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FINAL REPORT OF THE ADVISORY COMMIS-
SION TO STUDY THE CONSUMER PRICE
INDEX

TUESDAY, JANUARY 28, 1997

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

The hearing was convened, pursuant to notice, at 10:10 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators Chafee, Grassley, Hatch, D’Amato, Nick-
les, Lott, Jeffords, Mack, Moynihan, Baucus, Rockefeller, Breaux,
Conrad, Graham, Bryan, and Kerrey.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE

The CHAIRMAN. Ladies and gentlemen, it is indeed a great pleas-
ure to welcome each and every one of you here. Let me start out,
Pat, by just emphasizing how fortunate I think we have been to
have such a distinguished panel before us that have devoted so
much time, effort, and expertise to a most serious question.

I just want the public to understand that these individuals have
served, basically without pay. They have worked long, hard hours
to come up with a unanimous report. We are, indeed, fortunate to
have the advice of these individuals on this most important matter.

I frankly think, Pat, it is fitting that we start our committee de-
liberations with probably the most significant issue that faces Con-
gress this year. The accuracy of the Consumer Price Index is at
issue, and today we are receiving what I consider a most critically
important report.

Now, one of the roles in Government is to protect American fami-
lies from inflation. In doing so, it is important that we are able to
precisely measure inflation. I cannot emphasize that too greatly be-
cause that is what these discussicns, it seems to me, are all about,
the accurate measurement of inflation. If the index is too high, it
overcompensates retirees and others and undertaxes many tax-
payers. If it is too low, it undercompensates retirees and overtaxes
the taxpayers.

What you and I want, Pat, is fairness to all. That is, by having
as accurate an index as is possible. Obviously, as members of the
committee and commission know, this is a very, very sensitive item
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directly affecting all taxpayers, retirees, as well as wage earners
and others.

In the spring of 1995, the Senate Finance Committee had the
wisdom to appoint a blue ribbon commission headed by Dr. Michael
Boskin to study our methods of computing our current measure of
inflation, the CPI.

They were asked to make recommendations to the Finance Com-
mittee on their findings. In September 1995, the Boskin Commis-
sion produced an interim report which received very widespread at-
tention and comments within the economic field of study.

In their interim report, the Boskin Commission concluded that,
“The upward bias, using changes in the Consumer Price Index to
estimate changes in the true cost of living, is about 1 percentage
point per year.”

Dr. Boskin and the other four distinguished commission mem-
bers have now completed their final report and have concluded that
the critical government statistic is not—I emphasize, is not—as ac-
curate as possible, since this report suggests that the Consumer
Price Index has an annual upward bias of about 1.1 percent. Clear-
ly, this is a very, very significant finding and must be taken most
seriously.

Dr. Boskin and his colleagues have also suggested to the Finance
Committee that a new measure of the true cost of living may be
needed. Inaccurate government statistics, particularly one as im-
portant as the CPI, are unacceptable and steps should be taken to
change the procedure so that the measure of CPI is as accurate as
possible.

I would like to point out that the Bureau of Labor Statistics has
made some changes to the way it calculates the CPI. In January
and July of last year, the BLS made some modest corrections to the
so-called formula bias, shaving off about 0.24 percent of the bias.

Accordingly, the BLS is scheduled to further revise their com-
putation of the CPI in 1998. In keeping with their internal im-
provements in the accuracy of the CPI, it is my hope that the BLS
will not only seriously consider the recommendations made by the
Boskin Commission today, but act upon their findings as swiftly as
possible.

I want to stress that any action taken on this report must be
broadly and deeply bipartisan. As an example of such bipartisan-
ship, last year, 46 Senators—24 Democrats, 22 Republicans—voted
for the bipartisan Chafee-Breaux compromise budget plan which
included a significant change in the CPI of 0.5 percent.

We must also have, Pat, the full cooperation of, and leadership
by, the Clinton Administration. I hope the President will not miss
an opportunity to address this issue in his fiscal year 1998 budget
that he submits to Congress next week. Clearly, this reform will
not be successful without the President’s leadership.

Pat, would you care to make any comments?

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,

A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. I would, Mr. Chairman, only emphasize
what you have said. The first and the most important thing, is to
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say this has been a bipartisan effort by this committee from the
outset.

The Commission members are not political persons, but they all
have their own politics, and they are a bipartisan commission.

I have two things I would like to say, and I think the committee
might like to know this as well. Just a bit of personal history. Thir-
ty-five years ago, I arrived in this city and I became Assistant Sec-
retary of Labor for Policy, Planning and Research.

In that capacity I had a nominal oversight of the Bureau of
Labor Statistics, and we had waiting for us, Mr. Chairman, a re-
port on the price statistics of the Federal Government, review, ap-
praisals, and recommendations. It was a group of most eminent ec-
onomics. George Stigler was chairman, who would become a Nobel
laureate a few years after that.

It had been requested of the National Bureau of Economic Re-
search by the Office of Statistical Standards, of the then Bureau
of the Budget, and they were looking at the various indices that we
then had, but of course the CPI was the most important.

In their summary they had this statement, which is worth read-
ing.

If a poll were taken of professional economists and statisticians, in all probability
they would designate (and by a wide majority) the failure of the price indexes to
take full account of quality changes as the most important defect in these indexes.
By almost as large a majority, they would believe that this failure introduces a sys-
tematic, upward bias in the price indexes that quality changes have on average
quality improvements.

That was 35 years ago, sir. I might just take a moment to note
that, among the young economists who had papers commissioned
by this group, was Dr. Griliches, who compared the price of the
three low-price automobiles in the 1950’s. I guess that would be
Chevy, Ford, and Plymouth. He found that if you took into account
the quality changes, the price went down 18 percent, but the CPI
had the price going up 31 percent. That is just an inherent problem
here. It is one of the reasons, and I think we cannot be too clear
on this, that we are not talking about fixing the CPI. The CPI is
what it is. It is very good, probably the best in the world, but it
is not a cost-of-living index.

The Bureau of Labor Statistics puts out a little pamphlet called,
“Understanding the Consumer Price Index: Answcrs to Some Ques-
tions.” Question No. 3 is: “Is the CPI a cost-of-living index?’ An-
swer: “No. Although it frequently and mistakenly is called a cost-
of-living index, the CPI is an index of price change only.”

On that note, I would just like to add one last point, which is
that I very much endorse the Chairman’s view that this has to be
not only bipartisan, but it has to be an effort to gel our numbers
accurate, to comply with the intention of the laws involved. We
need the support of the Administration. We need leadership in the
Administration. I very much hope this issue will be addressed in
the budget we will be getting next week.

I thank you, again. I think it is very auspicious that we open the
year with this eminent body.

The CHAIRMAN. Yes. We are, indeed, pleased to have the panel
before us.
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Let me turn to the chairman of the CPI Commission, Dr. Michael
Boskin, of Stanford, to present the commission’s findings.

At the conclusion of his statement, the other four members will
make their comments. I would like to recognize these distinguished
members of the commission who have worked so tirelessly with Dr.
Boskin on the recommendations they will make to us today.

We have Dr. Dale Jorgenson of Harvard University; Dr. Ellen
Dulberger, IBM Global Services. Welcome. Dr. Robert Gordon of
Northwestern University; and Dr. Griliches, who is with Harvard
University. I want to welcome each and every one of you. Thank
you again, publicly, for your work well done.

I now call on Dr. Boskin.

STATEMENT OF DR. MICHAEL J. BOSKIN, CHAIRMAN, THE
TULLY M. FRIEDMAN PROFESSOR OF ECONOMICS AND SEN-
IOR FELLOW, HOOVER INSTITUTION, STANFORD UNIVER-
SITY

Dr. BoskiN. Thank you, Mr. Chairman. Before commencing my
remarks, I thought this committee would like to know, and I was
asked to relay, a comment from a former colleague.

I saw Senator Simpson Friday night at a book party that a mu-
tual friend had for him in San Francisco, and he asked me to con-
vey his regards to his former colleagues and to tell you, Big Al is
Oll.lt there on the book tour, having a good time. So let me pass that
along.

The CHAIRMAN. Smart man.

Dr. BoskIN. But Chairman Roth, Ranking Member Moynihan,
and other distinguished members of the Senate Finance Commit-
tee, we are pleased to be here today to present the findings and
recommendations of the CPI commission to you.

I want to reiterate a few points of procedure so everyone is clear
what we did and how we did it before summarizing, briefly, those
findings and recommendations.

First, I want to thank Chairman Roth, Senator Moynihan, and
the Finance Committee staff for the thoroughly professional man-
ner in which they have dealt with and assisted the commission
throughout its deliberations and the presentation of the report.

I know you like to say this is a bipartisan effort; from our view-
point, it was a nonpartisan effort. We were asked to render a
thoughtful, careful, and professional judgment and there was never
the slightest hint that we should do anything other than that. So,
for dealing with us in this completely professional manner, we are
deeply grateful.

Second, as Senator Moynihan mentioned, the CPI Commission is
the first official external expert evaluation of the Nation’s price sta-
tistics in 35 years. The Stigler Commission report raised some of
the same issues and was an important input to the major changes
for the better BLS made in 1978.

But, since 1961, there have been numerous important develop-
ments that could not have readily been predicted at that time:
major theoretical breakthroughs in index number theory, and in
methods to adjust for quality change, technological change, such as
scanners, and the widespread indexing to the official CPI of the
government budget in response to the high inflation of the 1970’s.



These developments make the commission’s report and the accu-
racy of the Consumer Price Index both more important, and in our
view more feasible, to implement.

Third, contrary to some press reports, the commission had exten-
sive interaction with the Bureau of Labor Statistics. The commnis-
sion itself had dozens of meetings, in person, electronically, and
telephonically.

We examined everything from the mathematics, including the
subtle mathematics of the formulas used by the BLS, to the actual
price collection procedures. We went out with the price-takers to
observe that process and hear their point of view as well.

We had many meetings with the leadership of the BLS, including
a meeting at which our recommendations were thoroughly dis-
cussed 2 weeks prior to the presentation of the final report.

We appreciate the cooperation we received from the many dedi-
cated, talented people at BLS. Indeed, I think it is fair to say that
our findings and recommendations have been heavily influenced by
our interaction with BLS.

Fourth, while the widespread indexing of government programs
makes the budgetary and programmatic ramifications of our find-
ings quite important, we would make every single finding and
every single recommendation of the commission, even if the budget
was in surplus and there were no long-run entitlement cost prob-
lems on the horizon.

I would also like to mention that these same kinds of problems
in the price statistics occur in the price statistics of other nations
as well. The BLS is ahead of the statistical agencies in some di-
mensions from other countries, especially, for example, in sampling
procedures; some other countries are ahead in other areas of statis-
tics, e.g. Canada, in dealing with one of the problems we will dis-
cuss in a moment.

But, in general, the problem is that the economy is evolving rap-
idly and dynamically, so we are trying to measure us moving out
like this. The BLS is trying to catch up. We are not suggesting the
BLS is static. It is making improvements. We think it can do an
even better job in catching up part way.

But, as indicated in our report, this is going to take some time
and resources. While we believe the statistical agencies should
move forward with all deliberate speed, emphasizing both delib-
erate and speed, they are going to catch up only partially and
gradually.

The next thing I would like to mention is that inflation is not an
easy thing to measure. It may seem like we hear these statistics
quoted all the time and you think inflation is easy to measure, but
let me just try to frame this issue very briefly.

Despite the numerous improvements that have been made his-
torically and continue to be made by the statisticians in all coun-
tries, with the BLS and the U.S. in the lead in many instances,
many of them laboring under inadequate human and financial re-
source constraints, it is just difficult to keep up with the dynamic
change in the economy. ‘

New products are being introduced all the time and existing ones
improved, while others leave the market. The relative prices of dif-
ferent goods and services change frequently, for example, in re-
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sponse to technological and other factors affecting cost and quality,
which leads consumers to change their buying patterns.

In rich, industrialized modern market economies, there are lit-
erally millions of goods, and services produced and sold. A single
supermarket may contain 30,000 separate items, and a Wal-Mart,
40,000. As we become richer, demand is increasingly shifted to
services away from goods and to characteristics of goods and serv-
ices, such as enhanced quality, more variety and greater conven-
ience. Technology and entrepreneurship provide them.

But all these factors, plus others, mean a larger fraction of what
is produced and consumed in the economy is harder to measure
than decades ago, when a larger fraction of economic activity con-
sisted of easier-to-measure items, for example, tons of steel and
bushels of wheat.

So how to obtain information on who is buying what, where,
when, why, and how in an economy, then to take that information
and aggregate it up into one, two, or three measures of price
change raises a large number of thorny problems from mathe-
matics to practical implementation.

So we have gone over these issues, we believe, given our time
and resour-~ restraints, substantially and comprehensively. We be-
lieve that the current CPI, unfortunately, in spite of its many valu-
able features, is not accurate enough in its change and its measure
of inflation to be used for many of the purposes to which, and most
of the purposes to which it is used.

We have concluded that it is likely to be biasing the rate of
change of the cost of living upward by about 1.1 percentage points,
give or take a little bit. We believe in coming to that conclusion we
have been prudent and cautious. Every member of the commission
believes that is a prudent best estimate. We also believe it is more
likely that the bias is even higher than this than it is lower.

There are, roughly speaking, two broad categories of problems.
One broad category involves substitution of products, places, times,
gutlets, and things of that sort and where, what, and when people

uy.

The price of Delicious apples goes up, so you might buy Granny
Smith apples. The current formulas and methods in the BLS do not
account for those sorts of things. Or chicken for beef. If the price
of hamburger goes up, you might buy frozen chicken parts, or
something of this sort.

We have tried to get an estimate of that. There are numerous
studies, some good ones at the BLS, for example. We believe that
that contributes about 0.4 percentage points of this bias and we be-
lieve that that is a conservative number and there is virtually no
disagreement that that is a conservative and reasonable number by
anybody, including the BLS.

There has been a fundamental change in the nature of retailing,
perhaps most pronounced in the United States. We have discount
stores, et cetera. So, in addition to substitution among commod-
ities, more and more people are buying at outlets that sell at lower
prices, foregoing some personal services for that. In doing so, since
the BLS collects prices within an outlet, it misses the substitution
to lower price places, and that is probably another 0.1.
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So we have about a half a percentage point that is in this substi-
tution category and we think there is very little disagreement
about that.

Slightly more than half is in quality change and new products.
Tt is important to understand that this is an issue that has been
around a long time. As you mentioned, Zvi Griliches is perhaps the
godfather of measuring quality change. Bob Gordon has continued
work in that area, as have Ellen Dulberger and Dale Jorgenson.

These boil down to the net improvement in quality of existing
goods, thirgs being faster, more energy efficient, more durable,
things of .hat sort, and the introduction of new products. We think
we have been very conservative in how we have dealt with those,
and you will hear more about that from Bob Gordon in a few mo-
ments.

So when we add all this up, our total is 1.1 percentage points a
year. We made a variety of recommendations to form guide posts
for statistical agencies to improve the quality of their statistics.
The first and most important, is to establish the goal of a cost-of-
living index as the fundamental basis of what the entire system is
trying to measure.

There may be some reason we are really interested in what it
would cost today to buy the same basket of goods and services we
bought in 1982, but it is much less likely we will be interested in
that than what is reflecting what is going on today in the market-
place, including the thousands of goods and services that did not
exist in 1982,

So that is partly a matter of procedures and mathematics, proce-
dures to update things more quickly, and the mathematics of
changing the formula. You will hear more about that from Ellen
Dulberger in a moment.

We also believe that, although we applaud the changes that will
be made in the 1998 decadal revision, the BLS—and other statis-
tical agencies by the way—has to think about getting into a perma-
nent revision/continuous update mode, because that is what the
economy is doing.

Now, to be fair, I think one reason they sort of tend to make
changes every 10 years, is that is when they feel they can get some
additional resources from Congress to do them. You give the Cen-
sus money every 10 years, you understand that.

So they may need some more resources to be able to permanently
adjust for quality change or some flexibility in reallocating re-
sources. But, in any event, it is important that we be able to do
that and the specifics are in the report. I am not going to go into
detail, but they are basically designed to get more accurate for-
mulas and to get things in more quickly, with greater variety, and
to be catching what is going on in the market, what is being pur-
chased, where, when, and so on, more accurately. There are some
hopeful developments, technologically, in this area, such as scanner
data.

I would say that it is important to understand the BLS has some
of these on the drawing board, some of them from the initiative I
started when I was CEA chairman, some on their own volition,
some part of their decadal revisions. So, again, I want to emphasize
they are not static, they are making some improvements.
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Of this 1.1 percentage point bias, we believe that about 0.4 from
the substitution side could be dealt with in relatively short order
in the next year or two by the statistical agencies.

Quality change and new products are harder, but if they get stuff
in more quickly, adopt some of the techniques we are suggesting,
we believe they will get another couple of tenths, or three tenths,
we cannot tell you exactly, and what products when and where
over time, but that is a much longer term effort of a 3-, 5-, or 6-
year horizon, or so.

There is still going to be an irreducible minimum. They are not
going to be there at the time of the product introduction of some-
thing that takes off, like fax machines or cellular phones. You can
only get at them a little bit earlier, at best.

So, again, I would just end by saying the analytical and statis-
tical research done over vecent decades has heightened our under-
standing of these issues. The time has come, in our opinion, for
these problems to be addressed more thoroughly. That involves en-
hanced support for the BLS to improve the price statistics with all
deliberate speed and in a non-politicized manner.

It may well require additional resources. Virtually every major
private firm in the world is spending heavily on information tech-

- nology, hardware, software, and human capital, and we should not
- expect better statistics from our government agencies without a
corresponding investment. .

Finally, and most importantly, perhaps, from your standpoint,
the President and Congress must decide whether they wisk: to con-
tinue the widespread over-indexing of these government programs.
If the purpose of the indexing—as appears to be the case from the
legislation and the Congressional history—is to compensate recipi-
ents of the indexed programs or taxpayers from changes in the cost
of living, no more and no less, they—the President and Congress—
should move to wholly or partly adjust the indexing formulas.

Such changes have, as we know, profound ramifications in many
other dimensions. These changes should be made, first and fore-
most, in the interest of accuracy and not just for the budget and
other programs, but for the economic information upon which our
citizens depend.

I am going to leave it there and turn it to my colleagues. Thank
you very much. I think we will start with Ellen Dulberger.

STATEMENT OF DR. ELLEN R. DULBERGER, DIRECTOR OF
MARKETING STRATEGY, IBM PC COMPANY

Dr. DULBERGER. Chairman Roth, Ranking Member Moynihan,
and other distinguished members of the Senate Finance Commit-
tee, I, too, am pleased to be here today to present the findings and
recommendations of the CPI Commission to you.

Although employed by IBM, I appear today in a personal capac-
ity as a professional economist and member of the CPI Commis-
sion. The views and conclusions contained in this testimony are
mine and those of my colleagues on the CPI Commission and are
not presented or intended as IBM’s.

Specifically, I will address the CPI Commission recommendations
to BLS. There are 12 recommendations described in section VIII of
our report. As Professor Boskin stated a few moments ago, the



9

over-arching recommendation is that BLS should establish a cost-
of-living index as its objective in measuring consumer prices.

The primary reason for this recommendation is that a cost-of-liv-
ing index is what is needed for the main purposes for which today’s
CPI is currently being used.

This recommendation has far-reaching implications and ramifica-
tions, ranging from the index formula used to combine price quotes
and aggregate components of the index, and how resources should
be reallocated to give relatively more attention to analysis and un-
derstanding compared with gathering of price quotes and publish-
ing indexes of little or no use, such as geographic CPls as presently
constructed.

All of our recommendations are aimed toward the goal of meas-
uring the cost-of-living. We recommend the development and publi-
cation of two indexes. First, which is published on a current, timely
basis and is constructed to accommodate the different timing
schedules of required information, and a second, which would be
updated annually and revised historically to incorporate retro-
actively the results of new information and research.

If you are interested further in the rationale for two indexes, 1
have da separate statement that I would be happy to enter into the
record.

Two recommendations can, and should, be implemented in the
short term. They refer to the formulas used to combine price quotes
to form the lowest level indexes and to combine those low-level in-
dexes into higher level aggregates.

We unequivocally believe that BLS should abandon the use of
the formula which assumes that consumers do not make substi-
tutions in response to changes in relative prices. We are rec-
oinmending the use of a formula which assumes moderate substi-
tutions.

The recommendations which we believe can be implemented in
the intermediate run center on developing further understanding of
key issues, the results of which can be implemented quickly.

The BLS should study the behavior of the individual components
of the index to ascertain which components provide the most infor-
mation on the future longer-term movements in the index and
which items have fluctuations which are largely unrelated, and em-
phasize the former in data collection activities.

For example, currently the BLS collects a large number of price
quotes on bananas because they are inexpensive to collect and the

rices are quite variable, even though these variations are not re-
ated systematically to the underlying trend movements in the CPI.

The BLS should change the CPI sampling procedures to de-em-
phasize geography. Current geographic price indexes do not permit
comparisons in the cost of living across geographic areas, which
would be the purpose to which one would expect to use them.

This recommendation centers on the recognition that, for many
commodities, there is a national market. Efficiency in estimating a
national CPI would be improved if the sample design were to take
this view.

The BLS should investigate the impact of classification, that is,
item group definition, on the price indexes to improve the ability
of the index to fully capture item substitution. In addition, a classi-
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fication or grouping rule should be implemented for new products
that groups them within the same low-level group as those for
which consumers are mest likely to substitute for them. On-line
news services which compete with newspapers, automobile pur-
chases that compete with leases, and drugs that compete with sur-
gical procedures they replace are examples of products for which
direct comparisons are needed so that the full substitution effect
can be accounted for. Direct comparisons are made within these
lowest-level groupings, and this is why this needs to be done.

There are a number of additional conceptual issues that require
attention. The price of durables, such as cars, should be converted
to a price of services, along the same lines as the current treatment
of the price of owner-occupied housing.

Also, the treatment of insurance should be changed, moving to a
consumer price measure rather than the currently used ex-post in-
surance profits-based measure.

The BLS needs a more permanent mechanism for bringing out-
side information and research results to it. This commission did not
have the resources or the time to investigate all of the various as-
pects of the CPI in adequate depth, nor would a subsequent similar
group if it were assembled in the future.

A more permanent body should be created at the request of BLS,
organized by an independent, public, professional entity, such as
the American Economic Association or the National Bureau of Eco-
nomiz Research with a significant resource commitment. Such a
group couid pursue more fundamental research in cooperation with
the BLS and provide a framework for experimentation with various
alternative data collection and estimation procedures.

It would also provide the BLS with a more permanent channel
for access to a range of professional and business opinions on the
statistical, economic, and current market issues arising in the nor-
mal process of data collection, index number construction, and the
implementation of some of the reforms suggested here.

In the longer run, the BLS should develop a research program
to look beyond its current market basket framework for the CPI.
The big issues are new commodities and new services, as you have
heard before, and the changing economic, social, and environmental
climate within which the consumer is operating. These amount to
looking beyond the scope of the current CPI.

BLS should investigate the ramifications of the embedded as-
sumption of price equilibrium. This assumption, which means that
prices or quantities adjust immediately to quality changes or the
introduction of substitutes, is fundamental to many of the elements
of the methodology and its failure to hold sometimes is at the heart
of many of the issues discussed in this report. We recommend that
BLS identify the methodological changes required to relax this
major assumption.

The BLS should develop a number of new data collection initia-
tives to make some progress along the lines we have discussed.
First and foremost, BLS or a companion agency will need to collect
data on detailed time use from a large sample of consumers. We
would also need to extend the current health status survey to in-
clude more information on the various quality of life issues.
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Progress should also be made, perhaps jointly, with the Bureau
of Economic Analysis, which is already doing work in this area,
such as environmental satellite accounts, on incorporating data
from victimization surveys, and from various measures of the sta-
tus of our physical environment into an experimental set of na-
tional satellite social economics accounts, accounts that value not
only the market consumption basket, but also the resulting leisure
and quality of life experienced by the average individual.

It will be difficult to integrate these into the main cost-of-living
framework, but over time progress on these fronts should provide
useful supplementary information to policymakers and the public.

The CHAIRMAN. Because we have a number of Senators that
want to ask questions, I would ask that we try to keep comments
within 5 minutes, if that is possible.

STATEMENT OF DR. ROBERT J. GORDON, STANLEY G. HARRIS
PROFESSOR IN THE SOCIAL SCIENCES, NORTHWESTERN
UNIVERSITY, EVANSTON, IL

Dr. GOrRDON. Chairman Roth, Ranking Member Moynihan, and
members of the committee, I am going to talk about the major sec-
tion of our report which dealt with quality change in new products.
The difficult problems posed by quality ciznge in the estimation of
the value of new products has been called the hand-to-hand combat
of price measurement.

I am going to, very briefly, describe what we did. But, more im-
portantly, I am going to go beyond our report in several dimen-
sions, addressing some of the criticisms we have received, and also
to emphasize that our estimates are quite conservative.

Overall, we divided the CPI into 27 different categories and
looked at them individually to see whether there was research,
whether we could find outside evidence to come up with an esti-
mate of the potential bias due to quality change in new products.
Out of the 27 categories, we found an upward bias, but of widely
differing amounts, ranging from a tenth of a percent in one cat-
egory, to 5.5 percent in another category.

Now, I want to emphasize that we did not assume the CPI
makes no adjustments for quality change. Indeed, we did not look
at any information about what the CPI actually does in dividing
given price changes between the true price increase and quality
change.

Rather, we relied on outside evidence, outside research, that col-
lected prices and, with the best academic techniques available,
made adjustments for quality change. Some of that research in-
volves automobiles, appliances, consumer electronics, apparel, pre-
scription drugs, and specific medical procedures.

In other areas there was no research to rely on, or very little,
and we made very careful and conservative judgments as to wheth-
er a particular category was related to another category where
there might have been research.

