

The two most important technical problems with the CPI are:

1. Substitution.—Since the CPI tracks price changes for a fixed market basket of
goods and services, it fails to capture shifts in 5‘ ases each month as consumers
substitute goods that have become relatively cheaper for goods that have become
relatively more expensive; and

18ocial Security represents some three-quarters of federal spending tied to the CPI.
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2. Quality changes and new products.—In principle, a change in price that reflects
a change in quality is not considered to be a change in the cost of living. However,
it is difficult, if not impossible, as a practical matter to measure the extent of qual-
ity changes 1n the vast number of products and services that consumers purchase.

COMPLEXITY OF PROBLEMS O} MEASUREMENT

To this point in the discussion there has been an implied assumption that any
bias resulting from the technical problems with the CPI is upward. As to the substi-
tution bias, both theory and practice would seem to indicate that this is the case.
Consumers do react to changes in price, and the fixed-market basket approach
measures the change in the cost of living as if consumers do not alter their buying

atterns when the prices of some goods and services rise faster than others. More

equent changes in the market basket could moderate the impact of this bias, but
would require additional research and revenues at a time when spending restraint
is being gaven a high priority.

With respect to chanﬁes in quality and the introduction of new products, here too
the net effect is probably an upward bias because of the resulting increases in the
benefits to consumers. However, there may be offsets. For example, certain changes
in a car may result in better milcage, but this may be at the expense of comfort
and/or safety. Similarly, a new food product may offer longer shelf life, but may sac-
rifice nutrition to do 8o0. Such offsets do not change the conclusion that quality im-
grovemenm and product innovations produce a net upward bias on the extent of in-

ation as measured by the CPl. At any rate, it seems fair to state that because of
the complex methodology involved and a lack of data, to date BLS consideration of
quality changes and new products has been minimal.

THE TECHNICAL ISSUE

The BLS is not unaware of the bias problem in the CPI raised by Chairman Alan
Greenspan—in fact, admits to it--but contends that Greenspan overstated the over-
statement. The BLS estimate of the overstat:inent of inflation by the CPI is around
0.5 of a percentage point a year.

Nor has the BLS been unresponsive in trying to fix the problems with the CPI.
For example:

o The BLS traditionally has revised the market basket about every 10 years. Be-
inning in 1998, the BLS plans to use a market basket based on consumer be-
avior in 1993-1995.

e Earlier this year the BLS introduced changes to the food, drug, and prescrip-
tion-components of the CPI which will reflect consumers’ increasing use of
cheaper, generic brands. This is expected to reduce the growth in consumer in-
flation by 0.1 percentage point per year.

Nonetheless, the BLS admits that not or;’l_y would the required changes to elimi-
nate completely the biases in the CPI be difficult to implement, but even then, most
likely, problems related to adjustments for changes in quality and the introduction
of new products would remain.

THE POLITICAL ISSUE

The BLS traditionally has been insulated from peclitical pressures. However, im-
mediately following Chairman Greenspan’s comments on the overstatement of the
CPI, a number of prominent members of Congress could not resist this newfound
opportunity to cut t| ifrowth of federal spending and increase tax revenues.

e Republicans, led by House Speaker Newt Gingrich and Majority Leader Dick
Armey, immediately endorsed the Greenspan suggestion that the federal budget def-
icit be reduced by adjusting federal benefits and income tax brackets, exemptions,
and deductions by an inflation measure more accurate than the current CPI In fact,
at one time Gingrich threatened to cut off funding of the BLS it the necessary steps
to change the CPl were not taken.

Nor were the Democrats tar behind, claiming the proposed changes in the CPI
were not a technical issue, but a backhanded way to cut Social Security benefits and
increase taxes. To forestall any such change in the CPI, Richard Gephardt, Minority
Leader, and other Democrats introduced a bill in the House (H.R. 816) to provide
that the BLS may not change, during the 104th Congress, the method of calculating
:,he CPI if it would result in i\igher taxes unless the change has been approved by
aw.

Notwithstanding these moves, Katharine Abraham, Commissioner of the Bureau
of Labor Statistics, has expressed the opinion that the policymakers in the Congress
and at the Federal Reserve Board are aware of the technical problems faced by the
BLS in attempting to arrive at an accurate gauge of inflation and are not likely to
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approve quick-fix adjustments or to shift responsibility for the CPI to some other
agency.
SOLUTIONS TO THE PROBLEM

A number of alternative solutions to the probler: of the overstatement of inflation

in the CPI merit attention:

o First, there is the frequently-resorted-to proposal for an outside ?anel of experts
on the subject to review the CPl and make recommendations for possible im-
provements. This would, in effect, be part of a balanced and timely program to
x'gpr?‘ve the index. Such an approach has been suggested by Commissioner

raham.

¢ Second, in line with Chairman Greenspan's auggeation, the BLS need make no
changes in its methods of calculatin%the CPI, but Congress could set its own
limit on cost-of-living adjustments (COLAs), providing, for example, that federal
benefits and tax brackets be adjusted bly a set amount such as 1 percentage

int leas than the increase in the CPl. In an earlier hearing before the Senate

inance Committee, Greenspan called for a permanent independent Commis-

sion that would set new cost-of-living adjustments for income taxes and benefit
rograms that are tied to the CPI,

¢ Third, no adjustments in the CPI should be mandated, but the BLS should be
enoour:g%dptfo study further the matter and accelerate its efforts toward a more
accura .

CONCLUSION

Whatever approach is taken, any changes in methodology should be made in light
of their contrbution to a more accurate CPl, not with respect to their impact on
benefit and tax payments. The Manufacturers Alliance supports the proposal that
Congress establish a ;anel of statistical experts to review the current methodolo
for measuring the CPl and recommend (1) an estimate of the upward bias in the
CPI measure of inflation, and (2) changes in the procedures currently used by BLS
to estimate the CPl. The panel of statistical experts should be drawn from the rel-
evant federal statistical offices, the Federal Reserve Board research staff, the Office
of Management and Budget, and the Congressional Budget Office.

The panel should report its findings six months following appointment, along with
recommendations to the President and the Majority and Minority leadership in the
Senate and the House of Representatives. The Alliance believes that, as a matter
‘of principle, it is inequitable for the government to continue to perpetuate an unin-
tended benefit. Policy officials should promptly correct the bias in the CPI based on
the findings of the panel of experts.
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