Here 1 want to emphasize the most previous evaluations of the
CPI have just assumed that in these other categories the bias was
zero. That is a subjective judgment. We think that using research
is a more common sense approach to this problem.
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Now, swamping the quality change issue, I think, is the issue of
new products and how they are treated in the CPI. I want to take
two different aspects from this and divide them up very carefully,
because we tried to deal with one, but we did not deal with the sec-
ond. I think that is the fundamental reason why our estimates are
conservative,

Characterizing every product back into the 19th century has
been something called the product cycle. A new product is typically
introduced at a high price, selling small quantities. Manufacturers
learn how to make it better, cheaper, and faster and the price goes
down. Sales go up. But much of the price decline happens in the
first few years of a new product.

A classic example is the VCR, which was introduced in 1978 with
electromechanical controls, very clunky, subject to constant repair
needs, very difficult to program, at a price of more than $1,000. By
1985, almost half of American households were buying VCRs, had
them in their homes, the price had fallen to $200, all of the con-
trols were now electronic, the programming was much easier. As
you know, you can now program VCRs on the screen of your TV.

When was the VCR introduced into the CPI? Not until 1987,
after half of the Americans had already bought it and benefited
from this big drop in prices. The CPI did not get any of that.

Today we have another revolution, the cellular phone. Families
are able to keep in touch with loved ones, elderly relatives with
children. The single biggest reason, according to Consumer Re-
ports, that families buy cellular phones is security. That is not in
the CPI at all. The cellular phone is the example for the 1990’s if
the VCR was the example of the 1980’s of the delay in introducing
new products. That is the first part of the new product problem.

The second part, is that the very invention of something like a
VCR or a cellular phone creates value, and we did not estimate
that at all. Casumers like stereo sound better than mono sound.
They like color TV better than black and white. They like the fact
that they can watch movies at home without paying for babysitters.
They like the convenience of microwave ovens.

They strongly appreciate the increasing availability of new diag-
nostic medical care tests that are less painful, shorter stays in hos-
pitals, a number of painless procedures in medical care, and, most
importantly, a 4-year increase in life expectancy over the last two
decades. These are all valuable improvements in the quality of life,
and we made no adjustment whatsoever for any of these things.

Now, our report has been criticized on several grounds, and I
want to mention a couple of them. First of all, some people say,
well, clearly the quality of life has gotten worse. That is not true.
We looked specifically at figures on the incidence of crime, the
quality of the air, the quality of water. All those things quan-
titatively have measures, and they have gotten better.

We have been criticized for using elitist examples. But what
could be less elitist than a color television set? Ninety-eight percent
of American households have color TV sets, and the average Amer-
ican household has 2.2 color TV sets. What could be less elitist
than that? VCRs are in 78 percent of American households. Three-
quarters of American households have air conditioning; 44 percent
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central air conditioning. So our statistics apply broadly and across
the board.

In the last three decades, there are many quantitative measures
of the improving quality of shelter, the increased number of posses-
sions in the average American household, and yet our official sta-
tistics say the median family income is stagnant, real wages have
been declining. Can we really believe that?

Now, I want to get into the final point, which are some reasons
I think we understated the overall quality change bias. One new
finding that goes beyond our report involves television sets. That
category in our report—we used some old research of mine that
dates back to the 1970's and early 1980’s—showed a 4.5 percent
bias. But I studied, since the report was finished, Consumer Re-
ports, and I can give you new findings today for the price of tele-
xéision sets ranging over the period of 1984 to 1997, right up to

ate. ‘

The Consumer Price Index says the price of TV sets dropped at
3 percent a year. I am here to tell you today, the true rate of price
decline, according to Consumer Reports for identical television sets
was 11 percent per year, the bias for TV sets is truly 8 percent,
not the 4.5 that we reported in our report.

There are other hints that we have been too conservative. A
broad gap has opened up between the Consumer Price Index and
an alternative measure of consumer price inflation created by the
Department of Commerce called the deftator for personal consump-
tion expenditures.

That gap is opened up to almost a 1 percent difference, that is,
3 percent inflation according to the CPI, but 2 percent inflation ac-
cording to the Department of Commerce. Yet, three-quarters of our
findings about the CPI carry over to this other Department of Com-
merce index. If you just add those two numbers together, you come
up with, not 1.1, but 1.7.

Our American statistical system is full of anomalies. According
to our government statistics, productivity in two-thirds of the econ-
omy, outside of manufacturing, has been falling for the last quarter
of a century. Have we actually forgotten how to do things? There
is a simple solution. If the Consumer Price Index is biased upward,
as our commission has concluded, real output and productivity,
growth, are biased downward and a number of anomalies are
solved.

Thank you.

STATEMENT OF DR. ZVI GRILICHES, THE PAUL M. WARBURG
PROFESSOR OF ECONOMICS, HARVARD UNIVERSITY

Dr. GRILICHES. Senator Roth, Senator Moynihan, and members
of the committee, I, too, am glad to be here. I want to make three
points. No. 1, is that our report is not an attack on the BLS, an
agency that has been struggling valiantly in a difficult environment
and with limited resources with these very hard questions involved
in such an effort. But it can, and should, do better in the future.

As we move into the new century, as the economy gets more com-
plex, the BLS has to re-engineer and reinvent itself. We have made
some suggestions in that direction.
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The second point that I want to make, is that an index is an av-
erage. Because it is an average, there is always the possibility that
it is not exactly right for everyone.

Now, we have looked carefully into the claim that the trend in
the prices paid by the elderly is somehow different from the rest
of the population, and found little merit in this argument. Re-com-
putations of the index using more specific weights showed very lit-
tle difference. The budgets of the elderly differ primarily in giving
more weight to expenditures on health and housing.

The first one, is one of the areas of the great change in quality
and largest over-estimation in the current measures. Recent stud-
ies document the fact that almost all of the rise in health expendi-
tures during the last decade have come, not from price rises, but
from increases in what is done for the benefit of the patients.

In the area of housing, the elderly benefit from a quirk in the
construction of the index which does not take into account that al-
most three-quarters of them own their own houses or apartments,
and hence they are protected against the rising real estate prices
and need not be compensated again for it.

The elderly, especially the poor elderly, do have a valid com-
plaint, however, not necessarily against the index, but about its use
and interpretation. The index is designed to measure the change in
the cost of living for an average unaging household in an unchang-
ing environment, but we do age, our health expenditures do go up,
and the environment in which we function also changes continu-
ously.

All of that is outside of the scope of the CPI, current or improved.
The CPI does not rise in a cold winter, or historically because our
population is older now and hence requires a higher level of medi-
cal expenditures.

Health costs rise with age and with some improvements in medi-
cal technology. These are real drains on the budgets of the elderly
and the rest of us. But they would be there also if there was no
inflation, and the response to them has nothing to do with index-
ing, per se.

Many of the complaints about the findings of the commission are
really complaints about the inadequate levels of support for the dis-
abled or for some of our elderly, not about the indexation formula.
They should be addressed head-on,

Now, the last point, is to make a comment on what Senator Roth
said, that one of the tasks of the Congress is to protect American
families from inflation. Unless we are careful in defining what we
mean by inflation, we may commit ourselves to an impossible task.

Not all changes in prices can be fully compensated. When OPEC
raises energy prices, when AIDs appears, we all become poorer. In-
dexing was developed to protect workers and pensioners from mon-
etary inflation on the assumption that there were gainers from in-
flation that could be taxed to compensate losers. But many changes
in prices and the cost of living occur in contexts where there are
no gainers who could be justly taxed. If energy prices rise, why
should not all sectors of the society share in this disaster? Because
of such considerations, the CPI is ultimately not the right instru-
ment for indexation.
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Issues of indexation should not be tied too closely to the CPI as
it is currently computed, or even to the one that will be improved
and redesigned in the future because the indexation issues and the
measurement of the cost of living are not the same thing.

The CHAIRMAN. Thank you.

STATEMENT OF DR. DALE JORGENSON, CHAIRMAN OF THE
DEPARTMENT OF ECONOMICS AND THE FREDERIC EATON
ABBE PROFESSOR OF ECONOMICS, HARVARD UNIVERSITY

Dr. JORGENSON. Chairman Roth, Senator Moynihan, distin-
guished members of the Senate Committee on Finance, I would like
to, in my testimony, deal with the bottom line. I would like to di-
rect your attention to Recommendation No. 9 in the Executive
Summary of our report.

I am going to refer also to the diagrams at the very end of the
report. Those of you who brought your copy with you can easily de-
tect fhese pages, since they are at the end of the report and are
in color.

I want to make three points. Historically, over-indexing of the
Federal budget has been enormously costly, contributing hundreds
of billions of dollars to our National debt.

Point No. 2, is that correcting a bias of the order of magnitude
that Dr. Boskin has summarized for you could lead to a major re-
duction in our Federal deficit. I am talking now about the Federal
deficit that we face in the future.

Point No. 3, over the next 10 years, correcting the bias could re-
duce the national debt by almost $700 billion. By the year 2008,
this would amount to $1 trillion.

Given the staggering magnitude of these numbers, I think it is
very important to focus on the fundamentals of indexing. As Chair-
man Roth has just emphasized, our assignment was to produce rec-
i)mmendations leading to a more accurate measure of the cost of
iving.

Needless to say, it is important to understand thoroughly the
definition of the idea of the cost of living. A cost-of-living index
compares the costs of maintaining a given standard of living.
Therefore, it is the ideal instrument that economists have devised
for the purpose of indexing government programs, maintaining the
standard of living of the beneficiaries of indexed programs.

Over-indexing results from an upward bias in the CPI, which
was what we found. Of course, under-indexing would be the com-
plement, that would be the result of a downward bias in the cost-
of-living measure.

Now we arrive at the central point which, as Senator Moynihan
has emphasized both here and in previous hearings on this subject,
the Bureau of Labor Statistics has pointed out in numerous places
that the Consumer Price Index, which is used for indexing govern-
ment programs, is not—I repeat, not—a cost-of-living index. The
CPI has a well-developed rationale of a fixed-weight price index as
a statistical idea that is unrelated to the goal of measuring the cost
of living.

A cost-of-living index would be formulated in such a way as to
achieve or to satisfy the definition, which is to maintain the stand-
ard of living of the individuals whose living is being indexed.



16

Now, it is important to understand this point because the Bureau
of Labor Statistics also does research on the cost of living, and
much of the research that we summarize in our report compares
the CPI, which is used for indexing, with alternative measures that
accurately reflect the cost of living. However, the main point still
remains that the CPI itself is not a cost-of-living index.

Well, we now come to the first point: how important are the bi-
ases in the CPI? Two years ago, approximately, I presented testi-
mony before this committee, pointing out an error which the Bu-
reau of Labor Statistics corrected in 1985 was responsible for a
major increment in our national debt.

Subsequent to my testimony, the Office of Economic Policy Re-
search in the U.S. Treasury conducted a very careful study of this
issue, which is described in our report. They based this on a de-
tailed simulation model and came up with a precise estimate. This
is based, now, on historical information on actual Social Security
beneficiaries. -

The contribution to over-indexing due to this error that was cor-
rected in 1985 has cumulated to $273 billion. So my first point, is
that over-indexing matters. It is something which historically has
added a great deal to our National debt.

Now, what about the issue of going forward? If we consider the
bias, all of us have advised you is a low estimate of the bias in the
CPI as a measure of the cost of living. If we were to correct this
bias, we would in 10 years reduce the annual Federal deficit by
$148 billion over the next decade.

How large is $148 billion? It is larger than the deficit last year.
The director of the Congressional Budget Office is testifying as we
conduct the proceeding here that the deficit for last year totaled
$107 billion. We are talking about a number which, by itself, would
have been big enough to eliminate the deficit last year.

How important is this going forward into the future? Again, look-
ing forward to the year 2002, the number that June O’Neill is
going to present today, is that the deficit will mount up to $158 bil-

lion. The reduction in the deficit then turns out to be $148 billion

out of this $158 billion in the year 2002.

Another way to look at this, is that over-indexing will become the
fourth-largest government program after Social Security, health
care, and defense, three of the major Federal programs. That is my
second point.

My third point, is that correcting a bias of this sort would reduce
our National debt by almost $700 billion over the next 10 years.
Over the next 12 years, going out to 2008, the reduction would be
$1 trillion.

Now, it is very important to understand the mechanics here.
How do we go from 1.1 percent of 30 percent of the Federal budget,
which amounts to $1.5 trillion, to a cumulative impact on the na-
tional debt of $1 trillion more debt? That requires a very simple
point to be understood, and that is the definition of the deficit.

The deficit is the difference between the expenditures of the Gov-
ernment and its revenues, and both of these are very large num-
bers. The difference is, of course, a very small number, relatively
speaking. But both sides of that difference, the revenues and the
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expenditures, are affected by indexing. That is what accounts for
the impact on the deficit.

When you cumulate the deficit into the national debt, then of
course we find that a growing deficit becomes an explosive increase
in the national debt.

Well, I have now made my three points. Historically, over-index-
ing has created large increases in our National debt. Going for-
ward, we have the opportunity to make major reductions in our
deficit by eliminating over-indexing.

Finally, if we do not do that, we are going to be facing an explo-
sion in a component of the national debt that is simply due to an
error in the way that we treat our price statistics.

I now come to item No. 9 in our recommendations, which are ad-
dressed to the President and the Congress. As Chairman Boskin
has already pointed out to you, you must decide—this is not some-
thing we are going to do for you, or the Bureau of Labor Statistics,
or anybody else—whether you wish to continue this over-indexing.
If not, you must pass legislation adjusting indexing provisions ac-
cordingly. That is our recommendation.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, ladies and gentlemen, for your very
important analysis.

Dr. Boskin, let me ask you. We have before us, Pat, five of the
most distinguished economists in the area, probably the most pre-
emigent. Are you unanimous in your recommendations, the five of
you?

Dr. BoskIN. Completely, absolutely, thoroughly.

The CHAIRMAN. No exceptions.

Dr. BoskIN. None, whatsoever.

The CHAIRMAN. Let me ask you this. What has been the reaction
of the economist community, generally, to your recommendations?

Dr. BoskIN. Well, Mr. Chairman, I would divide that into two
groups. One, is the group of experts who have studied what we
have done carefully and are reccgnized authorities in the field,
ranging from some people at the Faderal Reserve to the academic
experts, and they have made sorie very strong statements and
have written some very strong things.

We presented our findings to the annual meeting of the Amer-
ican Economics Association and we were privileged to have there
three of the world’s experts on these subjects who are not members
of the commission. We received enthusiastic endorsements from all
of them. All of them said they thought we were probably slightly
low, or maybe even a little more than slightly low.

Erwin Dewert, at the University of British Columbia, who is the
world’s leading expert on index number theory; Bill Nordhaus at
Yale, who was on the Council of Economic Advisors under Presi-
dent Carter, one of the leading experts on quality change and new
products; and Jerry Hausman at MIT, the leading expert on new
products.

They were using words like, careful, thoughtful, prudent, prob-
ably conservative, a little low, the bias is downward bias because
it cf:)es not account, as Bob Gordon said, for the extra value of the
introduction of new products. We have heard similar things. I think
the people inside the Fed are around where we are, but also a little
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surprised we did not come out with a little higher number, some
of them.

There have been, more generally, statements made, and so on, by
people, I think, who are not fully aware. They had not read the re-
port and they did not understand the recommendations. Some peo-
ple, and perhaps some inside the BLS, misconstrued what we were
recommending.

Some people, I think, thought we were suggesting to the BLS to
take our numbers in the 27 categories of quality change and make
some ad hoc adjustments. Of course, we made no such rec-
ommendation, we just use this as illustration of how they could,
and should, do better. So there was a little bit of confusion we have
been trying to clarify on that score.

There also have been a couple of people who have been critical,
although I would divide this into two parts. The people who have
been most critical, I think—one has written a report for the AARP,
so perhaps it is not surprising that it was critical. Joel Popkin and
Dean Baker are the two people who have been most critical.

We have examined all of their suggestions. We have had ex-
changes with one of the two of them, the other one never bothered
to relay the findings to us until after they were published.

But, in any event, we have gone over them exhaustively and we
think there is little merit in those criticisms. So I think, as a gen-
eral proposition, the economics community is now getting used to
the results, digesting it, and I think they are more or less in line
with where we are.

The CHAIRMAN. To borrow a phrase used by my distinguished
colleague, is it a fair statement to say that the economists are sol-
idly behind this report?

Dr. BoskIN. I think the leading experts in academe and the Fed-
eral Reserve are. I do not mean to try to be amusing here, but
there is this old bromide, you can line economists up and if you
have 10 economists, you get 11 answers. So I am sure you will find
people with different points of view, but I think the people who
have looked at it seriously, carefully, and thoughtful are substan-
tially and solidly behind it, yes.

The CHAIRMAN. Does the panel agree with that?

Anyone disagree?

[No response]

The CHAIRMAN. Dr. Jorgenson, let me go a moment to your testi-
mony. You point out, I think, over 12 years something like $1 tril-
lion would be saved. I think it is important for the public to under-
stand that, after these corrections are made, we are still going to
make corrections for inflation. We are not saying to retirees that
you are not going to get a cost-of-living adjustment. Is that correct?

Dr. JORGENSON. That is correct. The task that we set was to ex-
plain how best to make that adjustment and to avoid both under-
indexing and over-indexing. In other words, we tried to get it just
right.

gl‘he CHAIRMAN. Would you explain again, for the first year the
savings would be how much in 1987?

Dr. JORGENSON. If you focus on 1997, did you mean?

The CHAIRMAN. I am sorry, yes.
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Dr. JORGENSON. 1997. If you look at our chart, again, this is A-
1, one of the colored charts there, what you can see is that in 1997
the saving is less than $10 billion; in 1998 it grows to something
like $25 billion.

The reason for this rapid cumulation is the fact that you have
both reductions due to indexing of the revenues, reductions in the
deficit due to more tax collections, as well as reduced expenditures.
But then you begin to get a factor here that reflects the change in
debt service.

After all, if you over-index you create more national debt. You
have to pay interest on that, and that cumulates. That is essen-
tially what accounts for the explosive growth of both the deficit,
and then of course the national debt, as a result of over-indexing.

The CHAIRMAN. Would you explain why it means more revenue?

Dr. JORGENSON. Yes. Beginning in 1981 with the Kemp-Roth leg-
islation of that year, the brackets——

Senator MOYNIHAN. Excuse me, sir. It is Roth-Kemp.

Dr. JORGENSON. Excuse me. I was being alphabetical, Mr. Chair-
man. Sorry about that.

In any case, both the tax brackets and the individual exemptions
have been indexed since that time. If the adjustment is character-
ized by a bias, obviously that leads to over-indexing of the brackets
and the exemption, and therefore to tax collections that are too low,
which then add to the deficit.

The CHAIRMAN. I do not think a lot of people understand this as-
pect of what we are talking about.

Dr. JORGENSON. That is right.

The CHAIRMAN. Well, my time is up. I will call upon my good
friend and colleague, Senator Moynihan.

Senator MOYNIHAN. Mr. Chairman, I have had more than my
share of time. I wonder if I could defer to Senator Bryan, whom
I believe is next on our side.

Senator BRYAN. Thank you very much, Senator Moynihan, Mr.
Chairman. Let me just preface by saying I am delighted to be a
member of the committee, and look forward to working with you,
Mr. Chairman, the Ranking Member, and other members as we
work with some very challenging issues. This morning’s subject of
discussion is certainly one of those.

Let me go over briefly, if I may, your recommendations which en-
courage Congress to do several things, some of which seem to be
relatively easy. One recommendation is to make sure that informa-
tion that is currently developed by the Departments of Commerce
and Labor can be shared in improving the accuracy and timeliness.
This does not strike me as being all that difficult, is it as simple
as your recommendation suggests to us?

Dr. BoskiN. Well, I think that because we have a decentralized
statistical system and some of the things the BLS needs are col-
lected by the Census Bureau and we have been very, very strong,
as we should, about confidentiality, it seems to take a long time for
the data from the Census to get inputted into the BLS’s proce-
dures.

Now, I think there is some dispute about exactly why it takes al-
most 3 years for that to happen; other countries seem to do it in
a year. But we think this is one obstacle that could be removed.
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Senator BRYAN. It is not a blanket prohibition we are talking
about, but a time lag that occurs under the present procedure?

Dr. GrILICHES. No. I think there is sort of the problem of, at
what level of confidentiality things are available. Basically, there
is a wall on data between different departments. On a statistical
side, I think it actually leads to a significant amount of inefficiency.

While it is not within the purview of this commission, I think se-
rious thought some day should be given to unifying all the various
statistical agencies so they operate on a consistent basis and they
also do not overlap and collect the same things again.

Senator BRYAN. Doctor, I think you pointed out, or one of your
distinguished colleagues, that the Department of Commerce’s eco-
nomic model seems to be more accurate in assessing the true im-
pact of inflation on our economy. I believe your testimony indicated
that the CPI, as developed by the Bureau of Labor Statistics, is 1
percent higher. Dr. Gordon, if you are the one, excuse me.

Does the model being used by the Department of Commerce, in-
corporate a number of the suggestions that you are making to us
about substitution, quality enhancement, improving the introduc-
tion of new products into the index? If not, why is that model more
accurate?

Dr. GORDON. There are two main differences between the De-
partment of Commerce measure of consumer prices and the CPL
One, is that the weights are much more up to date, so that the De-
partment of Commerce index corrects the first of our sources of
bias, which is the 0.15.

Now, the BLS has actually—I think partly at our suggestion—
done a very careful study of this discrepancy between the two in-
dexes. They find that 0.35 actually is due to differences in weights,
and those differences in weights are that the Commerce is much
more up to date. They are using 1995 or 1996 weights instead of
1982 to 1984, as is done in the CPI.

This is just one of the suggestions, that maybe we are too con-
servative in our estimate of substitution bias because we have be-
fore us another example of how the problem is more serious.

The other difference between the two, is that there are three
parts of consumer expenditure where the Department of Commerce
uses a different measure of prices. Those are personal computers,
airline fares, and by far the most important, medical care. All three
of those components have slower rates of price inflation, according
to the measures that the Department of Commerce uses.

However, everything else in our report carries over to the De-
partment of Commerce, where the individual low-level price
quotations come from the CPIL. That is why I suggested, if you look
at it that way, we are probably quite conservative in our overall
number of 1.1, and 1.5 is really equally plausible, in my view.

Senator BRYAN. If the Finance Committee chooses to craft legis-
lation which seeks to implement the recommendations that the
Commission has made, share with us how much of it is a matter
of resources. You point out that the Department of Commerce is
able to introduce new products into the calculations at an earlier
point in time. How much of such legislation needs to be specific
and directive in terms of precisely what to do?
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Dr. GORDON. One thing that we have not emphasized yet so far
is that we recommend that there be two indexes. The current
monthly CPI is handicapped because it has to come out every
month and it can never be revised, because it is used in certain
legal contracts. We recommend a second index be implemented
that, like our GDP statistics, can be revised on the basis of the best
research and can incorporate the appropriate weights when they
become available.

I think to properly develop the second index the BLS will need
a larger research department and one that is differently designed
than its current one.

On the other hand, as Ellen said, they are spending too many re-
sources collecting the prices of bananas, and I think there are
areas of efficiency that we have emphasized as well.

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

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman. I want to extend my
thanks to every member of the panel. You have been very, very pa-
tielnt and have worked on this for months, and it is very, very valu-
able.

Now, I am not suggesting that I understand all this. As a matter
of fact, ] have got to have a little schooling on the statement that
everybody seems to agree with, that the CPI is not a cost-of-living
index. I know Senator Moynihan has a book here explaining why
it is not, but I fell off the merry-go-round somewhere here and have
to catch up on that.

But, Dr. Boskin, did you say that the BLS does not take into ac-
count substitution? Somebody said that.

Dr. BOskIN. Yes, that is correct. In the formulas that they
use——

Senator CHAFEE. Yes, they do not take them into account.

Dr. BoskIN. Yes, they do not. The formulas they use assume no
substitution. They assume when the price of Granny Smith apples
goes up you do not substitute Delicious apples; when the price of
hamburger goes up, you don’t buy chicken parts or macaroni.

Senator CHAFEE. But that seems so——

Dr. BoskiN. That is one of the two fundamental reasons it is not
a cost-of-living index.

Senator CHAFEE. All right. Maybe that explains it. What is it for
then, the CPI? I mean, you say they cannot take substitution into
account. I guess Dr. Gordon said that because so many contracts
are dependent upon this, you just work with—not you, but the
BLS—a fixed market basket.

Dr. BoskiN. No, I think that was not what he intended to say,
and let me try to summarize this. We did not say they cannot, we
said they do not. Indeed, they can, and our recommendation is that
they do.

T)llle reason we recommend two indexes is because, in the imple-
mentation and the daily operation of collecting the information and
processing it, it may be hard, on a timely, monthly basis to do some
of these things that is easier to do annually or revise episodically.
So that is why we said they are going to have to have two indexes
to get this information.
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The reason it is not a cost-of-living index—and again there has
been some misunderstanding of this—if you buy a lot of hamburger
and the price of hamburger goes up, you are worse off. Imagine a
world where you were not able to substitute anything, you could
not buy more macaroni or more chicken parts, and you were forced
to buy more hamburger and therefore less of a lot of other things
with the same income.

So we are seeing consumers naturally cross the income spectrum.
Consumers naturally act in a way, partially—and I emphasize par-
tially—to insulate themselves from the price increases of goods that
go up more rapidly in price.

It is that we are trying to get accurate formulas to represent. We
are not saying they are not worse off if the price of something they
buy goes up. They are, but they are not as badly off as if they were
unable to substitute at all, which is what the current formulas esti-
mate.

Senator CHAFEE. Now, the next thing you can help me on is the
arguments of the elderly against what you folks have done. It
seems to me, and obviously this is going to be a big factor. You
mentioned Senator Simpson. One of his favorite organizations was
the AARP. They have views on what we are discussing here today,
obviously.

What the elderly will say is that we, the elderly, have higher
medical cosis. Set aside the housing. I think the statement you
gave, and when we met before you gave the same statement, the
elderly—what is it, 75 percent own their own homes or apartments,
did you say? That is an extraordinary statistic. Compared to other
age brackets of what percent? Let us say the age bracket 40-50,
roughly, how many of them would own their home?

Dr. GRILICHES. About 50 percent.

Senator CHAFEE. Fifty percent of them would own their own
home. So there is a dramatic difference.

But the health care, could somebody go through that again for
me? Let me just say in connection with this, there is more health
care given. Maybe once upon a time cataracts were not treated, but
now they are treated and that is an expense. I should not answer
my own q:1estion, or should not try to answer it. Doctor?

Dr. GRILICHES. Well, more cataracts are being treated today.
That is & new good that is now available. That is not an ircrease
in the price of medical services, that is an increase in the quantity
of medical services. That is the basic difference.

Your cost of living did not go up because cataract surgery is now
available or because the machines that are going to blast kidney
stones are available but were not available yesterday. If we are
going to treat that as a price increase, we are going to essentially
take an item from the credit side and put it on the debit side.

Senator CHAFEE. I get it. Thank you.

The CHAIRMAN. Senator Breaux.

Senator BREAUX. Thank you, Mr. Chairman. Once again, I would
add to the appreciation of everybody on the committee for the work
that you all have done. I know this has not been something that
has been easy. You have made a great contribution for bringing on
this discussion.
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Sometimes I think that if you had not come on the scene and the
Bureau of Labor Statistics had just made this decision in a very
dull, technical press release and we had all these people at the ta-
bles writing furiously about how CPI adjustments are going to kill
us all politically, it would never have occurred.

If they had just made a decision that they have come up with a
more accurate way of assessing what a Consumer Price Index fig-
ure would be which affects a third of the total Federal budget, and
done it quietly, then no one would have really paid a great deal of
attention to it. But, because it has been elevated by Congress, look-
ing at a problem and trying to correct it, all of a sudden now it is
a huge national issue.

The so-called Chafee-Breaux group that so many of us on this
committee really worked with in the last Congress has a 0.5 per-
cent adjustment in the Consumer Price Index, and 46 Senators,
both parties, voted for that. Everybody who did that is still back
who wanted to come back in this Congress.

The interesting thing about that 0.5 percent adjustment, in the
charts that we had, the average Social Security recipient, without
the adjustment, using the wrong formula, would have had a $20 a
month increase in Social Security benefits.

With the 0.5 percent adjustment, they would have gotten a $16
a month increase in their monthly benefits. I really think if we had
just done this quietly, I guess, through the Bureau of Labor Statis-
tics, it would have been accepted and would not have been added
to the political battles that we have to fight with.

The AARP does say that the right way to adjust CPI is to allow
the experts at the BLS to continue doing their job and keep politics
out of it. Anybody have any thoughts about why we should be
doing it, or should we be doing it, and why should we be involved
in something that is basically a statistical determination? Mike.

Dr. BOsKIN. Well, let me start by saying we all strongly believe
the statistical agencies should be independent and non-politicized.
If we were back at the Stigler Commission before the indexing of
the budget, this would be a much different issue.

The statistical agencies have their procedures and I think they
are making some improvements. Hopefully, as a result of our rec-
ommendations, they will be making more, and some more rapidly.

But the fact is, if it were not for this and you do nothing, they
are going to make some adjustments gradually over time that may
deal with part of this issue that may or may not even get into the
official CPI, but may be in experimental indexes.

So the fact of the matter is, this has to be on two tracks. You
have to decide what you think is right for indexed government pro-
grams. The BLS has to make improvements in the statistics. That
1s going to take some time. They will be able to make some im-
provements in the next couple of years, others down the road. You
need a procedure to be kept informed about what those are. If you
decide to make your 0.5 percent adjustment and then a few years
from now the BLS does something, you want to know about it. You
might want to adjust your 0.5 percent.

Senator BREAUX. Well, I guess the short-term answer then is
that when Congress becomes aware of a mistake that an agency of
the Government is making by using incorrect figures or inaccurate
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figures to determine something, that it really is incumbent upon us
to come in and do what is necessary to correct that mistake.

Dr. BOSKIN. Well, I think that is right, although I would be care-
ful about using the term “mistake.” I think there are several dif-
ferent purposes, They do a good job; they can, and should, do bet-
ter. A

The use to wh\u{ the number is put is not the use to which the
number was origimilly designed to be put. Indexing came along six
decades after the CPI was developed as a fixed-weight index
around World War I, and similar things.

So the fact is, back then not a lot of attention was paid to this
otential bias. But, as more and more has become indexed, as we
ave added the Tax Code, as the debt and deficit have become big-

ger issues, the amounts are just very, very large. You should al-
ways be interested imr accuracy. The BLS, I think, is interested in
accuracy, but they have their pace and their ability to do some
things, and not others. :

Senator BREAUX. My final point and question is, I think it is the
coalition in the House that suggested that in order to make sure
that any changes in the CPI adjustment is not unduly harmful to
those who are in the lower bracket of Federal benefits, say a Social
Security recipient, that what they would suggest was that any ad-
justment would be given across the board with the same dollar fig-
ure, regardless of the income category that the person is in.

That is, a person that has $1,000 of income under Social Security
retirement would get the same dollar increase as a person with
maybe only $500 a month in order to protect lower income recipi-
ents of benefits from being unduly affected. I guess that is not
something that affects anything that you would do. Could you com-
ment on that concept?

Dr. BoskIN. I would make a couple of quick comments. One, is
if the purpose of the indexing is to compensate for inflation—sub-
ject to the proviso Dr. Griliches mentioned; if there is another oil
shock we may not want to compensate fully—you want an accurate
measure.

If you also have a concern about some people, elderly widows
with very low incomes, for example, that is a discussion of the
structure of the program. You might want to adjust that as well.
A mechanical way to do that would be to exempt SSI, for example.
You dollar-for-dollar automatically adjust. But I, myself, think the
purpose of indexing is to index, not to redistribute income.

We already have lots of features of Social Security, of the Tax
Code, et cetera. We have progressive rates in the Tax Code, we
have progressive benefit formulas in Social Security. If you want to
open up all those cans of worms, you are raising a lot of other big
issues on which opinions differ a lot.

The CHAIRMAN. Senator Rockefeller.

Senator ROCKEFELLER. Dr. Boskin, you just indicated that we are
not trying to redistribute income. Yet, I think at the beginning it
was pointed out, or at least maybe just in the material or perhaps
in my briefing, that seniors are afraid that they are going to get
less. That is, not less actual money, but less of an increase.

On the other hand, it was indicated that others will be paying
more. I would like to hear a little bit more, that is, if we do not
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make a change, about who it is, what kinds of people will be penal-
ized, in a sense, if we do not adjust the CPI.

Dr. BoskiN. I will start, and then ask Dale and Bob if they want
to add to that. First of all, accurately, what would happen’ if you
made an adjustment is that, as Senator Roth and others have men-
tioned, there will still be a cost-of-living adjustment. The annual
amount would still go up. It would go up accurately so there would
be actually no real cut, no inflation-adjusted cut. What you would
be doing is correcting an automatic, real, 1.1 percent increase.

bSenator ROCKEFELLER. I do understand that. I am just talking
about-

Dr. BOSKIN. About a third of this is on the tax side, so there
would be some additional taxes paid relative to doing nothing, but
it would be an accurate, real tax adjustment. You would make the
inflation indexing of the brackets accurate rather than over-adjust-
ing the tax brackets.

But, most importantly, you have this trillion dollars Professor
Jorgenson mentioned. So there is $1 trillion in the next 12 years
that will be left to future taxpayers, middle aged, or younger people
whose tax burden will go up a lot more. That includes people of all
income groups. Payroll taxes, income taxes and other things will
have to go up to deal with that eventually.

Maybe it can get postponed for a while. I would hope that it does
not get postponed for very long. I hope we would deal with these
e}):p%dﬁiously. But the fact is, that is who would wind up footing
the bill.

Dr. JORGENSON. Let me just focus on the issue of tax collection.
This is a point that we made before, but it is very important to un-
derline this. There would be additional tax collections. That is your
question, really. Who would pay? Taxpayers.

Who are the taxpayers? This committee and the corresponding
committee in the House and the Congress have exempted large por-
tions of our population from the income tax. So we are talking
about the portion of the people who now pay the income tax.

We retain, as Mike Boskin just pointed out, a progressive rate
structure that has been made more progressive in 1990, and again
in 1993. So the burden would obviously fall differentially on the
rich. That is the short version of the story.

Dr. GORDON. Let me make two points. If we talk about the tril-
lion and ask who is going to be paying, if Congress does nothing,
for that extra unfair expenditure and essentially unfair reductions
in real taxes if you do nothing, not just the average taxpayer is
going to be paying the bill, you also have the fact that you are
under great pressure to cut the Government budget deficit toward
zero in the year 2002, and you are going to be cutting out some

rograms. Some of those programs help the poor. You are under
ess pressure to cut out programs that help the poor if you take the
cost-of-living approach and try to make a fair adjustment.

But, to the extent that you actually allow a CPI adjustment to
filter through toward reduction of the deficit, that has all the bene-
fits that lead people to be interested in a balanced budget in the
first place. That is, faster economic growth, a healthier economy.

So that is another aspect of the rainbow at the end of the 12
years, some combination that you do not have to cut expenditures
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as much, you do not have to raise taxes as much, and you may get
some extra economic growth out of the story.

Senator ROCKEFELLER. My final question is, I understand that
the BLS is now looking at kind of a senior-oriented CPI. Can you
explain what that is?

Dr. GRILICHES. Well, basically what you have, is they collect
prices. The prices are not distinguished by who pays for them.
They do collect also, annually, expenditures. The basket of what
seniors are buying is somewhat different from what the average
person buys. But, I think it is not all that different. You can take
these common prices changes and re-weight them using the
weights of the seniors rather than the average weights. That turns
out not to make much of a difference.

Senator ROCKEFELLER. Not to be much in what respect?

Dr. GRILICHES. Not making much of a difference in the adjust-
ment, because basically the weights do not differ that much and
they get averaged out.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. Thank you. One point before I ask a couple
of questions, and that is in regard to people who are arguing that
we should ignore your recommendations, or at least move very
slowly, on those. That is, if you were coming forth with a report
that said the cost-of-living index or the CPI was understated by 1.1
percent, it seems to me we would have a tremendous outcry on the
part of people from the grass roots and their advocates in town
here to rapidly embrace your recommendations because of the un-
fairness that would come as a result of that.

So I think we ought to be non-political and encourage govern-
ment to move as rapidly as we can. But it still is essential that we
look at this as dispassionately, and realize that, from the other
side, if we were understating, we would be asked to move very
quickly. There ought to be a certain amount of discipline on advo-
c.at,e?3 who would be telling a different story if we were understating
the CPI. N

Dr. Gordon, you spoke eloquently about this quality item and the
criticisms that are related to quality and to new products. I would
just State a proposition here. It seems to me we are never able to
keep up with changes in goods and services, and that we need to
be cautious because some of the changes may hurt vulnerable pop-
ulations.

In other words, since quality adjustments seem to boil down to
judgment calls armd probably always will, should quality adjust-
ments not always be very conservative?

Dr. GORDON. Quality adjustments should be correct, whether
that leads to larger or smalier numbers. I would like to emphasize
something that Ellen touched on. In order to adjust more fully for
quality I think the Consumer Price Index data collection effort
needs to be reorganized.

We need to divide the market basket between national goods
which are essentially sold in a similar fashion all over the country
and estimate their prices and qualities in something like the way
the Consumer Reports does in their monthly issues. In this second
index that we call the annual or vesearch-based index, go back and
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compare the prices over long periods of time, just as the best re-
search in academics is done.

For other goods which are quite different between communities
and metropolitan areas, specifically personal services like hair cuts,
rent, for instance, perhaps produce which is sold in a very different
way in, say, California than it is in Maine, you would want to keep
the current method of going out into the field in each of a number
of different metropolitan areas.

But I think the BLS is spending far too much of its resources in
collecting prices of these national goods, like VCRs, in a very frag-
mented way. They are looking at a different model of a VCR in
New York than they are in California.

It means we cannot compare the cost of living between New York
and California. If we did that sort of more in-house, more in a
Consumer Reports framework, I think we could get a real handle
on some of the quality change issues.

Dr. GRILICHES. I think [ want to add, briefly, there are two parts
to your question. First, is that the BLS can do much better by ex-
panding its data collection effort, moving, for example, to scanner
data. If you move to scanner data in many contexts you have a
much wider range of commodities, you have it in faster, you have
it in real time, and you can catch the decline in prices of some of
the new goods much faster.

The second part, is that there are these really new goods which
are difficult to value, including, for example, the valuation of the
medical progress. Berause of that, there will be a piece that you
cannot expect the BLS actually to do in a bureaucratic, consistent
sort of way on a routine basis. That is why I think you are left with
this residual.

Well, we are telling you the BLS can do so much, and if you want
really to do something else, then you really have to do it. You have
to do more beyond whatever the BLS will get around to doing.

Senator GRASSLEY. I do not object to you substituting the word
correct for conservative. All I was trying to do was make the point
that it is somewhat impossible, is it not, to keep up with every new
item that is coming out.

Dr. BoskIN. You are exactly right, Senator.

Senator GRASSLEY. There is always going to be some lag.

Dr. GORDON. That is why I think our recommendations say that
there is part of our 1.1 that the BLS can feasibly fix within a hori-
zon of the next 2 or 3 years. There is another part they may not
be able to fix over the foreseeable horizon, and that leaves it up
to you, knowing that it is there, to do something about it.

Dr. GRILICHES. But there is also the issue of a revised index.
Some of the stuff that cannot be done on a timely basis can be done
a year or two, or three, or four, later.

That is why we need the two indices, where the second index
goes back and actually reconsiders things. It does not carve it in
stone and say, well, that is the best we could do then and, there-
fore, we never look back.

Dr. BOskIN. I need to clarify one thing, lest there be a misconcep-
tion. In my opening remarks I said there were two broad cat-
egories, the substitution kinds of things and getting the quality ad-

justed prices of new and improving goods.
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Some people have said, well, maybe the CPI understates infla-
tion rather than overstates it. It is mathematically impossible. This
is arithmetic. It is complex arithmetic, but it is mathematically im-
possible for the substitution side to be anything other than an over-
statement. They assume you do zero substitution. You cannot do
less than zero. So that part, there is very little disagreement about.
There may be some issue about how fast they can do things and
what they ought to do, but that part has to be overstated.

It is our view that it is inconceivable that the quality change in
new products is understated at all, let alone by enough to com-
pensate. So this notion that some people say, well, maybe it is
minus one rather than plus one, we think people are just illiterate
who are saying that.

Senator MOYNIHAN. Mr. Chairman, could I just point out that
there are two CPls; one—CPI-W—is used to index benefits, the
other—CPI-U—is used to index the Tax Code in case we have the
feeling that there is some sacral presence there that we might be
interfering with. They are rarely the same.

The CHAIRMAN. Senator Graham.

Senator GRAHAM. Thank you, Mr. Chairman. I would also like to
add my words of congratulations to the commission for the very
significant contribution that they have made to our understanding
and the upcoming debate on this issue. I come to the defense of the
Bureau of Labor Statistics. The reality is, it is Congress which has
mandated that the CPI be used as the basis of cost-of-living adjust-
ments.

I would refer, as an example, to section 215 of the Social Security
Act, in which we statutorily direct the use of this specific statistical
method as the means of making adjustment.

We have done the same thing in the Armed Services Retirement,
Earned Income Tax Credit, Federal Employee Retirement, Veter-
ans Benefits, the Internal Revenue Code, and other areas in which
the Congress has made a political judgment to direct that this par-
ticular methodology be utilized to determine cost-of-living changes.

Second, I will assume that the Congress was unaware of the defi-
ciencies in the use of the CPI for the purpose of the cost-of-living
index when it made such directives. We are no longer unaware or
ignorant, because of your work.

Thus, we come to the consequences of two American philoso-
phers. First, is Pogo, who stated, “We have met the enemy, and the
enemy is us.” We here are the enemy. Second, the theologian Har-
vey Cox, who said, “Not to decide is to decide.”

Now that we are no longer ignorant but are aware, the continu-
ation of ignorance is our special responsibility and it is a decision
that we make each day, shall we continue ignorance or shall we
move to enlightenment? Qur failure to move to enlightenment is a
statement o% equal strength that we will continue ignorance. I
would hope that we would decide to move to enlightenment.

That brings me to my question, which is essentially a statement
of maybe my own ignorance. It seems to me we have two ap-
proaches. One approach, which I would describe as the “reform
CPI” approach, which would say we ought to continue with the lan-
guage that is in the statutes in all of these different areas, but di-
rect the Bureau of Labor Statistics to “reform” the CPI.
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From the BLS’s own printed document, it would seem that we
are asking the Bureau of Labor Statistics to do what is intellectu-
ally error. It would be like directing that we would use a thermom-
eter as our method of measuring distance. A thermometer serves
a perfectly legitimate purpose, but it is not to measure distance.
The CPI serves some perfectly legitimate purposes, but it is not to
measure cost-of-living changes.

So the second alternative is for the Congress to go through the
statute books and weed out these inappropriate directives and in-
sert some new directive as the means of arriving at cost of living.

The question is, if we were to take the latter approach, weed out
the ignorant and insert wisdom, what would you recommend that
we insert into the statutes in terms of accomplishing this objective,
taking into account the necessity to leave latitude for flexibility in
the accommodation of future wisdom that will be beyond that
which we have today, as well as the need to make a graceful tran-
sition from the past and the present to the future.

Dr. BOSKIN. Senator Graham, I think those remarks were excel-
lent, and I very much appreciated your defense of the BLS. I tried
to say earlier, in response to a previous question, that I objected
to calling the difference a mistake. They are trying to catch up.
They can do better, and they need resources to do better, but there
will always be this irreducible minimum. So I think that we need
to be clear about that.

Our recommendation has deliberately been set up on two tracks.
We think what you should do, recognizing exactly your second phi-
losopher, that doing nothing is a dgt:::ision to continue widespread,
systematic over-indexing with all the consequences that have been
disilussed here, including $1 trillion of additional debt down the
road.

We think you should move to something like CPI minus X, where
if you think you ought to adjust fully it would be our 1.1 or 1.0 per-
cent, in round terms. If you think you want to be exceedingly cau-
tious, take our lower bound of 0.8, or do a partial adjustment. That
is why we said wholly or fully.

Second, the BLS will be making some improvements. It is impor-
tant that you be kept informed of that. You do not want to put
something into the law that stays forever, and then the BLS
changes their procedures. If they decide 3 years from now to
change something and it gets into the CPI and it reduces the
growth of the CPI by 0.3, you are going to be able to accommodate
that in whatever your CPI minus X was. You are going to want to
be able to adjust that downward for what they do.

So we said you need a body that can interpret that for you and
adjust that. So, if you wanted something a little more complex, CPI
minus X adjusted for changes the BLS makes, with an independent
source to do that.

Dr. DULBERGER. I would like to comment on this as well. I think
a view from the private sector might be helpful here. In the many
contract clauses that I have seen in the private sector that used the
CPI as the escalator, it is often recognized that the CPI does not
have the meaning that would be required to serve the intent of the
clause, and yet it is chosen for other reasons: convenience, it is
published in the Wall Street Journal every month and everybody
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can read it, it is not revised, although sometimes people erro-
neously think that it is not revised because it would not benefit
from revision.

In any event, I have seen a number of ways of dealing with this.
Sometimes there is an adjustment, like knocking off a percentage
point or so. Other times it is taking some portion of the increase
of the CPI. In most clauses that I have seen, there is a provision
for renegotiating the adjustment factor when there are significant
changes to the way the CPI is constructed.

So I think there will be some analogies with what you are trying
to do. Obviously, there is not another side who is negotiating with
you, but the general principle of making some adjustment to more
closely reflect what would best serve the intent of the clause and
providing for a way to change that adjustment when there are im-
provements made to the CPI is something that is consistent with
what we have said, and what you have suggested.

Dr. GORpON. I want to make a practical suggestion which I think
merges together two of our recommendations. We are saying there
is a 1.1 percent error, but we are saying that the BLS may, and
indeed probably will, change things maybe 3 years from now, and
you need to establish some other commission or body to advise you
3 years from now as to what the appropriate number is, whether
it has gone down from 1.1 to 0.9.

Given the amount of legislation that you have referred to, it is
a very complex task to go and rewrite it all repeatedly every 2 or
3 years.

So why not merge together these two ideas and in the legislation
say that indexation will be by a factor to be determined by some
body the Congress then establishes permanently to advise you once
a year on the number?

That could start out being a group like this, or some more mixed
group of academics and representatives of different interest groups.
But you would have a body, and the legislation would refer to that
body rather than a particular number and, therefore, would not
have to be changed all the time.

Senator GRAHAM. If I could just take a moment to summarize,
because I think I agree with what Dr. Gordon has just said. My
concern is that if we write into the statute CPI plus or minus any
number, that becomes a political statement which is going to lack
public credibility and confidence.

My own sense is that, while we might have to do something such
as that on a transitional basis because we do not have an alter-
native, that we ought to try to move to a different construct than
CPI and give it a new name and to attempt to professionalize it
so that it is what we all are seeking, which is a number which re-
flects reality, neither above or below reality, but is as close as good
men and women with a common objective can accomplish. That
should be what we should attempt to put into the statutes rather
than a specific methodology.

Dr. BoskIN. We tried to give you that leeway and those kinds of
options in the way we structured our recommendations. There is
the second index, called a cost-of-living index, which the BLS will
be putting out, at least on an experimental basis, in the next cou-
ple of years. Then we thought that you should have a permanent



31

body of experts that rotated that could tell you what the number
or approximate what the number would be relative to the official
price statistics. So you could do this on an ongoing basis.

If you did CPI minus one and 3 years from now they fix 0.3, and
7 years from now they fix another 0.2, you would want to obviously
know that 0.7 and 0.5 were what the relevant numbers were at the
time.

So, you need something flexible to deal with that because the
BLS will be making some improvements. It is not at all clear yet
that they will be put into the CPI as currently constructed. They
often publish things called experimental indexes alongside the CPI.

The CHAIRMAN. Senator Conrad.

Senator CONRAD. Thank you, Mr. Chairman. I want to also add
my word of thanks to this panel. I think you have made a very sig-
nificant contribution to an important debate, and 1 am sure you
have weathered some of the brick bats as a result. But we appre-
ciate, really, the outstanding effort of this group.

I also want to recognize the leadership of Senator Moynihan, who
had been pointing out this problem for an extended period before
this commission came back with their findings. I think Senator
Moynihan’s leadership ought to be recognized.

The Bureau of Labor Statistics, as Senator Moynihan has pointed
out, many times themselves have said the Consumer Price Index
is not a cost-of-living index. They say that in their own publica-
tions. What we are left with as a result of your conclusions is that
the Consumer Price Index, being used as a surrogate to establish
a cost of living, overstates that cost of living by 1.1 percent.

That sounds like a small amount, but if we look at it a different
way it really represents about one-third of what the cost of living
is telling us in terms of changes in any 1 year, or the Consumer
Price Index is telling us about changes in cost of living in any 1
year.

Still, those are relatively small errors. Again, error is not being
made by BLS, it is really our error. It is Congress’ error because
we are the ones who have ordered, as Senator Graham has indi-
cated, that we are going to use the CPI to adjust for the cost of
living. But, still, those small errors make a big difference over
time, $1 trillion, as Dr. Jorgenson indicated, over just 12 years.
That is a staggering amount of money. We are left with the ques-
tion of, how do we correct this circumstance? How do we fix it?

One suggestion, is we have the BLS construct a cost-of-living
index. I would ask, how long would it take for that to be done?

Dr. GRILICHES. We are asking that, you should ask that. They
are actually trying, partly, to do that. It is going to take them, in
steps, a long time and it will never be perfect. So, in a sense, you
will never get out of this other problem. I think our best estimate
is, give or take, that within 4 or 5 years with goodwill, willingness
to move, and with additional resources, they will whittle down
something on the order of half of our estimated bias.

The other half comes, as Senator Chafee, or somebody else said
earlier, from the fact that there is almost continuous change in the
economy and it is very difficult to catch it sort of on the fly. New
things happen all along.
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Senator CONRAD. So 4 or 5 years before they could construct a
new cost-of-living index.

Dr. GRILICHES. Well, no. I think within a year or two they can
do quite a bit, which will take off somewhere on the order of 0.3
to 0.4 of this bias. The other reforms which deal with bringing in
goods faster, bringing in new information, getting scanner data,
getting the scanner data set up so that it fits the index framework,
things of that kind, that takes time and that takes resources. 1
would give them another 2 years or so on that.

Senator CONRAD. The reason I ask, is as I see it, I am on this
committee and I have some significant responsibility for the long-
term fiscal health of the country. It seems to me it is very clear
we have got a ticking time bomb. That time bomb is the baby boom
generation.

When they start retiring, there is going to be no forgiving the
catastrophic consequences of a failure to deal with our long-term
fiscal imbalances. We are going to face then either a massive tax
increase or a massive cut in benefits. Those really are the options
that will be presented to the American people and to the Congress
at that point.

So, obviously, we have got a window of opportunity here to ad-
dress this problem and the sooner we do it the less pain we will
inflict on the American people by way either of a massive tax in-
crease, or a massive cut in benefits, or some combination.

Dr. BOSKIN. You are exactly right about that. Thinking of doing
this is sort of reducing the dimensionality of that problem, depend-
ing on how much of an adjustment you would make from some-
thing that would put us to European-leveltax rates and perhaps
European unemployment and other consequences to something that
is much more manageable, although still a difficulty.

Senator CONRAD. Can I just follow up, Mr. Chairman?

I am very glad you made that point. I have just had a gentleman
back in my home State write a letter to the editor of the papers
in the State attacking me for my endorsement of a correction for
the cost of living because the CPI clearly does not measure it accu-
rately. He, in his attack, is saying, well, Senator Conrad is cutting
benefits and raising taxes. That is the gist of his attack. How
would you respond to that kind of attack?

Dr. BoskIN. Well, the question is, if you define everything in real
terms, inflation-adjusted terms, this is neither a tax increase nor
a benefit cut, it is just getting it right. It is eliminating or partially
correcting for, depending on what you may do, an over-adjustment,
an automatic real benefit rise that exists now inadvertently and an
automatic real tax cut that exists now inadvertently. So I would
say it is neither.

Senator CONRAD. Thank you very much.

I thank the Chairman.

Dr. GOrRDON. Could I add something just on this issue?

The CHAIRMAN. Please, Dr. Gordon.

Dr. GORDON. The $1 trillion, Senator Conrad, is contingent on
doing something this year. Now, let us say there is a big politicul
debate and you put it off until 1999. You lose probably $300 billion
of the $1 trillion just by delaying 2 years. It is the compounding
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that is the whole power of this, and the compounding means do it
now at the beginning of a congressional term.

The CHAIRMAN. Let me again thank the panel. I would say to m
colleagues, I think one of the things we are going to have to loo
at is providing some additional funds, maybe, to BLS to try to help
address this problem. It seems to me that is going to be an impor-
tant factor.

To you, I would say thank you for educating members of this
committee, with some exceptions like Pat Moynihan, who is an ex-
pert in his own right. But I think we are going to need your contin-
ued help and support in developing a consensus as to the need for
taking the steps to ensure as accurzie as possible a measure of in-
flation. I cannot thank you too much for your great contribution al-
ready. But, like all politicians, I am not thanking you for what you
did yesterday, we need your help tomorrow.

Dr. BoskIN. Thank you, Mr. Chairman.

Mr. CHAIRMAN. Thank you very much, members of the commis-
sion.

[Whereupon, at 12:22 p.m., the hearing was concluded.]
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OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A US.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE

The CHAIRMAN. The committee will please be in order. Today we
will hear testimony once again on the issue of the accuracy of the
Consumer Price Index. Clearly, the importance of this issue dic-
tates our spending these first few weeks of hearings exploring all
aspects of the accuracy of the CPI. Since we have seven witnesses
this morning, let me just say a few words of introduction, and then
I will turn to our first witness.

I want to welcome all of our panelists this morning, but particu-
larly Dr. Katherine Abraham, Commissioner of the Bureau of
Labor Statistics. Clearly, her job over the past few years has not
been easy. Widespread attention questioning the accuracy of one of
our most important economic statistics in government today was
not anticipated by anyone.

Let me be clear that, while the accuracy of the CPI is in ques-
tion, in no way is your agency’s professionalism in question. In fact,
Chairman Greenspan and others are correct in urging that more
funds be made available for implementing new techniques at BLS,
as recommended by the Boskin Commission report.

Last week, Senator Moynihan and I introduced a sense of the
senate resolution regarding the accuracy of the Consumer Price
Index. This resolution does not attempt to make changes in the
CPI, but instead recognizes the importance of its accuracy.

As we proceed to correct the CPI in the coming months, we think
it is critically important that we all understand that a lower CPI
will ordinarily translate into a continued cost-of-living adjustment
for Social Security recipients, but at a lower amount.

(35)
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Clearly, this resolution is the first step toward an accurate meas-
ure of inflation. We truly believe that this is an important issue
and it should be acted upon, Pat, in a thoughtful, nonpartisan
manner. We believe any action taken to correct the CPI should be
broadly, deeply bigartisan. I would encourage all of our colleagues
to join our efforts by their co-sponsorship of this resolution.

Now, let me turn, if I may, to our first witness, Dr. Katherine
Abraham, Commissioner of the Bureau of Labor Statistics. Dr.
Abraham and her staff at the BLS have made progress in improv-
ing the data collection and data analysis techniques over the past
few years.

I want you to know we truly appreciate your openness and will-
ingness to work together to improve further upon the accuracy of
all government figures. So it is a great pleasure to welcome you
here today and we look forward to your testimony.

Senator Moynihan, would you care to make a comment?

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

Senator MOYNIHAN. Just to welcome Dr. Abraham and our other
guests. I think I can claim to have known each commissioner since
Ewan Claque, which goes back a very long while.

I would make the point, Mr. Chairman, that the resolution that
you drafted, and I had the honor to co-sponsor, simply states that
all cost-of-living adjustments required by statute should accurately
reflect the best available estimates of changes in cost of living.

The first and only thing I would say here at the outset, is we will
never get anywhere in this conversation if we keep insisting on cor-
recting the Consumer Price Index. The Consumer Price Index is
noti) a cost-of-living index. Who so sayeth? The Department of
Labor.

They have put out a pamphlet called, “Understanding the
Consumer Price Index: Answers to Some Questions.” Question No.
3 is: “Is the CPI a cost-of-living index?” Answer: “No, although it
frequently and mistakenly is called a cost-of-living index. The CPI
is an index of price change only.”

Now, if the Bureau of Labor Statistics and the Department of
Labor wishes to change this pamphlet, fine. We can hear why. But,
in the meantime, I would hope we would stop hearing this constant
complaint that we must not interfere with the calculation of the
Consumer Price Index. No one has any intention of doing that. We
simply question, to what degree can we produce a cost-of-living
index that more accurately reflects changes in the cost of living as
against price changes.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Moynihan.

Dr. Abraham, we look forward to your statement.

STATEMENT OF HON. KATHARINE G. ABRAHAM, PH.D.,, COM-
MISSIONER, BUREAU OF LABOR STATISTICS, U.S. DEPART-
MENT OF LABOR, WASHINGTON, DC

Dr. ABRAHAM. Thank you very much, Mr. Chairman, members of
the committee. I do have a formal statement that I would like to
have submitted for the record.
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The CHAIRMAN. It will be included in the record.

[The prepared statement of Commissioner Abraham appears in
the appendix.]

Dr. ABRAHAM. Thank you. In that event, I would like to make
only a few brief comments regarding the issues raised in the final
i‘eﬁort of the Advisory Commission to Study the Consumer Price
ndex.

That report begins by recommending that the Bureau of Labor
Statistics establish a cost-of-living index as its objective in measur-
ing consumer prices. This is, I believe, consistent with the long-
stated position of the BLS, that measuring the cost of living is our
objective, though not what we would say we actually do—I am re-
ferring to the Eamphlet that Senator Moynihan was quoting from.
There may be however, some disagreement about how far it is pos-
sible to move in this direction.

The report notes that the CPI does not account for the fact that
consumers change their purchasing patterns when confronted with
changes in relative prices, and, thus, tends to overstate the impact
of rising prices. The commission believes that this problem, called
substitution bias, arises at two distinct stages of index calculation
and recommends steps to address it at both stages.

Most of the empirical research on substitution bias, I might note,
has come from the Bureau of Labor Statistics and we are actively
investigating ways to deal with that problem.

First, we are evaluating adoption of an alternative formula called
the geometric mean for aggregating individual price quotations to
form the CPI sub-indexes. This formula allows for a degree of sub-
stitutability across items within individual item categories, and
may be more appropriate for many—probably not all, but many—
item categories than the present formula, which allows for no sub-
stitutability across items.

Were it possible to aggregate the monthly CPI sub-indexes in a
way that addressed the substitution bias at the second stage, we
would do that as well. Unfortunately, the expenditure information
ne(ladled to produce those measures is available only with a substan-
tial lag.

We %egan several years ago to produce indexes, annually and on
an experimental basis, that account for substitution bias at this
stage. We also have proposed producing such measures, albeit still
with a lag, as an addition to the set of official statistics that we
produce.

Nearly two-thirds of the 1.1 percentage points by which the com-
mission believes the CPI overstates annual growth in the cost of
living is attributed to problems in the treatment of change in item
quality and in the treatment of new goods and services.

As the report recognizes, the BLS already has ]procedures in
place designed to account for changes in item quality. Althou h
these procedures certainly are not perfect, they do have a very sub-
stantial effect on the rate of price change the BLS reports.

We also have established procedures for bringing new items and
outlets into the index. In fact, the entire sample of specific items
that are priced is updated on a 5-year cycle. )

From our perspective, the most important question about quality
and related biases is how they might be addressed operationally.
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The report’s estimates of quality and new goods bias in various
index components senerally are not based on a comparison of the
current CPI sub-indexes with measures the commission believes to
be more nearly correct.
Instead, these estimated biases represent judgments based on
sketchy evidence, and in some cases no direct evidence at all. In
certain cases where interesting new evidence is reported, I would
quarrel with the commission’s interpretation of it. The conclusions
regarding the automobile, apparel, and rent components of the CPI
are, in my view, especially problematic. In addition, I believe the
{)ort could have explored possible negative biases more systemati-
ly than was done.
About half of the bias judged to exist in the quality and new
ﬁoods arena arises in just two item categories: medical care and

igh-tech consumer goods. Although I cannot say whether the com-
mission’s estimates of bias in these areas are correct, the measure-
ment of price change in these index components clearly poses par-
ticularly severe challenges.

We have taken steps to improve the CPI hospital price measure,
and will be modifying our procedures so that new high-tech goods
can be brought into tﬁe CPI more promptly. At the risk of sounding
overly pessimistic, however, I do not believe that quality and new
goods problems ever will be fully addressed in our official statistics.
Increased variety in the choice of goods on grocery store shelves,
for example, certainly has value to consumers, but techniques
available for measuring that value are in their infancy and may
ne(\l/er prove operationally implementable in the Consumer Price
Index.

Improvements in medical care that enable patients to lead more
active lives, to take another example, have undoubted value. But
I do not believe that value can be measured objectively enough to
be reflected in our official data series.

In conclusion, I would like to mention that the President’s fiscal
year 1998 budget includes a request for an enhancement to the CPI
proF'ram. If approved, this enhancement will enable us to take sev-
eral important steps toward improving the accuracy of the current
Consumer Price Index, as well as toward providing new supple-
mentary measures of price change that address the substitution
bias issue.

I would be happy, of course, to describe these steps more fully
and to answer any other questions that members of the committee
might wish to raise. I appreciate the opportunity to be here this
morning.

The CHAIRMAN. Thank you, Dr. Abraham. I think we all agree
that the government’s policy to adjust Federal programs and the
Income Tax Code by changes in the index is a correct policy. Would
you agree with that?

Dr. ABraHAM. That is not a matter on which I have an institu-
tional view.

The CHAIRMAN. Let me ask this. You would agree that it is im-
portant that the index we use for such purposes be as accurate as
possible.

Dr. ABRAHAM. Our responsibility, as you well know, is to produce
accurate data and to describe what we have produced as clearly as

re
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possible. There are a whole range of questions regarding whether,
and how, those data ought to be used, for indexation purposes, for
example, that are really beyond my purview. .

The CHAIRMAN. A few days ago our committee heard testimony
from _Dr. Alan Greenspan, who of course is chairman of the Federal
Reserve Board of Governors. He presented this committee with in-
ternal research at the fed, showing an upward bias of 0.5 percent
to 1.5 percent. Clearly, this range is very similar to the Boskin
Commission report of 0.8 percent to 1.6 percent.

Do you have any comment on the Federal Reserve findings?

Dr. ABRAHAM. | have had a chance to look at the study that
Chairman Greenspan was referring to in that testimony. It is my
view that one really cannot look to that study as providing inde-
pendent corroboration of the Boskin Commission’s estimates. The
study was looking at productivity data. There is a well-known puz-
zle in the productivity statistics: aggregate productivity has been
rising and manufacturing productivity has been rising, but you
take those two and back out what is going on in the non-manufac-
turing part of the economy, the implication is that productivity
there has been stagnant.

That is the basic fact, and it is a puzzle. But the explanation for
that fact could have to do with problems in the measurement of
nominal output, or it could have to do with the price deflators used
to convert nominal output to real ocutput in some of the non-manu-
facturing industries that are not derived from the CPI at all. In my
opinion, the jury is still out as to what conclusion one should draw
from that study.

The CHAIRMAN. Now, I understand that at the American Eco-
nomics Association annual meeting last month, the Boskin Com-
mission report was very positively received by their colleagues in
the economics field. Can you comment on any of these discussions
that occurred, and your response to these discussions?

Dr. ABRAHAM. There was a quite interesting session at which the
members of the Boskin Commission—the so-called Boskin Commis-
sion, I guess the Commission’s formal name is rather long and
cumbersome—reported on their findings. There were other people,
including myself, who spoke. -

I do not know that I had a clear enough sense of the grou
present at the session to say whether there was a consensus and,
if so, what it was. I know that there were any number of people
who spoke to me afterwards and who said that they had questions
about various aspects of the report, but where most people present
came out, I cannot say.

The CHAIRMAN. It was my understanding that, in general, the re-
action was favorable. Would you disagree with that?

Dr. ABRAHAM. I really have no way of assessing that, given the
nature of the forum. There was not a lot of opportunity for give and
take with the audience. I do know that people who came up and
spoke to me indicated they had various questions about the report,
but I do not know that people who spoke to me were a representa-
tive sample of those who attended.

The CHAIRMAN. Let me turn to this. Could you explain how new
products, such as cellular telephones, come into the CPI calcula-
tion, as now is the practice in BLS? Could you comment on how
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the Boskin report recommends to change the current method of col-
lecting data on new products?

Dr. ABRAHAM. Let me try to answer that by indicating, first,
what the issues are with respect to new products. There are really
two separate issues with respect to new products.

First off, it seems to be the case that when new products come
on the market their price often starts out high and then drops rap-
idly. If we do not pick the new products up quickly, we miss that
initial price drop in constructing the index. There is also a separate
issue about how you take into account the value to consumers of
having new options that did not exist before.

The former problem is one that we can address. There have been
times in the past—and I am afraid cellular phones is a case in
point—when we have been slower than we should have been about
bringing new products into the index.

That is something we are already taking steps to address, so I
think we will do better on that in the future. The budget proposal
that I mentioned includes funds that would allow us to target new
goods aggressively to ensure that they are brought into the index
promptly. I think that would be consistent with what the members
of the advisory commission think we should be doing.

The other problem is more difficult and we have, unfortunately,
no good way of dealing with it, nor did the advisory commission
have a recommendation in that regard.

The CHAIRMAN. My time is up.

Senator Moynihan.

Senator MOYNIHAN. Well, thank you, Mr. Chairman.

I would like to say to the Commissioner, with great respect, that
if you keep talking about the CPI you are getting in the way of
what the administration has been trying to do, what we are trying
to do, which is to get to a better judgment of cost of living. The
range of estimate here is surprisingly consistent.

Our esteemed chairman noted that Alan Greenspan, sitting
where you were a week ago, said the Federal Reserve Board esti-
mates that the CPI itself overstates cost of living by 0.5 to 1.5 per-
cent. The commission we are talking about used the range 0.8 to
1.\ percent.

Now, just about 2% years ago, Alice Rivlin, then director of
Budget, in a memorandum preparing for the 104th Congress, said
the CPI overstates inflation by 0.4 to 1.5 percent. These are all ex-
actly in the same range. We are trying to do something responsible
here.

I have a feeling we keep running up against the Bureau of Labor
Statistics saying, do not mess with the CPI. We are not. We want
you to do your job and take your time. I know it does take time.
I was Assistant Secretary of Labor for Policy, Planning and Re-
search in the Kennedy Administration in 1962, when we received
a report by, we will call it, the Stigler Commission. The Bureau of
the Budget had asked for it. It was a study of the price indexes,
the price statistics of the Federal Government. George Stigler, later
a Nobel laureate in Economics made a number of estimates. They
said these statistics are all upward biased. In part the report
stated that:
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If a poll were taken of professional economists and statisticians,
in all probability they would designate, and by a wide majority, the
failure of the price indexes to take full account of quality changes
as the most important defect in these indexes.”

That is just inherent in this beast. They were talking not just
about the CPI, they were talking about the prices paid by farmers,
and some other indexes that I do not think exist any longer.

They proposed a wider CPI for its own purposes. We have two
CPIs. No one ever wants to talk about that. There is not one, but
‘there are two. This is not an atomic weight and we are not measur-
ing the speed of light. The Stigler Commission, in 1961, suggested
that the BLS produce a second CPI, and you did. But it took 18
years. That is a long time, given the consensus that seems to be
around on this subject.

Can you just reassure this committee that this committee is not
talking about adjusting this precious Consumer Price Index or
interfering with your professional independence? We are not. Do
you understand that, Commissioner?

Dr. ABRAHAM. I think that I understand that. Perhaps I could
begin with a point of clarification regarding your opening com-
ments. In the booklet that you have on a number of occasions
quoted from, in which we talk about the Consumer Price Index not
being a cost-of-living measure, what we are really talking about is
the fact that it does not take into account a consumer’s ability to
substitute from one item to another when relative prices change.

Senator MOYNIHAN. Yes.

Dr. ABRAHAM. That, of course, is only a part of whadt the advisory
commission is talking about when it comes up with its estimate of
bias in the CPI.

Senator MOYNIHAN. The other matter being changes in quality,
and things such as you mentioned. Yes, we know this. It is per-
fectly all right. We are not putting the bureau in any professional
jeopardy by saying, let us take your own word for the things. If we
look for a cost-of-living index, either create one, or, as the chairman
of the Federal Reserve Board said, have a commission that once a
year makes an adjustment.

Dr. ABRAHAM. Just on that subject, it is clear that, no matter
how hard we work at this, even beyond the substitution effect there
are going to be some things that we can take account of and some
things that we cannot.

Senator MOYNIHAN. Always.

Dr. ABRAHAM. My views on how the CPI gets used may have
been misunderstood. I have no objection, no problem, with you, as
policymakers, looking at what we are able to produce, recognizing
what it is and what it is not, and making your own judgment about
what it is appropriate to do with it.

Senator MOYNIHAN. Thank you.

Dr. ABRAHAM. So, on that point I believe we are in agreement.

Senator MOYNIHAN. Wonderful. On that note, I cannot think of
another question to ask or word to say.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Grassley.
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Senator GRASSLEY. I was glad to hear what you just said, be-
cause based on newspaper reports, it seems like there is a defen-
sive posture that they want to paint of you that would be normal,
bureaucratic turf protection. I think you have cleared that up very
well, now. Very well, now. I appreciate that.

Dr. ABRAHAM. We did not ask, to begin with, to have the CPI
used for all these purposes, and we have no objection to changes
in how it is used.

Senator GRASSLEY. But I think it makes it a lot easier for all of
us in working with you then to have heard you say this. By the
way, I am proud to admit that you are an Iowan.

Dr. ABRAHAM. Oh, yes.

Senator GRASSLEY. Thank you.

Dr. ABRAHAM. I am proud to be an Iowan, too.

Senator GRASSLEY. And you can understand why she is doing
such good work. Now you know.

Can I ask you something that deals with the resources that you
have to work with?

Dr. ABRAHAM. Certainly.

Senator GRASSLEY. The commission that reported to us has rec-
ommended targeting more resources to improving the CPL. The
President’s budget has recommended additional funding for the
BLS to update the market basket more frequently, and probably
more resources can be found. But, on the other hand, maybe it is
not limitless what we can do.

Maybe to some extent, at the time we have restricted resources,
we could ask you to look at what we have demanded that you do
and maybe make recommendations that the resources you have
could be allocated in another way.

For instance, there has been some indication from your own or-
ganization that, for instance, the Consumer Price Index for the el-
derly might not be as valuable because the sample is small and the
index does not reflect special discounts sometimes given to the el-
derly. The Boskin Commission has raised some concern about that.

Would BLS consider how cost-effective it is to allocate staff and’
resources to produce alternative indices such as the CPI for the el-
derly? In other words, as we are looking for whether or not you
ought to have resources, would you be in a position to recommend
to us if maybe resources could be allocated away from special indi-
ces so that we concentrate entirely upon one very important index?

Dr. ABRAHAM. I wish that that were a way to save significant re-
sources. Unfortunately, it is not. Putting the CPI for the elderly to-
gether is virtually costless.

Senator GRASSLEY. All right.

Dr. ABRAHAM. The reason is that we use data we have collected
anyway. Data collection is the biggest part of our cost. All that
index requires is a computer program to process the data dif-
ferently.

Senator GRASSLEY. Well, then maybe we should ask in a general
way, and I will be more specific, is funding a limiting factor on
making the cost index more accurate? In other words, if you had
more money do you think you would have the ability to make it
more accurate?
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Dr. ABRAHAM. If we had more resources we could make the index
more accurate. The budget proposal that we have put forward in-
cludes funding for everything that, as of last summer, we could
identify that we believed would help us improve the accuracy of the
index. We asked for a couple of million dollars this year, building
up to, in steady state, assuming funding is forthcoming in future
years, to about $8-10 million a year.

With this funding, we could make more explicit adjustment for
improvements or deterioration in quality and get new items into
the index more promptly. We could produce alternative measures
that take substitution bias into account. Once you get beyond that,
however, at this point we run out of idecas as to how to improve
the index.

Senator GRASSLEY. For instance, if we ask you, because of the
tradition of nonpartisanship, or even apolitical, approach that you
take, if we said we do not want to do this in the Congress, the
Boskin Commission has some, maybe, taint because politicians set
it up, if we ask you to do exactly what they were doing, how much
would.it cost more than you are presently getting to do that?

Dr. ABRAHAM. What they were doing, meaning to come up with
a best judgment about remaining bias in the indexes?

Senator GRASSLEY. Yes. Yes.

Dr. ABRAHAM. That would be something that we would not be in
a position to do. I think that is not putting it too strongly.

Senator GRASSLEY. Explain that, please.

Dr. ABRAHAM. What we are about, and what I think we are ap-
propriately about, is producing statistics using methods that yield
reproducible results, methods that we can-write down and describe,
methods such that, if we got somebody else to come in and do the
work, they would get the same answer.

If we get into the business of making judgments about things
that are not measurable, of guessing, even if it is a best guess, we
really, I think, would be undermining the credibility of our statis-
tics, with very adverse consequences for all of the data we produce.
That is just not something that we are in a position to do.

Senator GRASSLEY. Are you not a partial step in that direction
anyway? I know my time is up, so let me just say this. Are you
not partially taking a small step in that direction anyway, because
periodically you update your own?

Dr. ABRAHAM. I think that is different. We have made changes
to the way we produce the index, but those are changes in pre-
cisely-defined procedures. They are not making judgments about
things that really inherently are not measurable, or that we do not
know how to measure.

The CHAIRMAN. Senator Conrad.

Senator CONRAD. Thank you, Mr. Chairman, and I thank Dr.
Abraham for being here.

In listening to this and in reading your testimony, I find a bit
of tension. Let me just read to you from your testimony and try to
sort this through. You said, “The report begins with one over-arch-
ing recommendation. The BLS should establish a cost-of-living
index as its objective in measuring consumer prices.” Then you say,
“This seems basically right to me. Indeed, the BLS long has said
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tChlgIt”it operates within a cost-of-living framework in producing the

Now, one thing about Washington, is the way we use language
sometimes fools ourselves and has real consequences. As I under-
stand it, when you produce the CPI, that is a price index. It meas-
ures changes in prices of a market basket of goods over time. So,
by definition, that is not a cost-of-living index.

A cost-of-living index would measure changes in cost of living for
people in this country over time. That is different than measuring
the change in prices in a basket of goods over time because that
is not how people shop. We do not go out and buy the same basket
of goods every year.

This whole substitution bias is a question of people substituting
one good for another because of price differences. So it confuses me
when you say that. I thought I understood that you were construct-
ing a Consumer Price Index, and that measures changes in the
prices of goods in a market basket. Now you say, “The BLS long
has said that it operates within a cost-of-living framework in pro-
ducing the CPL.” How do these things fit together?

Dr. ABRAHAM. | guess they fit together in the following sense. If
we knew how to produce, on a monthly basis, a true cost-of-living
measure, that would be what we would produce. Because of limita-
tions in available data and perhaps other factors, we cannot do
that. Operationally, we just cannot do that.

Senator CONRAD. Why would you produce a cost-of-living index,
if you could, rather than a Consumer Price Index? A Consumer
Price Index has utility, I presume. I mean, there is a reason that
you do it.

We are the ones that have made a judgment to take the
Consumer Price Index and apply it to indexing all these programs.
That was not your decision. You are not responsible for that, we
are responsible for that. But now I hear you are saying, in a perfect
gorld, you would produce a cost-of-living index rather than the

PI.

Dr. ABRAHAM. That is correct. That is our view, and has for some
timme been our view, of what we were about. The measure that we
currently produce has certain properties vis-a-vis a cost-of-living
index. Specifically, because it tracks the cost of purchasing a fixed
market basket through time, it gives you an upper bound on what
is happening to the cost of living. If you took the substitution bias
into account, you would get something that went up a little less
rapidly.

Senator MOYNIHAN. An upper bound.

Dr. ABRAHAM. An upper bound, thinking just about the substi-
tution bias here and not about some of these other issues. So, it
gives you a bound on what is happening to the cost of living, an
upper bound.

Senator CONRAD. Let me ask you this. In previous testimony, Dr.
Gordon, of Northwestern, who is on the commission, referred to the
personal consumer expenditure explicit deflator that is constructed
by the Commerce Department. \

In the most recent year, that showed about nine-tenths of 1 per-
cent lower rate of inflation than CPI. He pointed to that as a con-
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firming indicator that the Consumer Price Index overstates the cost
of living. What would be your reaction to that suggestion?

Dr. ABRAHAM. A lot of people have been looking at the personal
consumption deflator. It is different from the CPI in a variety of
ways. One is that it does not just track a fixed set of things. It is,
in some sense, taking substitution into account. )

But its scope is also quite different than that of the Consumer
Price Index. There are, for example, purchases of nonprofits that
are covered in the set of things being priced. So there are other
reasons why the behavior of the personal consumption deflator and
the CPI might differ.

I guess the most important point, probably, is that if you look
over a longer period of time, not just the last year or so, the rate
of growth of the personal consumption deflator and the rate of
growth of the CPI actually have been very, very similar. Because
of some details of the way they are put together, the CPI for recent
months may tend to go up a little faster than the personal con-
sumption deflator. But then the personal consumption deflator is
subject to revision, and that should tend to make the two gives
more similar.

Senator CONRAD. Right. I thank the Chairman. I thank the wit-
ness as well. :

The CHAIRMAN. Senator Graham.

Senator GRAHAM. Thank you, Mr. Chairman. I think we are onto
some fundamental issues here, the first of which is whether the
CPI is structurally capable of serving the purpose of being a cost-
of-living index. We have made that political judgment because we,
the Congress, have mandated that the CPI be the statistical meth-
od by which a number of revenue and tax measures are adjusted
for the intended purpose of cost of living.

Let me start by asking this question. What is your definition of
what the purpose of the Consumer Price Index is?

Dr. ABRAHAM. I do not know if I have a definition of what the
purpose of it is. What it is, at this point in time, is a measure of
what is happening to the cost of purchasing a fixed market basket
of goods and services. It is something we have been producing since
1919. .

Senator GRAHAM. That use of the CPI, the fixed market basket,
what are the utilizations of that for purposes other than those that
are written in the statutes?

Dr. ABRAHAM. In addition to the uses of the CPI that have been
legislated, it is frequently used in the private sector to escalate con-
tracts of one sort or another. It is often a point of reference that
gets looked at by employers assessing wages, even if there is not
a formal contract saying that there will be cost-of-living adjust-
ments.

By and large, it is used, it is my sense, as though it were a cost-
of-living measure, though it has limitations for that purpose that
we have been discussing.

Senator GRAHAM. So the CPI is a statistical method which has
almost 80 years of history and utility outside its statutory-directed
purposes. I would assume that, if you were to radically depart from
the tradition of how the CPI would be constructed, that it might
be subject to challenge, that you had, without sanction, altered a
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statistical method which had tradition, a context, and a series of
uses beyond their legislative use.

Dr. ABRAHAM. I would not anticipate that if we were to follow our
ordinary process. Over the years we have made many changes in
the way the CPI is put together. We have always given users of the
data substantial advance notice of changes that were coming.

Senator GRAHAM. But you stayed within the basic definition of
it being a fixed market basket of consumer purchases.

Dr. ABRAHAM. That has been true throughout its history, though
it has also been true, as I indicated, that for some time we have
said that the guiding framework for what we produce is the frame-
work of a cost-of-living index.

If we could come up with good, objective ways to move the
monthly measure we produce closer to being a true cost-of-living
index, provided that they did not have other significant drawbacks,
we would make changes accordingly.

Senator GRAHAM. Suppose the Congress were to weed through
the statutes and eliminate the specific reference to the Consumer
Price Index and instead insert a directive to the Bureau of Labor
Statistics that it was directed to develop a cost-of-living index.
Would you think that would be a wise thing to do, and if the Con-
gress were to do it, wise or foolish, how would you go about accept-
ing that directive?

Dr. ABRAHAM. We already, as I guess I have said, operate within
the cost-of-living framework. So, to the extent that we can, we
produce the monthly CPI according to those principles already.

The one thing that we really cannot do in the monthly index is
to deal fully with the substitution bias problem. The reason we can-
not is that dealing with substitution bias requires information on
what is happening to people’s expenditures that we do not get until
after the fact.

Something that we could produce and have proposed to produce
would be an annual measure that dealt with substitution bias in
a way that we cannot in the monthly CPI. So I suppose my reac-
tion would be to say, this is what I think we can do beyond what
we're doing in the monthly index.

Senator GRAHAM. So your answer to the question is, you would
retain some of the statistical methodology of the CPI——

Dr. ABRAHAM. Virtually all of it.

Senator GRAHAM [continuing]. But augment it with some steps
that would take into account what the CPI does not inherently take
into account, which is substitution, and would make it an annual,
rather than a monthly, report.

Dr. ABRAHAM. That would be the only feasible schedule on which
we could produce such a measure, in my view.

Senator GRAHAM. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Breaux.

Senator BREAUX. Thank you, Mr. Chairman. Thank you, Dr.
 Abraham, for being with us. This is really incredibly important and
I am glad the committee is spending the time we are on it. I think
about a third of the entire Federal budget outlays are automati-
cally escalated each year based on using the CPI as a cost-of-living
adjustment, which it is not.
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I mean, we are clearly making a mistake by using your statistics
to do something that you say it was never intended to do. So the
mistake, I guess, if anything, was by Congress in selecting some-
thing that is not the cost of living and using it for that purpose.

You know, it is interesting. We are trying to get these accurate
figures. I wonder, if the Boskin Commission, Mr. Chairman, had
stated that the CPI understated the cost of living by 1.1 percent,
whether the same groups would be here arguing that Congress
should not do anything about that.

I have a feeling that if their recommendation was that the CPI
was understating the cost of living by 1.1 percent, there would be
a flurry of people coming to Congress saying, you must imme-
diately correct this horrible problem because we are not getting
enough, because it is understating the CPI, the cost-of-living ad-
justment.

So, I understand, I mean, the fact that they are saying it is over-
stating it and everybody is saying do not do anything. But we can-
not make the argument that we ought to guarantee seniors and ev-
erybody an accurate cost of living. That is the challenge that we
have and that is the thing we are facing now.

One of the things you have mentioned in your testimony which
I thought was of interest that I would like to ask you about on page
4, is you say that the current CPI formula that you used does not
allow for the potential substitution among items within a category.
I guess my question is, why not?

It seems it was something that is-relatively simply that we have
all heard discussed, that when the price of beef goes up, people buy
more chicken. It would seem that that would be an easy calculation
to incorporate in your formula, yet you do not do that. I guess my
question is, why not?

Dr. ABRAHAM. Maybe I can distinguish between why we have not
done it in the formulas we use to construct the sub-indexes and
why we have not done it in the formulas we use to aggregate those
up to get the overall index.

You suggested it should be fairly easy to take account of how
people shift their consumption patterns when relative prices
change. But, at the level of disaggregation when you are looking at
the sub-indexes, unfortunately, we just do not have information on
how much people are spending on this brand of shirt versus that
brand of shirt. We do not have that information.

We have come up with a——

Senator BREAUX. But, on that point, if you do not have it, the
Boskin Commission says that everybody substitutes and buys,
probably, things that are of equal quality, but at a better price. Is
it, therefore, impossible to get an accurate reading on how much
that affects the cost of living?

Dr. ABRAHAM. At that level of disaggregation, I think that the
best that we can do at this point in time—and maybe in the future
with the availability of scanner data we will be able to do better—
is perhaps to shift over to a formula that gives us a better approxi-
mation.

When it comes to aggregating up the sub-indexes, we do have in-
formation on how people’s spending i< shifting from, say, apples to
shirts when relative prices change. The problem there is that we
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do not get the information on a schedule that would let us fold it
into a monthly index.

That is why, in response to Senator Graham, I was talking about
producing—as we have been doing for some while on an experi-
mental basis——an annual measure that would take that into ac-
count.

Senator BREAUX. I think we all share the same goal of getting
an accurate assessment of the cost of living if a third of the budget
is going to be based on that formula, and I understand that seniors
are very concerned about any changes. But I am also aware that
the statistics show us that about 9.6 percent of the elderly in this
country live in poverty, and almost 40 percent of the children in
this country live in poverty.

We had recommended last—and this is not really a question,
more of a point, I guess—year in the so-called Chafee-Breaux
Mainstream Coalition, which got 46 votes, that a half of a percent
CPI change was approgriate. That would have meant that Social
Security average monthly benefits would have gone, without any
change, from $637 a month to $656 a month.

With our change, it would have gone from $637 a month to $653
a month, $3 a month less of an increase and a savings of billions
of dollars to try and make sure that the program exists for their
children one day.

So I think it is really important that all of us put all of this in
proper perspective and see what we are trying to accomplish here.
Thank you, Mr. Chairman. Thank you.

The CHAIRMAN. Thank you.

Senator Rockefeller.

Senator ROCKEFELLER. Thank you, Mr. Chairman. Is it true that
the current CPI index is based upon a market basket of goods that
was analyzed between 1982 and 1984?

Dr. ABRAHAM. Yes and no. It is true in the sense that the
weights that get attached to the sub-indexes that are aggregated
up to form the overall index are derived from expenditure patterns
as of 1982 to 1984. We will be updating those next January.

Below that level, though, we replace all of the specific items that
we are pricing on a 5-year cycle. So, on average, the specific things
we are pricing were introduced into the index about 2%z years ago.

Senator ROCKEFELLER. How does that weight, in terms of pre-
ponderance of effect upon the result, the weight of the “yes” part
to your answer and the weight of the “no” part to your answer; is
it 50/50?

Dr. ABRAHAM. I am not sure I am understanding the question.

Senator ROCKEFELLER. All right. You said, yes, I am right that
part of it was done from 1982 to 1984, but no, I am wrong, that
other parts have been done at a much faster basis.

Dr. ABRAHAM. The weights for the whole market basket that get
used in aggregating up the little sub-indexes to form the total, all
of them were based on data from 1982 to 1984. It is just that, when
you get below that level, throughout the whole index, the very spe-
cific things we are pricing were selected over the past 5 years.

Senator ROCKEFELLER. All right. Now, you referred to December
or January, let us say, when the next one comes out.

Dr. ABRAHAM. January 1998.
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Senator ROCKEFELLER. Yes. When that one comes out, is it not
true that the market basket figures for that indication will be from
1993 to 1995?

Dr. ABRAHAM. Yes, that is correct. The weights that get used for
aggregating the sub-indexes will be about 3%z years old at the time
we first introduce them, which is something -that-has been a con-
cern to us, and which is an important part of the motivation for
the budget proposal we have come forward with, to allow us to get
the new market basket weights in more quickly the next time we
do an updating. ‘

Senator ROCKEFELLER. But, in that you do not have the in-
creased budget at this point, and in that there was, sort of, quite
a radical speed-up of time, 1982 to 1984 for now, 1993 to 1995 for
1998, what did you do to make that come about?

Dr. ABRAHAM. I am sorry, to make what come about?

Senator ROCKEFELLER. The fact that you can do it a little bit
more quickly now. In 1998, what you come out with then, the mar-
ket basket, will rely on figures from between 1993 and 1995.

Dr. ABRAHAM. We first introduced the 1982 to 1984 market bas-
ket in 1987, so at the time it was introduced it was, on average,
3%2 years out of date, which is the same as what will be the case
when we introduce the new market basket in January 1998. But
then our historical practice has been not to change that market
basket for some time.

We have revised the CPI about once every 10 years, put in place
a new market basket, picked a new sample of cities so that they
would be representative of where people actually lived at that point
in time. So, in between market basket updatings, which have oc-
curred at about 10-year intervals, the basket has gotten, of course,
older and older.

Senator ROCKEFELLER. But, Dr. Abraham, I am just thinking
that when Alan Greenspan was here he quoted John Maynard
Keynes as saying, “It is better to be roughly right than precisely
wrong.” In other words, to be generally correct has an advantage.

In that you do do the CPI, in that your training indicates not
only that you can do that, but also you know that it is being used
for cost-of-living adjustments, that it has an enormous effect on the
future of, I think, 70 million people, or about that number, why
was it not possible to either decry the 10-year lag earlier, to put
us on notice that we were, perhaps, overpaying, or overestimating
adjustments for beneficiaries? Because you surely understood that,
as a professional. :

Dr. ABRAHAM. Maybe I could make a couple of points. Until very
recently, it would not have been possible for us to update the mar-
ket basket more often than about every 10 years because we did
not do, on an ongoing basis, the surveys that underlie those
weights. We did not have the information. There has not, until very
recently, been much interest in that whole issue.

I might also add to that that, in terms of——

Senator ROCKEFELLER. That there has not been much interest is
entirely different from your knowing that the effect of the advice
that is emanating from the BLS has an overwhelming effect on the ~
economy.
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Dr. ABRAHAM. We have been, I think, quite responsible in mak-
ing available information, which is the information that the advi-
sory cominission has drawn on, on such things as the difference in
movements of the CPI versus a measure that takes substitution ef-
fects into account, the effect on having a CPI with an old market
basket versus a more recent market basket.

I guess it seems to me that our job is to ensure that relevant in-
formation is out there on the table. Our job is not to push policy-
makers in any one direction or another. I think we have been very
reg onsible in getting the relevant information out there on the
table.

Senator ROCKEFELLER. My time is up. Thank you, Dr. Abraham.

Senator MOYNIHAN. Mr. Chairman, could I just interject to say
that Dr. Abraham is absolutely correct, as we would assume, in
that the Boskin Commission, our five commissioners, had the com-
plete cooperation of the Bureau of Labor Statistics in analyzing
what they did; no one knows more of what they do than they.

It was professional and it was done at the highest levels of com-
petence, and we should thank you for that. Thank them. They
spoiled everybody’s Thanksgiving Day, as you may know. The
found a mistake the night before, so everyone had to work all
weekend.

The CHAIRMAN. Senator Bryan.

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

Good morning, Dr. Abraham. I would like to pursue a line of

uestioning about the substitution bias, but, first, let me ask you,
30 you believe that the current CPI does have a bias? If so, is it,
in your judgment, upward or downward, and could you quantify
that in percentage terms for us?

Dr. ABRAHAM. There are certain things that can be quantified. It
does seem clear that there is a substitution bias ir the CPI as a
proxy for a change in the cost of living.

Senator BRYAN. Is that upward or downward?

Dr. ABRAHAM. That is upward.

Senator BRYAN. So there is an upward bias?

Dr. ABRAHAM. There is an upward bias there. There are two
pieces of that. The piece that relates to substitution across index
components we have quantified and estimate to be of ahout 0.15
percent per year. That is the number that the commissior. used as
well. I am less certain about the magnitude of the within-compo-
nent piece.

Senator BRYAN. That would be the lower level?

Dr. ABRAHAM. The lower level substitution bias. The commis-
sion’s estimate is that that is 0.25 percent per year. That assumes
that the alternative formula that we are looking at is appropriate
in all index components.

Senator BRYAN. That is the geometric mean?

Dr. ABRAHAM. The geometric mean. I suspect it is not appro-
priate in all index components and that, therefore, the magnitude
of that bias is somewhat smaller than they have estimated.

On their estimates, the substitution bias pieces together add up
to about 0.4 percent per year. I, therefore, think the number is
probably somewhat smaller than that. I do not know how much
smaller.
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We are, over the next year—less than a year, now, 1 guess—

going to be evaluating the feometric mean formula and making a
ecision about whether, and where, to adopt it in constructing the

index. When we have done that, we will implicitly have an esti-
mate of how big we think that is.

Senator BRYAN. Without putting words in your mouth, Doctor,
are you indicating that in the substitution bias there is an upward
bias of at least 0.1?

Dr. ABRAHAM. At least 0.15 percent per year.

Senator BRYAN. At least 0.15. You are less sure with respect to
the upper level?

Dr. ABRAHAM. Correct, although we anticipate having, implicitly,
our answer on that within a year from now.

Senator BRYAN. Do you suspect the bias, if any, that you would
gpd?in the upper level, would that tend to be an upper or a lower

ias?

Dr. ABRAHAM. Oh, it would be an upward bias.

Senator BRYAN. An upper bias.

Dr. ABRAHAM. Yes. Clearly, if we make changes, they will be
moving in the direction of allowing for this substitution behavior
and reducing the rate of growth of the index. -

Senator BRYAN. Again, so I might understand and not misstate
your proposition, at least a 0.15 bias, and some additional, perhaps,
in the other category, but in no event would you find it to be a
lower bias, correct?

Dr. ABRAHAM. Correct.

Senator BRYAN. Now, with respect to the quality of the new in-
troduction of goods, let me get your assessment on that. Is there
a bias in that, in your judgment, and is that upper or lower, or how
would you quantify it?

Dr. ABRAHAM. There are certainly issues there. There are parts
of the index where it does seem clear that what we do gives us a
measure that is upward biased. I am thinking about medical care,
in particular, where it is very clear that there have been important
improvements in the quality of medical care that we have no good
way of taking into account.

We are making improvements in our procedures, but that is only
going to get us part-way there. I think there are things there that
we just cannot measure, so I anticipate that there would be a con-
tir(liuing, inherent problem, if you will, in that component of the
index.

Senator BRYAN. In that being an upward bias?

Dr. ABRAHAM. In that component of the index. I guess where I
would depart from the views of the advisory commission is that,
first off, we do an awful lot now to take change in quality into ac-
count.

Senator BRYAN. I believe your testimony was 2.5 percent that
you made in adjustments.

Dr. ABRAHAM. In 1995, in the goods and services portion of the
index. I think there is some reason to be concerned that our cur-
rent procedures for taking quality change into account, in some
cases, may be over-adjusting, not under-adjusting.

I think that bears further investigation. I think, as well, that the
research that has been done to date has tended to focus on seg-
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ments of the index where folks, a priori, thought there might be
some overstatement of the index.

There are a whole lot of components of the index where one
might, a priori, think the opposite was true, that, for example, the
quality of customer service across a whole, broad spectrum of types
of outlets had deteriorated over time.

Senator BRYAN. And do you measure that?

Dr. ABRAHAM. We have not measured that. This is speculation on
my part.

Senator BRYAN. So that is not included currently in the indices
that BLS has put out?

Dr. ABRAHAM. No. You used to be able to go into a store and find
someone who knew the merchandise, and now you go in and there
is dno one who can be helpful to you. We do not reflect that in the
index.

Senator BRYAN. Is it appropriate, in your judgment, to incor-
porate that; is that a valid criteria? Obviously there has been some
deterioration of service, I think, in some categories.

Dr. ABRAHAM. I think if there were a way to quantify that in an
objective sort of fashion it would be desirable. That is clearly going
to be extremely difficult to do. There, too, we may never be able
to do a fully satisfactory job.

So I guess my bottom line on the whole quality, new goods, new
kinds of outlet issues raised by the commission is that I am really
very uncertain. There clearly are issues, but, bottom line, I am very
uncertain as to what impact on the index overall all of that might
have. I do not have an estimate.

Senator BRYAN. Thank you very much, Dr. Abraham.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Mack.

Senator MACK. Thank you, Mr. Chairman. Again, I commend you
and Senator Moynihan for continuing to hold these hearings on the
CPI. This is an important issue that affects many of our constitu-
ents and also affects very significantly the decisions that are made
from an economic perspective. So, I think they are important.

Commissioner Abraham, it is a delight to see you again. We used
to see each other at least once a month for the unemployment in-
formation.

I might say, Commissioner Abraham has, I think, done an out-
standing job, and so I respect what you have to say with regard
to these issues.

Chairman Greenspan suggested that, in essence, we look at this
issue from two points of view. One, is that there were technical as-
sumptions or technical aspects of the CPI that could be changed.
Then there would be the calling for a national commission to deal
with, I believe, other aspects that would have to do with quality
and substitution, and so forth.

I would be interested in your reaction to his proposal.

Dr. ABRAHAM. I think his proposal is an interesting one. It is not
something on which I have any institutional view one way or an-
other. It clearly is going to be the case that any statistics that we
produce are going to have limitations.
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I think it would be perfectly appropriate if, in view of that fact,
the Congress were to decide to have some group make a judgment
about how the data ought to be used that focused in on the limita-
tions of what we are able to give you and what that implies. I do
not have a view on it one way or another, I guess.

Senator MACK. Well, maybe from a professional perspective. I
mean, right now the BLS is the one that makes the judgments with
respect to all the various aspects, is that not correct?

Dr. ABRAHAM. We try to avoid making judgments. [ mean that
in the following sense. We are good at designing surveys. We are
good at designing methods that give us objective, reproducible
measures.

But there are a whole set of things that we really cannot meas-
ure, and I do not think we probably are ever going to be able to
measure. We are not in the business of making judgments about
those things, things like the value of the fact that when you go into
a store today there is a lot more chcice of items that you might
buy. That is something that is undoubitedly of value to consumers,
but that value is not something I know how to measure.

Maybe a better example is in the medical care area. If there are
improvements in procedures that mean that people have to spend
less time in the hospital, we can account for that. But if there are
improvements in procedures that mean that people enjoy a better
quality of life because the procedures worked better and they are
healthier and live longer, we do not have any way to measure that
and I would not want us to be making a judgment about it.

Senator MACK. Should that be taken into consideration in this
kind of an analysis?

Dr. ABRAHAM. I do not think it is something that we should be
folding into our measures. It may well be something that, as a pol-
icymaker, you want to be thinking about in deciding whether and
how you want to use the data we can give you.

Senator MACK. It sounds like—again, at the risk of me trying to
say this is what you said, and that is not my intention—there are
a series of these areas where there will be political judgments
made as to the value or to its impact.

One of the things we have heard, I think, a number of times was
that this decision ought to be one based on, again, what is tech-
nically correct and should be pretty careful about the political judg-
ment.

Dr. ABRAHAM. Is that a question?

Senator MACK. I was waiting to see whether you thought it was.
[Laughter.]

Dr. ABRAHAM. I guess the point is—and I maybe already said
this—that we work hard to produce the best data possible. There
are limits to what we are going to be able to measure.

Senator MACK. All right.

Dr. Abraham. I think it is important to recognize that. That does
not mean, I think, that we are doing a bad job, it is just that there
are some things that, using the kinds of methods that are appro-
priate for us to use, you really cannot measure.

Senator MACK. This has probably already been asked of you, but,
again, what kind of bias do you think exists in the present, No. 1.
No. 2, it has been suggested that you need additional funds to pur-
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sue this issue. Is that accurate, and give me a sense about the tim-
ing.

Dr. ABRAHAM. May I respond?

The CHAIRMAN. Go ahead.

Dr. ABRAHAM. All right. Flowing from my previous comment,
there is a bias in the CPI as a proxy for the cost of living that we
can measure, that is the substitution bias piece of what the advi-
sory commission talked about.

That is, in my view, something less than—I do not know how
much less than—0.4 tpercent per year. When you get into talking
about the whole set of issues that they have raised related to qual-
ity, new goods, new kinds of outlets, those are things that, if you
look at the report, they do not really have measures, what they
have is their best judgment. But, since I am in the business of
tﬁings I can really measure, I do not have a figure to give you on
that.

There are some things that we could do if we had additional re-
sources. We are working on some things now. We have made a
change in the hospitals component of the index effective with the
data for January. We are bringing in a new market basket next
January. We are evaluating the adoption of the geometric mean
formula for the index. That is something we would be looking at
making a decision about a little less than a year from now and im-
plementing whatever we decided to do in about January 1999, I
would guess.

We have asked for resources that would let us do more with ad-
Jjusting for change in the characteristics of items, ensuring that we
get new items in quickly. Those two things are things that we
would do gradually over time.

hThere is not anything we could do right away, beyond these
things.

Senator MACK. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Thank you very much, Dr. Abraham,
for being here today.

We will leave the record open until 5§ o’clock tonight, if anyone
has any written questions.

Senator ROCKEFELLER. Mr. Chairman, there is something that is
hounding me. I started to write a note to Pat Moynihan, but I just
have to ask this to Dr. Abraham. I do not really understand, when
you say we do statistics, we try to make them as precise as pos-
sible. I understand that we have been over-estimating by about 1.1
percent, or whatever percentage it was that you agreed to. But
then the institutional part of you says, it is not my job to tell you
in Congress that you are making wrong policy.

I mean, would it not be possible to have alerted Senator Dole,
when he was chairman, or Senator Packwood, or Senator Moy-
nihan, or Senator Roth, that COLAs, potentially, are being sub-
stantially over-estimated? Why do you close out the policy implica-
tions of your position, if not the policy responsibilities?

Dr. ABRAHAM. Let me try to articulate this. It is our job, I think,
to try to make people aware of the limitations of the data that we
produce. I was not here in 1973, if that is the right year, when the
decision was made to tie Social Security payments to the Consumer
Price Index.
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Senator MOYNIHAN. 1972.

Dr. ABRAHAM. 1972. Thank you, Senator.

The CHAIRMAN. He was here.

Senator MOYNIHAN. A small correction in the date.

Dr. ABRAHAM. I would hope that, at that time, the Bureau of
Labor Statistics staff were consulted and they were clear about the
fact that the CPI was an upper bound measure on change in the
cost of living because it did not take the substitution problem into
account.

Being more active than that, telling people, you are using these
data the wrong way; you should not be using them this way, you
should be using them that way because they have got this problem,
I think, just oversteps our bounds.

I think that if we were ever perceived to have an advocacy posi-
tion one way or another about how our data cught to be used, that
that would undermine the credibility of the statistics that we
produce.

If I were to have come up to the Hill uninvited and made an ap-
pointment to see Senator Dole and said, I need to talk to you; I
think that you need to look at how Social Security is being indexed
because this measure is an upward bound and that is not what you
want, people might begin to think that I somehow had an interest
in slowing the rate of growth of Social Security benefits.

They might then begin to wonder about whether they could trust
the statistics that I produced. If Senator Dole did not take my ad-
vice, people might think that I was making changes to achieve my
desired end in some other way.

I think the only feasible course of action for a statistical agency
is to keep totally away from anything having to do with policy deci-
sions.

Senator MOYNIHAN. Jay, I wonder if I could just offer an example
from experience. I had very nominal oversight of the BLS for the
first half of the 1960’s. At that time, the unemployment rate was
much disputed. It came out every month and the Chamber of Com-
merce would say it was too high, and the AFL-CIO would say, too
low.

But the number the BLS turned out was the best they could. But
the commissioner would never say that unemployment is too high
or unemployment is too low. They would just say, unemployment
is where we have found it, and you can decide whether you think
that is too high or too low. Would that not be correct?

Dr. ABRAHAM. Senator Mack could speak to how the current com-
missioner testifies regarding the unemployment rate.

Senator GRASSLEY. I think the posture you took in regard to
what Senator Rockefeller was asking about, of standing off and
being a professional in this area, is entirely right, assuming that
you insulate yourself then from people who would benefit or be
hurt by you changing your public posture. They might feel you
would answer certain questions that would give impetus one way
or the other in change of public policy.

Do you, in your role, not listen to public servants who would be
affected, public employees that would be affected? Or, I suppose in
another sense, taxpayers are going to be affected if we change.



56

What is your philosophy from the standpoint of being in charge
of this whole operation from the standpoint of listening to people’s
points of view and whether or not you ought to change your posi-
tion or not?

Dr. ABRAHAM. Our posture is to be jealously independent. I am
willing to listen to anyone who has a technical -argument about the
procedures that we use. Someone who feels that benefits ought to
be going up more or less rapidly does not, unless they have a tech-
nical argument about our procedures—— )

Senator GRASSLEY. Do you ever listen to non-technical arguments
and persuasions that are trying to be made upon you?

Dr. ABRAHAM. No.

The CHAIRMAN. It does seem to me, Dr. Abraham, that, in a
sense, what your testimony does is argue in the favor of some kind
of advisory commission, because what you are saying is that it is
your job to measure on the basis of the facts, the data, the statis-
tics that you have.

You do not use judgment, either in the process of developing it,
nor do you try to interpret your findings for the policymakers. So,
in a sense, it seems to me we need someone, somewhere, to try to
give us the best advice as to what your measurement means.

) S%nator BRrREAUX. Mr. Chairman, what was the Boskin Commis-
sion’

The CHAIRMAN. That is what the Boskin Commission was.

Senator BREAUX. So we have already had that.

The CHAIRMAN. I agree. You are making my argument.

Senator BREAUX. It is finished.

Dr. ABRAHAM. If I could just speak to that. I am not arguing ei-
ther for or against that. That, I gather, is the conclusion you have
drawn from what I have had to say about what we can and cannot
do. '

Senator BREAUX. Mr. Chairman, can I just make one point?

The CHAIRMAN. Senator Breaux, yes.

Senator BREAUX. I made a statement in error when I say that
9.6 percent of the elderly live in poverty and 39.5 percent of chil-
dren live in poverty. What I should have said, for the record, is
that 39.5 percent of the people in poverty are children, which is dif-
ferent. So, just for the record. Thanks.

The CHAIRMAN. Well, we appreciate your being up here, Dr.
Abraham. Undoubtedly, we will be consulting further with you. We
appreciate your testimony today. Thank you very much.

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

The CHAIRMAN. It is now my pleasure to call forward Dr. Feld-
stein and Dr. Bosworth, please.

It is indeed a pleasure to welcome both of these distinguished
gentlemen. We are very pleased to have Dr. Martin Feldstein, the
president of the National Bureau of Economic Research and a Har-
vard Professor of Economics. Similarly, we are honored to have Dr.
Barry Bosworth, who, of course, is a fellow at the Brookings Insti-
tution.

I guess I might mention that Dr. Feldstein was one of the—I am
beating you to the draw—young economists working on the 1961
Stigler report on the accuracy of the CPI, over 25 years ago. So,
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it is a pleasure to have you both here. I hope it does not take us
another 25 years to fix the problem. V
Dr. Feldstein, do you want to start?

STATEMENT OF MARTIN FELDSTEIN, PH.D., PRESIDENT, THE
NATIONAL BUREAU OF ECONOMIC RESEARCH, CAMBRIDGE,
MA

Dr. FELDSTEIN. Yes. Thank you very much, Mr. Chairman. It is
always a pleasure to appear before the Senate Finance Committee.
I cannot take any credit for the Stigler report. I was not actually
part of the staff that worked on that important document.

I have three conclusions to share with the committee this morn-
ing, so let me State them first, then read a brief statement.

In my judgment, the current Consumer Price Index overstates
the true increase in the cost of living by at least the 1.1 percent
per year indicated by the Boskin Commission.

Second, Congress and the President should act this year to
change the procedure for adjusting government outlays and re-
ceipts for inflation.

Third, the appropriate inflation adjustment factor cannot be de-
rived by rigorous statistical methods, it requires the exercise of in-
formed judgment. While the BLS should be encouraged to improve
the existing CPI measure, Congress should, as recommended by the
advisory commission, establish a rotating expert advisory commit-
tee that will periodically recommend an inflation adjustment factor
that, in its judgment, best represents the modification of the CPI
change that is needed to measure the increase in the cost of living.

I think that is the point that Senator Moynihan made at the be-
ginning of the testimony, and that you made at the end of Dr.
Abraham’s remarks. I think it is what Senator Breaux said about
the role that the Boskin Commission has already played with the
modification, that it is not a number for all times.

As the BLS does their work, changes what they do, and as econo-
mists learn more about the possible biases, it is necessary to have
a reconstituted commission of that sort.

Let me just take a few minutes to expand on these three points.
First, that the CPI overstates the cost of living by at least 1.1 per-
cent a year. The most difficult problem in measuring the cost of liv-
ing are associated with the new products and with the quality
changes in existing products. That is much more important than
the substitution bias that occupied a lot of the time during the last
hour of hearing.

There has been substantial research on these problems in recent
_years. This research has dealt with a very wide range of particular
goods and services, from prescription drugs, to breakfast cereals, to
the care of patients who have had heart attacks.

Study after study, the researchers have found that the existing
CPI procedures substantially overstate the true rise in the cost of
living. Sometimes this is because the CPI procedure introduces new
products too slowly. More importantly, the CPI procedure generally
fails to take into account the value of the new product as such.
That is a point that Dr. Abraham made.
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In the case of health care, the CPI procedure takes into account
only the cost of the service and not its improving effectiveness in
treating patients.

My second conclusion, is that the Congress and the President
should act this year to change the inflation adjustment procedure.
There is no reason to delay the legislative change. Indeed, the fact
that inflation adjustments in the past have been based on the
unadjusted CPI means that existing benefit levels and tax rates
have gone far beyond the appropriate inflation adjustment.

Although delaying the legislative change would have only a small
effect in the first year, that delay would permanently and substan-
tially increase government outlays and reduce government receipts.

On the basis of recent estimates by the Congressional Budget Of-
fice, I calculated that a 1.1 percentage point change in the inflation
adjustment factor beginning in fiscal year 1998 would reduce the
Seﬁcit in that year by $6 billion, and the deficit in 2002 by $60 bil-

ion.

If the inflation adjustment were postponed by just 2 years, the
deficit reduction in 2002 would be only about half as large, about
$33 billion, and the national debt would be more than $90 billion
greater.

My final conclusion, is that because the appropriate inflation ad-
justment factor cannot be derived by rigorous statistical methods
but requires informed judgment, the Congress should appoint from
time to time a rotating expert advisory committee that will periodi-
cally recommend an appropriate adjustment factor.

Individual goods and services can be studied for their bias and
they will show that the existing CPI method overstates the rise in
the cost of living. But there is no statistically rigorous, scientific
way to modify the CPI to the quality changes in the millions of
products in our economy or to take into account all of the new
products and services that are introduced each year. That, I think,
is exactly the point that Dr. Abraham was making. But that is not
a reason for ignoring such changes in deciding how much to adjust
benefits and tax brackets.

May I finish?

The CHAIRMAN. Yes, please.

Dr. FELDSTEIN. Rather, it tells me that the CPI, calculated ac-
cording to rigorous rules by the Bureau of Labor Statistics, should
be regarded only as a starting point for deciding on the inflation
adjustment factor.

To do this, the Congress should, as I said, have an outside expert
advisory group that will advise on an appropriate inflation adjust-
ment factor.

Dr. Abraham indicated her concern that the Boskin Commission,
when the evidence was sparse, was forced to fall back on its best
judgment. She expressed her view that the CPI should be based on
tested and reliable statistical techniques. I think she is correct,
both in her characterization of the work of the commission—it had
to rely on its best judgments—and in the scientific standard to
which the official CPI should aspire.

But that is not a reason for the Congress to reject the use of in-
formed judgment in deciding how to adjust benefits and taxes. In-
deed, the technical standard that the BLS will rightly insist upon
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means that even if the BLS made all of the improvements in the
CPI that it currently contemplates, the resulting estimate will still
be virtually certain to overstate the true increase in the cost of liv-
ing.

That would be true even if the BLS produced an annual index
that dealt accurately with the substitution bias because it would
not deal with all of the other biases that are there. It is important
to go beyond the technical CPI calculation by the BLS staff and to
introduce an element of judgment.

In thinking about the separate roles of the BLS and the advisory
commission, I find it helpful to think of the BLS as similar to an
accounting firm. I think this may help Senator Rockefeller see that
the proper role of the BLS accountants follow rigorous rules to
produce an estimate of the so-called book value of a company.

But, when another firm wants to buy that company, it does not
use the accountants’ book value, rather it looks to experts for ad-
vice based on judgment.

I think such judgmental decisions are inescapable in the current
context, and that it is better to rely on the judgments of experts
than to use only the BLS method of inflation accounting that a rig-
orous, reproducible, but then inevitably overstate the true increase
in the cost of living.

Thank you.

4 ['I}he prepared statement of Dr. Feldstein appears in the appen-
ix.

The CHAIRMAN. Thank you, Dr. Feldstein.

It is a pleasure to have you here, Dr. Bosworth. We look forward
to your testimony.

STATEMENT OF BARRY BOSWORTH, PH.D., SENIOR FELLOW,
ECONOMIC STUDIES PROGRAM, THE BROOKINGS INSTITU-
TION, WASHINGTON, DC

Dr. BoswoRTH. I have a written testimony which could be sub-
mitted for the record, and I would like to make just some summary
comments.

First, I really do want to thank this committee, and the advisory
committee, for the attention that they have brought to this issue
of the Consumer Price Index, because I think it is an issue that ex-
tends far beyond the Consumer Price Index to the whole statistical
system of the United States which, in my view, for years has been
dramatically underfunded and has failed to keep up with the tech-
nological changes in the U.S. economy.

With this being said, however, I think that my view is that the
commission has exaggerated the evidence on the extent of the up-
ward bias in the Consumer Price Index and has paid too little at-
tention to other areas of research that suggest biases that run in
the other direction.

I do not mean these reservations to in any way detract from a
whole set of recommendations about improvements that could be
made in the CPI. I do not think it is necessary to agree Erecisely
on the magnitude of the effects in order to agree that there are
good things to do.

I think the issues of the CPI can be divided into two areas. One,
is a set of technical issues, this morning discussed mainly under
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the heading of substitution bias. I think that those biases exist. I
would disagree a little bit with the commission about the mag-
nitude, but it really does not matter.

I think we have new modern procedures that could deal with
those. I think the funds should be provided to the Bureau of Labor
Statistics, and tiiey should be encouraged to implement these
changes as fast as possible. In particular, I think that they can go
to some new forms of what are called superlative indexes to deal
with the substitution bias.

The big issue and problem, I think, with the report lies in the
area of quality change. Quality change is often just in the eye of
the beholder and it is a little difficult to quantify exactly what we
mean.

The crux, is that I think there is a failure to appreciate, both
publicly and professionally, the extent to which the Consumer Price
Index already makes a lot of adjustments for changes in quality.
In some cases, those changes underestimate the magnitude of qual-
ity change, but there are also lots of examples of where they over-
estimate the magnitude of quality change.

The BLS contributed to this problem until recently because they
have never provided very much information on the quality changes
that were made in the index. Most recently, a study has come out
from the BLS that documents the changes in 1995, 1983, and 1984.

It really was startling, I think, in many respects to discover that
the quality adjustments amounted to about 2.5 percentage points
to the CPI in 1995, meaning that we had an increase in inflation
of around 4.5 to 5 percent, and about half of it was taken away in
quality changes, leaving a sort of pure price increase of about half
that magnitude. That, I think, is surprising to people outside, that
there was that much adjustment taking place.

Second, when you look at it there is a concern that some of these
adjustments are overstating the size of the quality adjustment,
most specifically, in a specific kind of adjustment that the BLS
makes. Most quality adjustments occur when a new model is intro-
duced, or, for some other reason, there is a break in the collection
of the information on the price statistic.

A common procedure used by BLS at that point in time is simply
to assume that, in the change in model year, was all quality
change. So for the specific month in question, they dropped the
item out of the index and simply assume that its rate of price in-
crease was roughly the same as all the other components that were
being measured at that time.

If it turns out that manufacturers, in producing products, save
up price increases for the introduction of a new model year, like,
for example, we know was very common with automobiles in the
old days, then this procedure ends up overestimating the amount
of quality change because they have camouflaged the price increase
in the model year.

If, on the other hand, quality changes are something that occur
steadily all through the year and are put in the model as they
occur, they would be missed because they are too small to tech-
nically be viewed as a major change in the product, and you just
price it from one month to the other.
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So a lot of the question has to do with whether or not there is
a tendency for companies to save up price increases and implement
them at the time the new models are introduced.

That, I think, is an area where very little research has been done
to date because very little data has been available from the Bureau
of Labor Statistics about the nature of these adjustments, but I
think it could run in the other direction.

Therefore, I do not really think that there is any professional
agreement on the studies of the magnitude of the bias due to qual-
ity. This is not something that, in my view, somehow you could go
outside BLS and you could take a vote of a bunch of economists
and they all know. It is not anything that my profession has any
particular evidence on one way or another. -

I have heard people say the co~ -y is going to hell in a hand
basket, and other people think the qu.ility of life is steadily getting
better. It is very difficult to arrive at a specific figure for what the
improvements in American standards of living have been in recent
decades. I think it is an illusion to believe that somehow you can
set up a national commission that will put forth a number.

I think there is no problem with tgis Congress deciding to go
back to a system in which it makes the decision each year on how
much to increase Social Security benefits. As Senator Moynihan
said, you used to do that before 1972 and you can do it, if you want
to, again.

However, there is no way——

Senator MOYNIHAN. Sir, with great respect, it was not a decision,
it was an auction. [Laughter.]

Dr. BoswoRTH. That is what I was just going to say. You cannot
avoid, however, responsibility for those decisions that you make.
They will be your decisions. There is no scientific basis that I know
of to say that the cost of living has increased 1 percent this year
versus someone else who says it is five-tenths of 1 percent. It is an
i]}llusion to believe that my profession can give you a number like
that.

The CHAIRMAN. Dr. Feldstein, would you like to comment on the
points raised by Dr. Bosworth?

Dr. FELDSTEIN. I think he and I agree that you cannot produce
a scientific number in a rigorous, reproducible way that can be
called the increase in the cost of living, that it has to depend on
judgment.

I think the fact that he looks at the conclusion of the Boskin re-
port and says he thinks it is too high underlines the fact that dif-
ferent economists are going to have different judgments about that.

But I do not think that it undermines the usefulness of having
a group who study in detail what the BLS does, and look at the
evidence around them and try to form an informed judgment. I
think that is better than pulling the number out of the air or hold-
ing an auction, as Senator Moynihan said.

So, it is not a perfect solution. It is an important problem. You
need to get the best inputs that you can. I think that the Boskin
Commission group did an excellent job. I would say that that is the
way in which you are going to have to resolve this in the future
going forward. There is no better way of answering that, even
though it is an imperfect way.

43-12097-3
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The CHAIRMAN. You, in your testimony, suggested having an ad-
viso?' committee of experts. I guess my question is, how do we
avoid from being politicized? I think one of the strengths of the
Boskin study has been that it has been nonpolitical. I think every-
body agrees with that.

But how would you appoint a rotating group?

Dr. FELDSTEIN. Well, I do not know how the names were selected
for this group, but if I am right, at least two of the five members
were Democrats and at least one of the five members was a Repub-
lican, and I do not know about the other two. So if it is the Senate
Finance Committee that is going to appoint them, then having the
Chairman and the Ranking Minority do the selecting is the way to

0.

The CHAIRMAN. It sounds like a very excellent recommendation.
[Laughter.]

Would there be any merit in looking at positions rather than in-

dividuals, for example, having the chairman of the Federal Reserve
and people in other economic positions?
. Dr. FELDSTEIN. Well, I think they would then have to delegate
it, so you would be asking for the staffs of those people. One of the
good things about this group of five is they really are experts in
this set of problems.

They have been studying the procedures of the BLS, they have
been studying the detailed data in the past, so you do not want to
just pick five economists at random, no matter how distinguished
their academic or professional position, and say, go study this issue
and give us a recommendation. You want people who have been in-
terested in this set of issues.

I might just say also, that if this becomes an ongoing procedure
I think we will see more academic research on these subjects. In
the past, this was regarded as a quite arcane set of issues and you
needed a group of quite specialized people who had worked on it.

But I think, if every few years there is going to be a professional
group that comes up with a recommendation about this very impor-
tant question, I will bet there will be a lot of research being done
by quite independent academics, not part of a process, but trying
to inform on these issues of some of the questions that Barry
Bosworth raised about just when quality improvements are made,
whether those quality improvements appear to be greater than the
price adjustments that are made at the same time, or less than the
price adjustments that are made at the same time.

The CHAIRMAN. It does seem to me that the testimony of Dr.
Abraham underscores the need of Congress having some expert ad-
vice in these areas, because we are making major, major decisions
each year that have tremendous impact on both individuals and
the national economy.

I would like to follow-up on a question or a comment Dr.
Bosworth made. He indicated that government statistics are not
too accurate, too satisfactory. Is this a matter of concern for you,
and in other areas as well, facing this kind of a problem?

Dr. BoswoRTH. Yes, it is a matter of great concern. Katherine
Abraham, for example, mentioned that the Consumer Price Index
could be updated from information from the consumer expenditures
survey which is undertaken on a regular basis now.
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I have had occasions to work with that survey. I must say that
the quality of that data is incredibly low. The number of house-
holds who drop out of the sample is too high. It is very unsatisfac-
tory that we do not have a better statistical base in the United
States. We have not kept up with the service sector in trying to
measure it, either in the area of prices or in the area of physical
output.

So all of these things are of concern. The reason, though, I think
is fairly clear: the country has cut back rather considerably on the
budgets that we spend on trying to gather this sort of statistical
information. We can do a much better job, but you cannot do it for
nothing. It is going to cost more money to do it.

The CHAIRMAN. Dr. Feldstein, do you want to comment?

Dr. FELDSTEIN. It is hard for me, as a researcher who uses a lot
of data, to be against spending more money on improving the data.
But there are going to be some things in the end that we are not
going to be able to measure, even with better data. So in the cur-
rent context, I think no matter how much you spend there is going
to be an unavoidable element of judgment required.

Dr. BoSwWORTH. If you cannot measure it, how do you know it?
I mean, I have trouble with this notion that there is a group of ex-
perts with unknown data that know what the standard of living of
Americans is happening over time.

Dr. FELDSTEIN. But on that basis you would say, well, the Fed
cannot measure inflation and they cannot measure unemployment,
and they certainly cannot measure GDP growth, so we might as
well forget about monetary policy because we do not know if we are
doing well or badly.

Dr. BoswORTH. Well, they do measure that. That is my point.
There is a statistic that they look at. They look at real numbers
to measure inflation. They look at real numbers for unemployment.

Dr. FELDSTEIN. No, no. They lock at numbers for unemployment.
They look at an index number which you would

Dr. BoswoRTH. They do not suggest that somehow they have got
some professional opinion about what is happening to people’s
standard of living. What is the information that is available to my
profession that is not in the Government statistics that we know
that the quality of life of Americans is improving faster than the
statisticc say?

I mean, remember, this is not a small thing. In the last two dec-
ades, average real wages in the United States have been going up
only about 1 percent a year. The suggestion here, is that the rate
of increase of Americans’ income is twice what the statistics say it
is. Why are people complaining in this country? They must be
greedy. Their standard of living has been rising dramatically over
the past, and would be expected to in the future. Where do you get
these notions, if you believe these reports?

The CHAIRMAN. Dr. Bosworth, my time is up. I will give you 30
seconds to respond, Dr. Feldstein.

Dr. FELDSTEIN. At the American Economic Association meetings
that you referred to before, Professor Nordhaus, who is a professor
at Yale University and was a member of the Council of Economic
Advisors to President Carter, reported a very interesting study
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using household survey data in different years and looking at the
question, are you better off than you were last year.

In some years real incomes, as measured by the CPI, went up
more, and in some years they went up less. One could try to infer
from that data on what people say about their own improvements
in the standard of living how much of a bias there is in the CPI.
What he found, was that that bias was about 1.5 percent.

So that exactly what Dr. Bosworth was saying, people say this,
people say that, but if you look, on average, at how people respond
to the question, are you better off than you were before, they, in
effect, think that their real incomes are rising by 1.5 percent more
than the statistics suggest.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. This is wonderful. May I just stick up for the
softer side of these subjects? That particular work that Nordhaus
referred to, he is using a device developed by two Princeton sociolo-
gists in the 1950’s called the Self-Anchoring Striving Scale. You put
yourself at five and say, where were you, where do you think you
are going to be? So, sociology sometimes does something.

Could I just say, Mr. Chairman, that you are hearing a wonder-
fully rich and evocati.e discourse here. When I became the Assist-
ant Secretary of Labor so many years ago, Oscar Morgenstern, also
at Princeton, had written a long book—and the article was in For-
tune—on government statistics, which he thought were just all
wrong, useless, presumptuous and calamitous. He made a point, on
which he was somewhat mistaken. He pointed out that the BLS
had two unemployment series. Well, one was insured unemploy-
ment and the other was gross unemployment.

I was going to write a letter to Fortune saying, aha, Morganstern
got you! But then I was just prudent enough to think maybe it is
best not to get into a statistical argument with the co-author, with
dJ. von Neumann, of The Theory of Games and Economic Behavior,
so I forbore. But you always have the general problem of, it is a
big, complex world and it is hard to get anything right.

Still, we do much better than we ever did before. | mean, we
really do. We know so much more and we are better off, in con-
sequence. The National Bureau of Economic Research is where this
all began back in the 1920’s. It is, perhaps, wrong for me to put
it this way. But if we were looking for a sponsor for a commission
that would review the whole subject and give us adjustments from
the specific data, the National Bureau would not be the worst can-
didate, would it? I do not want to press you.

Dr. FELDSTEIN. I would want to think about how we would do
that if you came to us with that challenge.

Senator MOYNIHAN. You would want to think about it.

Dr. FELDSTEIN. But the Stigler Commission was an NBER re-
port.

Senator MOYNIHAN. I just leave that as something to be said.
You heard a wonderful exchange, and that is why it is a wonderful
job they have. Better than ours, I will tell you that. ‘

Thank you, Mr. Chairman. Thank you, gentlemen, doctors, both.

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. At least one person who has looked at the
Boskin Commission report has alleged that there might have been
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a double counting of some of the biases that they have looked at.
As you have looked at it, have you considered that there might be
some identifiable overlap that we need to consider as we are look-
ing at the results of this commission?

Dr. FELDSTEIN. I do not hold myself out to be enough of an ex-
pert on the details to say about each specific item whether they
may have gotten it exactly right or not.

Senator GRASSLEY. Do you know how many?

Dr. BosSWORTH. What was discussed here this morning is Level
I bias and Level II bias. If you fixed the lower level bias, then the
estimate of the bias of the upper level would be less than it now
is. Is this a major issue? No. Given the accuracy with which we can
measure the substitution biases to begin with, this little overlap is
not a significant part of the problem.

Senator GRASSLEY. I cut you off.

Dr. FELDSTEIN. The big problem keeps coming back to being this
issue of quality change in new products.

Senator GRASSLEY. All right. Now, I would like your view on, be-
cause for the elderly there will be evidence that the cost of living
is higher and we ought to have a separate index for the elderly, do
you believe it would be wise to develop such a separate CPI?

Dr. FELDSTEIN. I can certainly see the case for doing it, and I do
not see any reason not to do it, if that is what the committee, the
Congress, thought was a good thing. When I was CEA chairman
we did look at the cost of living, a separate bundle, that somebody
in the government constructs for the elderly. I cannot remember
W‘})lo it is, who does it. You are pointing. Is it the BLS who does
it?

Senator MCYNIHAN. Thera was a nod behind you.

Dr. FELDSTEIN. Yes, the BLS. At the time, at least, there was
very little difference. Surprising to me, there was very little dif-
ference between the cost-of-living bundle of goods, the CPI for the
elderly bundle of goods versus the CPI for th.e regular non-elderly,
which is the number that we get from the BLS regularly.

Senator GRASSLEY. On the question of substitution, the BLS has
raised a question of whether or not physician services and prescrip-
tion drugs are items or seivices that the consumers would sub-
stitute, Would you agree with that assessment?

Dr. FELDSTEIN. A very complicated question, because of the role
of insurance, the role of HMOs and all that. But I believe that if
the issue is, are consumers price sensitive to that, which is really
what the essence of the substitution questions are about, in gen-
eral, yes, I think the consumers are quite price sensitive. The doc-
tor gives them a prescription, they say, my God, that is very expen-
sive; I will no bother to fill that. So, yes, I think people are quite
price sensitive, in those areas, as well as in other areas.

Senator GRASSLEY. Do you have an opinion on that, Dr.
Bosworth?

Dr. BoswoRTH. I would agree. I do not see any problem with try-
ing o go to something like geometric weighting at the lower level.
1 am oot sure that there is a lot of substitution, but 1 do not see
any resson to have the cutoff point being the elasticity of substi-
tution of umit, either. You could have very high substitution in
some products.
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So I think, as a neutral assumption, the idea of going to geo-
metric weighting at the lower level, at least to me at first glance,
looked like a pretty sensible proposal.

Dr. FELDSTEIN. But, again, I would say that if this now starts to
be a thing that the economics profession is going to be called upon
in future, Boskin-type commissions to deal with, there will be a lot
of research on the degree of substitution because economists will
say, this is an important issue, let us see what we can do with our
tools to contribute to this process.

Senator MOYNIHAN. Mr. Chairman, may I just make a quick clos-
ing point? Yesterday the Senate voted on a proposed constitutional
amendment which would suspend certain procedures in times of re-
cession. What was not brought out much in the debate, I think not
at all, was that we do not know we have had a recession until the
National Bureau of Economic Research tells us we did. This very
important fact is determined by something called the Dating Com-
mittee, I believe. It sounds like the senior prom.

Dr. FELDSTEIN. It is called the Business Cycle Dating Committee.

Senator MOYNIHAN. Business Cycle Dating Committee.

Dr. FELDSTEIN. Distinguish it from our senior prom Dating Com-
mittee. (Laughter.]

Senator MOYNIHAN. But we have turned to the National Bureau
to give us the formal assessment that there was a recession, it
went this many quarters, and had this large a dimension.

The CHAIRMAN. Well, gentlemen, thank you very much for being
here today. Again, we will call on you in the future for further aid
and assistance. So, thank you for being here.

Dr. FELDSTEIN. You are very welcome.

The CHAIRMAN. It is now my pleasure to call forth a very distin-
guished panel made up of Meredith Bagby, member of the board,
The Third Millennium, New York; James L. Martin, president, 60
Plus Association, Arlington, VA; Esther Canja, American Associa-
tion of Retired Persons; and Linda Chavez-Thompson, executive
vice president, AFL-CIO.

Ladies and gentlemen, it is a pleasure to welcome each and every
one of you here. Your full statement will, of course, be included in
the record and we would ask that you keep your comments as brief
as possible, but in any way case within 5 minutes.

We will start with Meredith Bagby.

STATEMENT OF MEREDITH BAGBY, MEMBER OF THE BOARD,
THE THIRD MILLENNIUM, NEW YORK, NY

Ms. BagBY. Good afternvon, Mr. Chairman and members of the
Senate Finance Committee. I am pleased to be here. I am Meredith
Bagby, and I am here representing The Third Millennium, which
is a nonpartisan youth organization dedicated to the economic sta-
bility of our Nation.

I think my purpose in being here is very simple. It is to rec-
ommend what you have already heard from a number of econo-
mists about the CPI. I also want to highlight why vour decision on
this issue is crucial to the future of the Americans in my genera-
tion, and the generations that follow.

More than a year ago, the Boskin Commission was appointed to
study the Consumer Price Index. This impressive group of econo-
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mists told you that it was overstated by 1.1 percent and, indeed,
that the problem is nothing new.

The CPI has almost always overestimated inflation because it is
not a cost-of-living index, as we have heard today. Even my intro-
ductory economics book that I used in college called “Economics:
Principles and Policy” by Baumol and Blinder reported that the
CPI overstated inflation, hitting a peak bias of 4 percent in 1979.
According to the Boskin Commission, prior to 1996 that bias aver-
aged 1.3 percent annually. Again, this is not a new problem; it is
older than most of the people in my generation.

Our delay in correcting this problemn has cost us hundreds of bil-
lions of dollars in the past and threatens the economic solvency of
our government in the future. The Boskin report tells us that, if
left uncorrected, the current bias in CPI would contribute about
$148 billion to the deficit in 2006.

Remarkably, in that year alone the cost of the error would be so
big that it would surpass all but three Federal programs in size,
those being Social Security, health care, and defense.

In that year, the mistake would cost us more than all of our
spending on education, welfare, and international affairs combined.
Between now and 2008, an overstated CPI would contribute more
than $1 trillion to the national debt. That is all according to the
Boskin Commission.

In looking at these numbers, it is easy to sce why the people in
my generation are nervous. Just over 30 percent of all Federal
spending is indexed to the CPI. Not adjusting the CPIl is another
step toward an unsustainable buildup of debt for generations to fol-
low, toward a disaster for our entitlement programs, and toward a
continuation of a serious generational disparity that is going on in
this Nation.

The Office of Budget and Management projects that future gen-
erations can expect to pay an 84 percent average lifelime net tax
rate if we do not curtail our government spending. Professor Alan
Auerbach of the University of California at Berkeley caleulated
that a 70-yecar-old man in 1990 would receive net lifetime benefits
from the government of $46,000. In contrast, an average 25-year-
old man can expect to have negative net benefits over his lifetime
of $226,000.

What is the solution to this cconomic inequity” | think we have
to start by being honest about how we index America’s most expen
sive social programs and taxes. The Boskir Comnission makes a
recommendation. “Congress and the President must decide whether
they wish to continue the widespread, substantial over-indexing of
the various Federal spending programs and features of the Tax
Code.

If the purpose of indexing is accurately and fully to insulate the
groups receiving transfer payments and paying taxes, no more and
no less, they should pass legislation adjusting the indexing provi-
stons accordingly.”

I think the other members of this panel would agree that we can-
not make this a political issue. Horace B. Deets, the executive di
rector of the AARP, agreed when he wrote, “In improving the aceu-
racy of the CPI, we should keep the politics out of it.”
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What exactly does it mean to keep the-politics out of it? It means
that we ought to ask the experts and then act promptly on their
advice, that we make our decision based on evidence and not on
lobbying power. The preponderance of evidence in this case——in
fact, over three decades of evidence—by America’s finest economists
and scholars shows, indeed, that the CPI is overstated.

Indeed, the Members of Congress have been told by the Federal
Reserve Chairman, Alan Greenspan, whom we have spoken of
much today, a man who does not make his statements lightly, that
there is almost 100 percent certainty that the CPI overstates infla-
tion. I do not know of any evidence that is more compelling.

Finally, to those who would say that an adjustment to the CPI
would be the political fix Greenspan adds, to the contrary, assum-
ing zero for the bias—in other words, doing nothing—is the politi-
gal fix. On this issue, we should let evidence, not politics, drive pol-
icy.

If you, indeed, let evidence drive policy, then you will send a
message to the people of my generation that accuracy does, indeed,
count that you will not pass the buck to a generation already strad-
dled with $5.3 trillion in debt, and that, indeed, you care about our
future, too. My generation is not looking for any special favors, we
just want this Nation to hold the same opportunity that it did for
our parents and grandparents, and for all of the generations- that
have brought us this far.

But if America is to provide that opportunity, we must make in-
telligent fiscal decisions now. We must listen to those whom we
have asked to help us, our economists and scholars. Indeed, they
have sounded the alarm and we must listen.

Thank you very much for having me.

[The prepared statement of Ms. Bagby appears in the appendix.]

The CHAIRMAN. It is now my pleasure to call on Ms. Thompson,
the executive vice president of the AFL-CIO.

STATEMENT OF LINDA CHAVEZ-THOMPSON, EXECUTIVE VICE
PRESIDENT, AFL-CIO, WASHINGTON, DC

Ms. CHAVEZ-THOMPSON. Thank you, Mr. Chairman. 1 appreciate
this opportunity to testify on behalf of the AFI~CIO regarding the
important matter of the Consumer Price Index, CPL

This is a matter that raises both technical and policy concerns.
The former are dealt with in our written testimony, and [ will con-
centrate on the latter in this oral testimony.

The AFI~CIO is vigorously opposed to any Congressionally-man-
dated replacement or adjustment of cost-of-living allowances based
on the CPIL. We also oppose subjecting the Bureau of Labor Statis-
tics to political pressure to change its methods of calculating the
CPI1. The stakes are enormous, since the economic well-being of
millions of Americans depends on the accuracy of the CPl as a
measure of cost-of-living inflation.

The CPI has been in the news a great deal since the Boskin
Commission released its finding that the CPI overstates cost-of-liv-
ing inflation by 1.1 percentage points a year. We would like to em-
phasize that the commission’s findings are contested by a number
of highly-respected economists, some of whom believe that the CPI
may actually understate cost-of-living inflation.
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This alone suggests that the Congress should hold back regard-
ing making any changes. Despite this, some policymakers view a
technical revision of the measure of cost-of-living inflation as an ex-
pedient means of reducing the budget deficit.

Their thinking is that such a revision would reduce COLAs for
Social Security and welfare benefits, while also reducing indexation
of the tax system. This is tantamount to balancing the budget on
the backs of America’s elderly, veterans, poor, and ordinary work-
ing families.

The Boskin Commission’s findings are being used to provide po-
litical cover for this maneuver. The unstated reality is that nearly
every dollar of deficit reduction achieved in this fashion would
come straight out of the pockets of those who can least afford it.

Reducing COLAs based on the CPI would hurt millions of work-
ers whose employment contracts include cost-of-living adjustments.
Indeed, the effect on wages would be felt far wider, since workers
without COLAs would also be impacted.

This is because the CPI serves as a benchmark in guiding wage
increases for both union and non-union workers. Acceptance of the
Boskin Commission’s claim would provide employers with a jus-
tification to lower wage increases across the board. The net result
would be further adverse shift in income from wages to profit, to
the detriment of working families.

Another group that would be brutally impacted is Social Security
recipients. Social Security has been tremendously successful in re-
ducing poverty among the elderly. Were it not for Social Security,
54 percent of the elderly would be in poverty. Social Security recipi-
ents are protected against inflation by annual COLAs tied to the
increases in the CPL.

Reductions in COLAs of 1.1 percent per year would quickly push
many Social Security recipients into poverty. For instance, a re-
tired couple receiving benefits of $13,400 would suffer a cumulative
benefit loss of $2,360 over the next 5 years.

Since 1981, the Federal income tax has also been indexed with
reference to CPI inflation. A downward adjustment of the CPI
would reduce bracket levels and exemptions, thereby triggering a
substantial tax increase for American taxpayers.

Many other provisions of the Tax Code are also indexed, includ-
ing the Earned Income Tax Credit. This provision is of special im-
portance to lower-income working families, and it also provides in-
centives for low-wage workers to seek out employment rather than
to rely on welfare.

Low-income families would be further hurt because they rely so
heavily on indexed entitlement programs and pensions. Fewer fam-
ilies would be eligible to receive these vital benefits because of in-
come thresholds, and families’ eligibility would be reduced.

The above testimony details the disastrous implications of ac-
cepting the Boskin Commission’s claim that cost-of-living inflation
is overstated. The AFL-CIO’s concern is bolstered by the fact that
leading experts strongly disagree with their findings. These include

Janet Norwood, a former BLS commissioner, and Dean Baker, of
the Economic Policy Institute.

The Boskin Commission focused on ways the CPI might be over-
stating inflation, and down-played sources of understatement. The
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BLS produces very fine statistical work and pushes an honest
measure upon which Americans can rely. This measure is revised
and updated on a continuing basis, and the BLS is aware of the
technical issues raised by the Boskin Commission.

There is now an imminent danger that the commission’s report
will be exploited as a politically expedient means of balancing the
budget. For all of the reasons presented above, the AFL-CIO
strongly opposes tampering with either the CPI or COLAs based
upon the CPI.

We oppose subjecting the BLS to political pressure to change
their method of calculating the CPI. This would ultimately under-
mine public confidence in all of the Nation’s statistical agencies.

We urge the distinguished members of this committee, and oth-
ers in Congress, not to take any of these misguided steps. Bal-
ancing the budget on the backs of working families and America’s
most vulnerable is cynical and wrong.

Since 1979, income inequality and economic polarizations have
increased. Tampering with inflation indexing in the computation of
COLAs would reinforce these trends. Cooking the books in this
fashion is the wrong way to achieve fiscal integrity and will exacer-
bate the Nation’s problem of economic equality.

Thank you again for this opportunity to present the views of the
AFL~CIO on the vital topic of the CPI and the measurement of
cost-of-living inflation.

[The prepared statement of Ms. Chavez-Thompson appears in the
appendix.}]

The CHAIRMAN. Thank you, Ms. Thompson.

Mr. Martin.

STATEMENT OF JAMES L. MARTIN, PRESIDENT, 60 PLUS
ASSOCIATION, ARLINGTON, VA

Mr. MARTIN. Thank you. Thank you for this honor to speak on
behalf of senior citizens, Mr. Chairman. 60 Plus is a 5-year-old,
nonprofit, nonpartisan group, not taxpayer-subsidized, supported
by voluntary donations from its citizen lobbyists. We take no cor-
porate money, and none from political parties.

I also send regards today from a new advisor to our committee,
former Senator Pressler, of this committee last year, and our hon-
orary chairman, a former Indiana Congressman named Roger Zion,
who served here with distinction in the 1960’s and 1970’s.

As administrative assistant also to a former colleague of yours,
the late Senator Edward Gurney of Florida, a World War II hero
and a hero of mine, I can appreciate the work that goes into these
hearings.

60 Plus agrees with Senator Roth and Senator Moynihan when
they correctly point out that the question is not about an increase
or a decrease 1n the CPI, it is, simply put, an attempt to find an
accurate measuring device for future COLAs, cost-of-living adjust-
ments.

I would also like to make it crystal clear that the finest friends
seniors have in thé U.S. Senate sit right here on this committee.

As 1 prepared this testimony before coming here, I turned for ad-
vice, as I so often do as I grow older, to my favorite senior citizen,
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my mother—my sainted mother, if you will—who is alive and well,
and, I might add, still working down in Florida.

She said you Senators would do what is right. In the words of
Senator Breaux, she said she wanted what she deserved, nothing
less, nothing more. That if she is entitled to a $13 a month in-
crease instead of a projected $21, perhaps, based on faulty measur-
ing devices, then the $8 monthly savings would be that much less
that the young folk would have to pay in the way of taxes.

She further said, if there has been a mistake made in calculating
benefits, then let us correct it. Growing up as she did in the Great
Depression, she said one reason you had erasers, was so that if you
made a mistake you corrected it and you moved on.

If the Boskin Commission’s findings are adopted, I believe a cor-
rected CPI will help seniors in the long run by leading toward a
balanced budget and a stabilized Social Security system for at least
another full generation.

There is widespread consensus that the CPI significantly over-
states the rate of increase in the cost of living. Nowhere have [
seen that BLS has made adjustments for understating our down-
ward bias, even though critics of Boskin try to make a case for this
argument.

Federal Reserve Board Chairman Greenspan says that the best
available evidence suggests that there is virtually no change that
the CPI understates. He says there is about a 100 percent prob-
ability that we overstate. The BLS commissioner, today, acknowl-
edged that it overstates.

Again, Senator Moynihan has correctly, and rather forcefully, de-
scribed the question as not about an increase or a decrease, but an
attempt to find an accurate measuring device for future COLAs.

Senator Moynihan further points out that no major study has
been made to modernize the methodology of the BLS since the 1961
Stigler report and when he was a young Assistant Secretary of
Labor in this town.

Bipartisan action is the order of the day. Last year, a reduction
of about a half a percentage point won the support of 46 Senators:
24 Democrats, 22 Republicans. To politicize the issue is to ignore
the enormous long-range problems facing Social Security and Medi-
care, and it is a disservice to the highly-regarded Boskin Commis-
sion.

I honestly believe that this Congress and this President working
unselfishly together—and I mean unselfishly together—has one of
those once-in-a-lifetime moments to make a real contribution to-
ward the solvency of this country’s fiscal future. There is a window
of opportunity here for Congress and the President, particularly the
latter, to seize the moment to do what is right.

President Clinton can secure his place in history, or, as former
New York Governor Mario Cuomo has said, can make his mark. He
could truly take this out of the political arena by issuing an execu-
tive order directing his Secretary of Labor to implement the Boskin
recommendations.

In conclusion, at 60 Plus we have a slogan: Tax Fairness for Sen-
iors. There are lots of unfair taxes, I think, on seniors, working, as
well as retired seniors. Just one of these is the 33 percent extra tax
on seniors’ earnings in the 65 to 69 age bracket.



LN

L i,

72

But if 60 Plus is to be credible when working for tax fairness for
seniors, then 60 Plus must acknowledge when taxes may be unfair
for other age groups, such as Ms. Bagby’s group, my children, your
children, and grandchildren’s age brackets. This is fairness for all,
the very point of view of my favorite senior again, my mom. That
is why 60 Plus will be credible, we think, later when we lobby you
for true tax fairness for seniors. We are trying to be very fair to
all age groups. Thank you.

[The prepared statement of Mr. Martin appears in the appendix.]

The CHAIRMAN. Thank you, Mr. Martin.

Now I would like to call on Ms. Canja, who is vice president of
the American Association of Retired Persons.

STATEMENT OF ESTHER CANJA, VICE PRESIDENT, AMERICAN
ASSOCIATION OF RETIRED PERSONS, PORT CHARLOTTE, FL

Ms. CaNJA. Thank you, Mr. Chairman. I am Tess Canja, vice
president of the American Association of Retired Persons. We ap-
preciate your invitation to present our views on the Boskin Com-
mission report on the Consumer Price Index.

Let me emphasize that AARP believes the CPI should be as accu-
rate as possible. In our view, the nonpartisan, nonpolitical experts
at the Bureau of Labor Statistics should continue their ongoing re-
sponsibility for adjusting this important national index to assure
its accuracy.

If, as occurred in 1995 and 1996, BLS’s research validates the
need for an adjustment to the CPI, AARP would not object. We rec-
ognize that the fiscal integrity of the overall Federal Government
and the Social Security trust funds depend on an accurate CPI. We
know the economic security of millions of Americans also depends
on a properly calculated index.

However, AARP would continue to oppose legislative reductions
in the CPI in the absence of BLS substantiation. AARP is well
aware of the issues raised by the Boskin Commission. We asked a
noted CPI expert, former Assistant BLS Commissioner for Prices,
Dr. Joel Popkin, to analyze the commission’s findings. Popkin
found their conclusions “non-convincing,” and warranted “no basis
for Congress to change the CPL”

Popkin questions the commission’s methodology. He emphasizes,
(1) the absence of supporting evidence to justify their new goods
and quality bias estimate; (2) the improper adding together of over-
lapping components of the substitution bias; and (3) the commis-
sion’s failure to consider all aspects of a cost-of-living index, par-
ticularly those that might indicate an understatement. Similar con-
cerns, as you have heard today, have been raised by other econo-
mists, the BLS, and in the administration’s fiscal year 1998 budget.

Federal Reserve Chairman Greenspan has proposed a two-track
approach for indexing Federal benefits and taxes. His first track,
to expedite BLS’s ability to continue improving the CPI without
legislative interference, is consistent with our position.

However, our written testimony raises numerous questions about
the need for, composition of, and responsibilities of his second
track, which is a commission to determine indexing levels.

Please remember, the proposed commission would do more than
generate budgetary savings. It will have a significant impact on
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real people. If Federal benefits are under-adjusted for inflation,
millions of vulnerable Americans will lose doli'ars they depend on
to meet their day-to-day expenses.

For example, a 1 percentage point reduction in the CPI means
a 65-year-old widow earning $8,500 in Social Security benefits
would lose over $5,000 over the next 10 years.

Indeed, as the split Advisory Council on Social Security unani-
mously noted the full COLAs beneficiaries receive throughout their
retirement are one of the program’s most important contributions
to income security.

If the CPI is arbitrarily reduced, other vulnerable populations
would be affected. For example, it means the Earned Income Tax
Credit, child support or alimony payments could be inadequate,
since they are pegged to the index. In short, we believe it is better
to be precisely above the poverty line than roughly below it.

Instead of the Greenspan approach, an independent panel of aca-
demic experts could be established, similar to the current business
and labor advisory panels that report directly to the BLS. This
could help ensure that BLS’s adjustments to the CPI are tech-
nically accurate and independently calculated.

However, if Congress wants to ignore the BLS or go beyond what
the agency finds supportable, it does not need to create another
commission. Instead, Congress can go to the American people and
explain it has to cut COLAs and increase taxes as a means of cut-
ting the deficit. Since deficit reduction is important to all of us, we
should have a say in how it is implemented.

Thank you.-

[The prepared statement of Ms. Canja appears in the appendix.]

The CHAIRMAN. Well, I want to thank each and every one of you
for being here this morning. I guess, given the diverse interests of
the membership of the organizations you represent, I cannot say
that I am particularly surprised by your testimony.

But I would like to have each one of you comment on the impor-
tance of accuracy in government statistics. For example, if the
Boskin Commission report, and Dr. Greenspan, had revealed an
understatement of inflation, would your views be the same today?

Mr. Martin.

Mr. MARTIN. Well, I am glad you asked that question. In fact, I
mentioned that in my prepared remarks, and I think Senator
Breaux touched on this earlier too. I have said it before, and I have
wondered out loud, were the shoe on the other foot, so to speak.
I would still be here today saying exactly the same thing. I think
tax fairness means a lot to all age groups, again, not just, obvi-
ously, senior citizens. But, yes, I think there might be a different
spin on things by others here today.

The CHAIRMAN. Ms. Bagby.

Ms. BAGBY. 1 agree. I think that the most important thing is ac-
curacy. I think the thing that concerns my generation is that the
government is accurate in its estimation of the CPI and all of these
other statistics. Not only that, but I think for your bond holders out
there, people who hold U.S. debt, people who invest in this country,
I think it is very, very important that we get it right. The CPI is
not just about Social Security, the CPI has a lot of other impacts
on the economy. I think we all agree on that. It has to be correct.
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I think the overwhelming evidence in this case, from economists
and scholars, is the fact that it overstates inflation.

I cite again, this is in an introductory economics textbook that
I used when I was a freshman in college, it is something that has
been going on for three decades. There it is. Right. I think that the
preponderance of evidence shows that it is overstated, and all we
are asking for is accuracy.

The CHAIRMAN. Thank you.

Ms. Canja.

Ms. CANJA. Well, we stressed in our testimony the importance of
accuracy. But AARP has a track record on this issue of when the
statistics might favor certain of our members, but when we are
called upon to do the right thing. This was that whole “Notch”
issue, and you know the position we took on the Notch.

So we have to look at two things. We have to look at accuracy,
we have to look at who is affected, how they are affected, what is
the best thing for our country? We have come down on the side of
that. We have been very credible, I believe, in all of our testimony
where these issues have been raised.

The CHAIRMAN. Ms. Thompson.

Ms. CHAVEZ-THOMPSON. As long as it is done fairly and it does
not affect and hurt the people that it is supposed to help.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. Well, I just would like to cspec1ally thank
Ms. Bagby for citing my dear friends, Bill Baumol, and Alan Blind-
er, on their sixth edition of Economics, Principles, and Policy. This
issue goes back 15 years. But they note that, in 1980, the CP1
records a 13.5 percent inflation number. It was a very high infla-
tion period.

The Bureau of Economic Analysis, with the GDP inflator, re-
corded only 9.5. This is not something new to our calculations. We
have been teaching this for a generation. I do not think I need to
say any more than that, except to note to everybody that Dr. Abra-
ham very candidly and accurately said that the CPl is an upper
bound.

We are only trying to get it straight, and we are not introducing
anything new. We are not seeking any political fix. This has been
in the literature for a very long while.

I think it was interesting, Mr. Chairman, the comment of Martin
Feldstein, that the economics profession is going to get a lot more
interested and we will learn a lot more. Think of all those young
Ph.Ds. But thank you very much. This has been excellent testi-
mony.

The CHAIRMAN. We do appreciate it. There may be additional
written questions.

[Whereupon, at 12:29 p.m., the hearing was concluded.]
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PREPARED STATEMENT OF KATHARINE G. ABRAHAM

I appreciate the oxportum'ty to testify today on the final report of the Senate Fi-
nance Committee’s Advisory Commission to gtudy the Consumer Price Index. The
Commission’s review clearly has made a contribution to the ongoing discussion of
measurement issues bearing on the accuracy of the ConsumergPrice Index (CPD),
and I appreciate the members’ work on this important subject.

I intend this morning to focus my remarks on some of the measurement issues
raised in the Commission’s report and, perhaps more importantly, to discuss what
I believe the Bureau of Labor Statistics (BLS) can and cannot do in the near term
to address those issues. I will not focus in my opening remarks on the issues raised
by the Commission that relate to possible longer-term improvements in the CPI; al-
though some of these issues are quite important, it is my sense that they are of less-
er current interest to the Committee. I will, of course, be happy to respond to any
questions about these issues the Members of the Committee may wish to raise.

As | believe the Members of the Committee are aware, the BLS has a long tradi-
tion of being in the forefront of price measurement research and operational innova-
tion. Given that tradition, I am especially pleased to be able to report that the Presi-
dent’s Fiscal Year (FY) 1998 budget ircludes a program increment that will allow
us to take several steps toward increasing the accuracy of the CPI. The BLS will
be requesting resources to speed up the process of updating the CPI market basket
in future Revisions. Resources to expand the collection of information on the prices
and characteristics of certain goods and services, together with resources to be de-
voted to the early identification of new goods as they become available in the mar-
ketplace, also will be requested. This information will enable us to improve the
methods we use to adjust for quality change and to insure that new items are
brought into the index in a more timely fashion. Finally, the request provides for
the production of supplementary measures of change in consumer prices that we be-
lieve would provide closer approximations to the change in the cost of living than
the ¢ rrently published CPI. At the appropriate points in my testimony, [ wiﬁ indi-
cate t1e relationship between these aciivities and the issues raised in the Commis-
sion’s report.

The report begins with one overarching recommendation: “The BLS should estab-
lish a cost of livinf index (COLI) as its objective in measuring consumer prices.”
This seems basically right to me. Indeed, the BLS long has said that it operates
within a cost-of-living framework in producing the CPI. That framework has guided,
and will continue to guide, operational decisions about the construction of the index.
Putting things slightly differently, if the BLS staff or other technical experts knew
how to produce a true cost of living index on a monthly production schedule, that
would be what we would produce. I therefore have no fundamental disagreement
with the Commission about what the chjective of ocur CPI program ought to be,
though we disagree to some extent about what changes to the index would be fea-
sible adnd prudent and about the timetable on which those changes could be imple-
mented.

More specifically, the Commission’s report focuses on two broad issues concerning
the CPI as a proxy measuring changes in the cost of living of the U.S. consumer.
The first is substitution bias, comprising what the Commission terms lower-level
and upper-level components. The Commission believes that these components to-
gether impart an upward bias in the CPI of 0.4 percentage point per year. The sec-
ond broad issue involves how best to treat changes in the quality of goods and serv-
ices that consumers buy, changes in how and where those goods and services are
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sold, and the emergence of new goods and services. The Commission believes that
failure to adjust adequately for these effects imparts a 0.7 percentage point per year
upward bias to the CPI. The total overstatement of the change in the cost of living
due to substitution bias and other problems together is judged by the Commission
to amount to 1.1 percentage points per year.

Let me talk first about substitution bias. Like the Commission members, I also
am an economist. Almost any economist would agree that an index such as the CPI
that tracks the cost of purchasing a fixed market basket of gnods and services rep-
resents an upper bound on the change in the cost of living. Indced, for many years,
the BLS has attempted to explain exactly this point.

Operationally, as the Commission suggests, substitution bias may show up at two
levels. By way of background, the CPl is constructed by first aggregating the rough-
ly 90,000 price quotations collected each month to form a sertes of subindexes for
categories of items such as “Apples,” “Men’s Shirts,” and “Prescription Drugs,” and
then aggregating those subindexes to form the overall CPL. The formula used to ag-
gregate the individual price quotations to form the subindexes does not account for
consumers’ ability to substitute across items within itemn categories when the rel-
ative prices of those items change-—for example, when the price of Delicious apples
increases and the price of Granny Smith apples falls. Similarly, the formula used
to aggregate the subindexes to form the overall CPI does not reflect the substitution
across item categories that takes place when the relative prices of items in different
categories change-—for example, when the price of apples falls relative to the price
of oranges. Were such substitution taken into account, the CPI undoubtedly would
rise less rapidly.

To address the so-called lower-level substitution problem, the Commission has
suggested adoption of an alternative formula for aggregating price quotations, one
that has been under investigation by the BLS over the past several years. As noted
above, the current CPI formula does not allow for the potential substitution among
items within a category, such as between different varieties of apples, when the rel-
ative prices of those items change. The proposed alternative formula, termed the
geometric mean formula, is based on a different assumption about consumers’ sub-
stitution behavior, namely that consumers substitute among items in such a way
as to hold the share of their expenditures devoted to each item constant. Neither
the assumption of no substitution underlying our current practice nor the assump
tion underlying the geometric mean formula is likely to provide a close approxima-
tion in all cases. It may be more plausible to assume that consumers substitute free-
ly between types of apples or between brands of television sets when their relative
prices change than to assume similar substitutability between types of prescription
drugs or between clectric power companies. The BLS has made a commitment. to
evaluate the likely applicu‘)ilily of the two alternative assumptions, item category
by item category, over the next year or so, and to make a decision at that point
about whether to adopt the pgeometric mean formula in some components of the
index.

Upper-level substitution bias occurs because the formula currently used to aggre-
gate CPI subindexes ignores the fact that consumers substitute across item cat
egories when relative prices change. Here, however, the nature of the operational
problem faced by the BLS is a bit different than that at the lower level of item ag-
gregation. The detailed data needed to account for lower-level substitution in the
calculation of CPI subindexes are simply not availsble. In contrast, at the upper
level of item aggregation, the BLS docs collect information on consumer expendi
tures across item categories, like apples, men's shirts, and preseripion drogs.
Therefore, it is possible to construct a measure that accounts for substitution across
those itemn categories in response to relative price changes, though not on the same
schedule as the current CPIL The expenditure information required to construct such
a measure one of the so-called superlative indexes s available only with o Tag,
so that the index cannot be produced until the fall following the year to which it
applies. The BLS currently produces these measures on an experimental basis, and
would be happy to produce them to a higher standard of precision and rehabilty.
Thus, we are receptive to the spirit of the Commission’s recommnendation that we
produce an annual superlative index as a supplement to the official monthly CPL,
and will be able to make substantial headway in this regard if we recaive the Y
1998 program increase we will be requesting.

Recognizing the unavoidable time lag in producing a true superlative measure,
the Commission recommends that the BLS explore steps that might make the
monthly CPI a better approximation to such an index. The Commission has sug-
gested, for example, that updating the index’s expenditure weights on a continuous
rather than a periodic basis and changing the formula for apgregating subindexes
might make the CPI behave more like a superlative index. The BLS s, of course,
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open to exploring this sort of option, as can be seen in the variety of experimental
indexes we have published for some time, and we will continue our work in this
area. Adopting any option that has neither a sound theoretical foundation nor a
clear empirical justification, however, would be a mistake. We can produce super-
lative measures, albeit with a laf, and thus convincingly deal with the “substitution
bias” problem. I believe we would gain little, and possibly do much damage to the
credibility of our statistical system, if we were to move hastily to adopt untested
techniques for producing the official CPI.

I have, purposely, spent a good deal of time talking about substitution bias. The
largest share of the bias in the CPI that the Commission concludes exists—0.7 per-
centage point per year, or nearly two-thirds of the total of 1.1 percentage points per
year—arises from other sources. The Commission believes that the failure to make
adequate adjustment for changes in the quality of the goods and services people buy
and to account properly for the value to consumers of newly available goods, to-
gether with deficiencies in the way the CPI treats differences in the prices charged
at different retail outlets, constitute a serious problem.

Before commenting on the evidence marshaled by the Commission in support of
its conclusions in the quality/new goods area, I would like to note that the BLS al-
ready has procedures in place designed to account for changes in the quality of the
items being priced. (It often mistakenly has been assumed, though not by the Com-
mission, that BLS makes few or no such adjustments.) Although I would readily ac-
knowledge that our adjustment procedures are not perfect, they do have a very im-
portant effect on the rate of price change the BLS reports. The best available infor-
mation on this point applies to a CPI subindex covering roughly the commodities
and services component of the market basket (about 70 percent of the total, with
shelter the largest exclusio.,,. During 1995, this subindex would have risen by 4.7
percentage points had these procedures not been applied. Because of their applica-
tion, however, the subindex actually rose by only 2.2 percentage points over the
year. Roughly speaking, these figures imply that the adjustments made by the BLS
for changes in the quality of these goods and services amounted to 2.5 percentage

oints over the course of a single year. [ would add that the BLS also has estab-
ished procedures for bringing new items and new outlets into the index. The ex-
penditure share information used to aggregate the CPI subindexes is updated only
once every ten years or so, but the specific stores in which prices are collected and
the specific items priced are reselected on a five-year cycle. Although more frequent
sample rotations undoubtedly would be desirable, it is a fact that a considerable
share of the resources available for producing the CPI are devoted to ensuring that
the sample of items priced is representative of what consumers actually are pur-
chasing.

The Commission does not argue, of course, that the BLS is not making a good
effort to address quality/new goods biases, but rather that, in spite of a good effort,
residual bias remains. The report’s approach to assessing this residual bias is to di-
vide the index into 27 categories, and then to make a judgment about the mag-
nitude of the bias in each case. Unfortunately, the evidence applicable to many of
these categories is rather sparse.

In some of the categories, absent evidence, the Commission is forced to fall back
on its best judgment. The food and beverages categories are perhaps the best exam-
ples; the Commission’s estimates of upward biases in these categories rest exclu-
sively on not implausible, but unsubstantiated, judgments regarding the value to
consumers of increased variety on grocery and liquor store shelves, together with
the value of greater choice in restaurants.

In other cases, members of the Commission have produced evidence that bears on
the trend in prices for particular sorts of items. I cannot say, however, that this evi-
dence always leads me to the same conclusions as those reached by the Coinmission.
The Commission’s estimate that the growth in prices of new and used cars has been
overstated by 0.6 percentage point per year in the recent past, for example, rests
on data showing that the average age of cars on the road has risen, together with
an assumption that current CPI procedures do not capture any of the increases in
automobile durability that may have occurred. This latter assumption, however, is
incorrect; attached to my testimony is a document listing some of the many durabil-
ity-related model changes for which adjustments have been made in the CPI over
the past few years.

The Commission’s estimate that the CPI has overstated the rate of growth of ap-
parel prices by 1.0 percentage point per year since 1985, to take another example,
rests on a comparison of the official CPI data with price indexes constructed using
Sears catalogue prices for items remaining unchanged from one year to the next.
Even beyond the reservations I have about drawing any general conclusions based
upon the prices charged by a single catalogue merchant, I am skeptical of any index
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based only on the prices of unchanging items, particularly in a market segment
where changing fashion is as important as it is in apparel.

On another note, I also would have found the report more persuasive had the
Commission made a more systematic effort to explore the possible existence of nega-
tive biases in the CPI. Other analysts have hypothesized reduced convenience and
comfort of air travel, and deteriorating quality of higher education, as examples of
quality decreases that are ignored in the CPI. More generally, whereas the Commis-
sion notes some service quality improvements, such as the introduction of automatic
credit-card readers at gasoline pumps, the BLS often hears complaints about broad-
ranging declines in the quality of customer service, which are equally difficult to in-
corporate in the CPL.

A more subtle issue is that price increases for many goods occur intermittently
and often are timed to coincide with model replacements or other quality improve-
ments. The BLS commonly adjusts for quality differences between successive models
by, in effect, treating the difference in price between them as wholly attnbutable
to a difference in quality. There is a risk that this procedure over-adjusts for quality
change, imparting a downward bias to the index. Methods have been introduced to
try to minimize that possibility, but the Commission paid little attention to this po-
tential problem.

Close to half of the quality/new goods bias the Commission believes exists in the
overall CPI is judged to occur in just two areas of the index: medical care and high-
tech consumer goods. These clearly are components of the index in which the BLS
faces particularly difficult measurement problems, though I cannot say what the
magnitude of any bias in these index components might be.

From a BLS perspective, the most important question about possible quality/new
goods problems is what we might do to improve our procedures and ameliorate those
problems. Recognizing the particular difficulties associated with measuring medical
care prices and high-tech consumer goods prices, the BLS has devised and an-
nounced important improvements in our methods. These include changes in our hos-
pital price measurement procedures, effective with the data for January of this year,
and changes in our sample rotation procedures that will allow us to update item
samples in rapidly changing market segments more frequently than once every five
years (at the cost of less frequent updates in more static market segments). In addi-
tion, the FY 1998 budget we will be submitting would allow us to make important
progress in the quality/new goods area, by supporting greater use of techniques that
explicitly account for changes in the characteristics of items being purchased and
implementation of more aggressive procedures for identifying and beginning to price
new goods promptly once they appear in the marketplace.

The Commission’s report also discusses the question of new outlet bias, namely,
how changes in the mix of retail outlets at which consumers shcp ought to be treat-
ed. Current CPI procedures treat purchases of a particular ite:n at different retail
outlets as distinct transactions; the prices at the different stores are never directly
compared. This could impart an upward bias to the CPI if, for example, stores offer-
ing lower prices but comparable service gained in market share. As a practical mat-
ter, however, measurement of any such bias is complicated by the fact that different
types of outlets commonly offer quite different shopping environments. Research on
the factors affecting consumers’ choices about where to shop ultimately may be help-
ful in devising appropriate procedures for dealing with changes in outlet mix.

All of this, however, leaves us a long way from having a complete solution to the
quality/new goods and new outlet problems the Commission believes exist with the
CPI. There is much of what the Commission discusses that we do not know how
to measure—or, to put it another way, for which economists simply do not have
operational procedures to correct the problems cited. Let me try to illustrate what
I mean.

Has the variety of goods and services available to consumers grown? I am certain

" that it has. Is this variety of value to consumers? Agzin, I would answer yes. We

are, however, a very long way from being able to measare the value of that variety,
and taus a very long way from being able to reflect the value of increased variety
in the monthly CPI. We have been actively working on potential uses for scanner
data in the CPI, one of which might be to allow us to identify new product introduc-
tions soon after they occur. Unfortunately, the techniques available for measuring
the gains in consumer welfare from those new products (and the losses from product
disappearances) are in their infancy, and may never be adaptable for implementa-
tion in a large, ongoing price measurement program like the CPIL.

To take another example, I would readily acknowledge that there have been major
improvements in the medical treatment available for many serious health prob-
lems—improvements that have been of indubitable value to those suffering from the
afflictions in question. Unfortunately, as a general matter, the BLS has no good way
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to measure the value of these improvements. Consider, to take just one example,
a hypothetical improvement in knee surgery techniques that gives patients greater
mobility following surgery than they previously could have expected. This improved
mobility undoubtedly would be of value to those who benefit from the improvement
in technique, but there is no ohvious or clearly objective way to quantify that value.
This is, I believe, an important point about which the Commission and the BLS are
in agreement.

The BLS is committed to producing the very best CPI it can. Indeed, as I've noted,
our Fiscal Year 1998 budget request proposes an increase in funding that would en-
able us to make significant progress on a number of the issues we have discussed
here today. Although I believe that we can make important improvements in the
CPI, I do not believe it to be possible to produce a perfect cost-of-living measure.
This means that those who use the data we are able to produce should recognize
the limitations of those data and exercise judgment accordingly concerning whether
and how the data ought to be used.

Attachment.

Fxamples of New Car Reliability/Durability Quality Adjustments in the CPI
Since 1992:

» Improved corrosion protection—body, electrical system, fuel tank, pump, shocks,
brakes and cables

¢ Increased warranties

¢ Body side cladding

¢ Sealing improvements

¢ Stainless steel exhaust

¢ Longer life spark plugs—100,000 mile life

¢ Improved steering gears

¢ Powertrain improvements

e Dextren III transmission fluid—100,000 mile life

e Water pump front face—150,000 mile life

o Battery saver

o Increased catalyst load—100,000 mile life

* Rust resistant fuel injection—100,000 mile life

¢ Clearcoat paint

¢ sided galvanized steel body panels

» Serpentine drive belt

PREPARED STATEMENT OF HON. RICHARD H. BRYAN

First, [ welcome the opportunity to join the Finance Committee as a new member.
I look forward to participating in the many challenging issues that face this Com-
mittee.

Today’s hearing on the final report recommendations of the Advisory Comrmission
To Study The Consumer Price Index, chaired by Michael Boskin, is certainly among
one of the mest challenging

The final report’s titﬂ—“’l‘oward A More Accurate Measure Of The Cost of Liv-
ing”"—sums up our purpose today.

While the 8?1 is the best measure available today, as the report states, it is not
a true cost of living index.

It is in the best interests of both beneficiaries who are entitled to receive cost-
of-living adjustment increases or COLAs, and the federal treasury that disburses
these COLASs to have an accurate cost-of-living measurement.

If the consumer price index is incorrectly calculated—if it is indeed overstated—
t?;clen action should ge taken to ensure we have an accurate way to measure the cost
of living.

If the Boskin Commission is correct, and the CPI is overstated by 1.1 percentage
points, we are talking about truly substantial amounts of money.

The Commission Report states, “if the change in CPI overstated the change in the
cost of living by an average of one percentage point per year over this period, this
bias alone would contribute almost $135 billion to the deficit in the year 2006. By
2008, the increased deficit would be $180 billion and national debt $1 trillion.”

The impact on our country’s entitlement programs, and federal debt is obvious.

I do not believe that any respected economist has asserted that the current CPI
is an accurate measurement of price, or that it accurately reflects the cost-of-livin
upon which to calculate COLAs. If the CPI is incorrect, it is not possible to defen
continuing it, as it is.
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[ believe a more accurate CPI measurement or cost-of-living index can be devel-
oped. Federal Reserve Chairman, Alan Greenspan testified Tast week before the
Senate Budget Comniittee, that the CPI does overstate inflation, and can be im-
{)rovcd. Chairman Greenspan suggests providing more funding to the Bureau of
Labor Statistics to allow it to implement much of the needed changes to the meas-
urement.

Likewise, the Comaissioner of Labor Statistics, Katharine Abraham has recentl
stz;tcd that the Bureau should be allowed to decide on any changes to the CPI cal-
culation.

I do not know if the Bureau can quickly and accurately make the changes needed.
But I do know that if changes need to {)e made, it should be our goal to achiceve
those corrections as soon as possible.

I look forward to the testimony we will hear today and in future hearings from
those who have much different viewpoints on any change to the CPI. Whether the
CPI calculation is ultimately changed or not, its repercussions will affect each and
every American.

PREPARED STATEMENT OF MEREDITH BAGRY

Good morning, Mr. Chairman, and members of the Senate Finance Committee.
My name is Meredith Bagby, and I am pleased to be here representing Third Mil-
lennium, a national, non-partisan organization of young adults concerned about the
long-term economic future of the United States. Thank you for inviting my organiza-
tion and me to participate.

My purpose in being here is very simple. It is to endorse, from a youth perspec-
tive, what({you already have heard about the CPI by an impressive array of ccono-
mists, academics, and researchers. 1 also intend to highlight why your decision on
this issue is crucial to the future of Americans in my age group nn(fythc generations
that follow.

More than a year ago, the Boskin Commission was appointed to study the
Consumer Price Index. '?‘hiu impressive group of economists informed you that the
CPI is overstated by 1.1%, and that this problem is nothing new.

CPI has almost always overcstimated inflation because it is not a cost of living
index. Even the introductory economics book that I used when I was a college fresh-
man, Economic Principles by Baumol and Blinder, reported that the CPI overstated
inflation, hitLinﬁ a peak bias of 4% in 1979. According to the Boskin Commission,
prior to 1996, that Eiau averaged 1.3% annually. Again, this is not a new problem;
in fact, it is older than I am (I'm 23).

Our delay in correcting this problem has cost us hundreds of billions of dollars
in the past, and threatens the economic solvency of our government in the future.
The Boskin report tells us that, if lefl uncorrected, the current bias in the CPI
would contribute about $148 billion to the deficit in 2006.

Remarkably, in that year alone, the cost of the error wonld be so big that it would
surpass all but three federal programs in gize: Social Security, health care and de-
fense. In that year, the mistake would cost us more than all of our spending on edu-
cation, welfare and international affairs, combined. Between now and 2008, an over-
atated CPI would contribute more than a trillion dollars to the national debt.

Imagine how foolish today’s Americans will seem to future generations if we sit
idle. 'lli:cy will look at us in dismay and wonder how we had the gall to pass on
to them-—needlessly- -another trillion dollars in debt.

Looking at these numbers it is eany to see why people in iy generation are snx-
ious. Just over 30% of all federal spending is indexed to the CPI Therefore, not ad-
justing the CPI is another step toward an unsustainable buildup of our debt, toward
a disaster for our entitlement programs and toward a continuation of a serious
generational disparity in this nation.

The Office of Management and Budget projects thet future generations enn expect
to pay an 84% average lifetime net tax rate if current government spending is not
curtailed. Professor Alan Auerbach of the University of California ot Berkeley cal-
culated that an average 70-year-old man in 1990 would receive net lifetime benefits
from the government of $46,000. In contrast, an average 25-year-old man can expect
to have negative net benefits over his lifetime of $226,000.

What is the solution to this r.conomic inequity? Lels start with being honest shout
how we index America’s most expensive social programs and taxes. The Boskin
Commission makes a recommendaltion: "Conﬁrcsﬂ and the President must decide
whether they wish to continue the widespread substantial over-indexing of various
federal spending programs and features of the tax code. Ii the purpose of indexing
is accurately and fully to insulate the groups receiviag transfer payments and pay-
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ing taxes, no more and no less, they should pass legislation adjusting the indexing
provisions accordingly.”  _

I think the other members of this panel would agree that we must not make this
a political issue. Horace B. Deets, the Executive Director of the AARP, agreed when
hfs;_:vxote that in improving the accuracy of the CPl we should “keep the politics out
of it.

What does it mean to “keep the politics out of it?” It means that we ask the tech-
nical experts and then act promptly on their advice. That we make our decision
based on evidence-not ]obb[ying power. And the preponderance of evidence in this
case, over three decades of evidence, by America’s finest economists and scholars,
shows that the CPI is overstated. Indeed, the members of Congress have been told
by Federal Reserve Chairman Alan Greenspan, a man who does not make state-
ments lightl{(, that there is almost a 100% certainty that the CPI overstates infla-
tion. I don’t know of evidence that could be more compelling.

Finally, to those who would say that an adjustment to t%ne CPI would be a politi-
cal fix, Greenspan further says, “To the contrary, assuming zero for the bias,” in
other words, doing nothing, “is the political fix. On this issue we should let evidence,
not politics, drive policy.”

I understand why there is a political uproar brewing over this topic. Several inter-
est groups with considerable political clout have reaped a steady windfall from an
overstated CPI. Benefit increases that flow to their members are calculated using
the CPI, and, simply put, the more the CPI is overstated, the bigger their members’
benefit checks.

Now is the time to make the proper adjustments in the CPI. During a hearing
Third Millennium participated in last year, Sen. Moynihan, a distinguished member
of this committee, noted there is an error at the heart of the government’s calcula-
tions, and it needs to be corrected. All of the direct mail solicitations, calls to your
offices, and expensive lobbying campaigns that may implore you to ignore this error
cannot make it disappear. But you have the power to change things.

You have the ability to tell people in my generation that accuracy counts, particu-
larly when it comes to how much you collect of their taxes.

You can send a signal to my contemporaries, through your actions, that you will
not collect more taxes than you need to pay for benefits that do not reflect the true
cost of living.

You can tell my peers you are serious about correcting a technical error, and by
so doing, do not plan to pass on to us and our children another trillion in debt.

Let’s recall that Congress dealt responsibly with another technical problem re-
cently, when it followed the recommendation of a different commission and chose
not to provide higher Social Security benefits to so-called “Notch babies”—Ameri-
cans born between 1917 and 1921. In that case, as with the CPI, needlessly perpet-
uating an overstated benefits calculation stood to cost American taxpayers hundreds
of billions of dollars. To its credit, AARP recognized the potential harm that provid-
ing artificially high benefits to “Notch babies” would have caused the Social Security
system, and it did not persuade Congress to hike benefits to a segment of their
membership. We hope AARP will show similar restraint in the CPI discussion, and
help ensure that you can make the most intellectually sound technical decision,
“keeping the politics out of it.”

My generation is not looking for special favors. We just want this nation to hold
us the same opportunity it did for our parents, grandparents and all the generations
that brought us this far. If America is to provide that same opportunity, we must
make wise fiscal choices now. We must heed the warnings of those whom we have
asked to help us, our economists and our scholars. They have sounded the alarm,
and we must answer it.

PREPARED STATEMENT OF BARRY P. BOSWORTH

First, the Senate Finance Comnmittee and the Advisory Commission To Study the
Consumer Price Index are to b:gcongratulated for the attention they have brought
to the question of the adequacy of the Consumer Price Index as a measure of infla-
tion. This is an issue that needs to be explored on an even broader basis hecause
I believe that years of neglect and under funding have resulted in a serious erosion
of the quality of the U.S. statistical system. Yet, as we learn in this specific case,
the accuracy of the statistics can have major implications for the budget and mil-
lions of citizens (in this case, taxpayers and _ocial security recipients). Furthermore,
the commission’s conclusion about the mis-measurement of inflation, if true, radi-
cally alters our perception of the course of economic growth and gains in living
standards over the past several decades. It would, for example, roughly double the
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frowth in real wages, making it difficult to attribute public complaints about the
ack of income growth to anything other than inflated expectations.

With that said, however, | think that the Commission cxaggerated the evidence
on the extent of the upward bias in the CPI and paid too little attention to other
areas in which the errors could go in the opposite direction. The tendency to over-
state conclusions, however, nced not detract K'om the basic recommendations to im-
plement an expanded and more current set of weights in the CPl and to explore
some alternative price indices. Those proposals are unlikely to be met with any op-
position. The central issue of dispute is the measurement of quality changes.

The Commission argued in its final report that the Consumer Price Index over-
states the annual rate of increase in consumer prices by 1.1 percent per year with
a confidence band of from 0.8 to 1.6 percent. The conclusion that the CPl overstates
inflation is consistent with prior research on price indexes, and few analysts would
disagree. There is far less empirical basis for, and less professional unanimity with,
the Commission’s estimate of the magnitude of the bias. While it consistent with
a number of other recent surveys; it is important to understand that they are alt
extrapolating from a common small set of empirical studies, and those underlying
studies were not intended to provide an unbiased assessment. Few academic econo-
mists have been willing to involve themselves in issues of data collection; and most
of the empirical evidence arises out of the research of analysts at the Bureau of
Labor Statistics. Those studies focused on very specific problems with the CPI, and
were not represented as an assessment of their overall importance. Naturally, the
researchers looked in those narrow areas of the CPl where the effect would be larg-
est. At this time, we simply do not know the extent to which the results can be gen-
eralized to other parts of the index.

More usefully, the issue of bias in the CPI can be divided into (1) a sct of tech-
nica) issues about how to deal with the aggregation of sub-components of the index,
and {2) quality change. I have no particular quarrel with the Commission's rec-
ommendations with respect to the technical aspects, including the use of alternative
price index formulas to more adequately capture the commodity and substitution
bias. They have done what a commission should do in highlighting some basic prob-
lems and providing specific suggestions that would go a long way toward resolving
them. The Congress should provide the funding to update the index and the BLS
should move in the direction proposed by the Commission. The result would be a
better index.

The crux of the problem with the Commission’s report is in the chapter on quality
change. This discussion, both publicly and professionally, has always been distorted
by a failure to appreciate fully the extent to which the current CPl already adjusts
for quality change. We can all point to arcas where the quality of goods and services
have improved; but that is not the question. Instead, we must know if the improve-
ments have been more than are embodied in the current procedures. In this regard,
few people outside of the BLS appreciate that the index already reflects a large
amount of quality gain. In 1995, the total price increase in a subsample of the CPI,
covering about 70 percent of the total, amounted to 4.7 percent, but the BLS deter-
mined that 2.6 percentage points, or slightly over half of the increase, represented
improvements in qualit{. That is, quality improvements offset about half of the
gross price increase, yiclding an estimated 2.2 percent inflation rate. The Cominis-
sion is apparently arguing that the quality adjustment should have been close to
3.2 percent rather than 2.6 percent. They could be correct; hut, on the basis of exist-
ing evidence, we don't know that, and I don't see how anyone can be certain that
the number is 3.2, instead of 2.6, or 2.0.

The BLS contributed to the problem until recently by providing little or no infor-
mation on the magnitude of the existing quality adjustments. However, the Com-
miusgion provides a one-side view of the problem, and it offers no new procedures
to deal with it. We are not going to obtain a solution to the difficulty of measuring
quality change with the anecdotal stories and introspective thought experiments
provided by the Commission’s report. There is a need to develop specific procedures
that BLS could use to identify instances of quality change and to measure the
amount. The most disappointing aspect of the Commission's report is the lack of any
recommendations about how to deal with quality change.

Within the CPI, most issues of quality change arise in the context of breaks in
the collection of price information on a specific item, such as might occur with the
introduction of a model year change, that necessitate a substitution. BLS treats

those substitutions in a variety of ways.
If the new and old items are judged to be nearly equivalent, comparable sub-
stitutes, the difference between the price of the item in the prior month and the
current price of the new item is all assumed to represent a price change.,
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If the old and new items are both available in the current month, an overlap
method is used in which the old item can be used to measure the price change
from the prior month and the new (i)mduct can be used to measure the price
change going forward. In effect, any different in the current month’s price of the
two items is assumed to represent an quality difference and is excluded from
the index. Overlaps are only infrequently available.

If the substitute item is not comparable, the BLS may attempt a direct qual-
ity adjustment using manufacturer information on the costs of the quality dif-
ferences, as with new automotive models, or hedonic price regressions that re-
late price differences to specific product characteristics, as with rent and ap-
parel products.

Finally, a link method is used to first calculate the average price change for
the strata excluding the item, and use that rate of price change to impute a
change for the product in question. A recent innovation, the class-mean imputa-
tion, estimates the grice change for the link using only the price changes of
other items classified as comparable substitutes or those with direct quality ad-
justments.

Recently, The BLS made available a tabulation of the frequency and size of these
adjustments for 1995, 1983 and 1984. A summary of the 1995 data is shown in table
1. The analysis refers to a restricted version of the CPI that excludes rent and a
few other small itemns.

The existing procedures certainly miss small changes in quality where the BLS
does not find 1t necessary to make a substitution, but it is striking that the category
of non-substitutes (96 percent of the total sample) accounts for such a small portion
of the total increase in the CPI. Whatever is quality change is missed does not seem
to have much of an impact since it should have biased the price change up. We
could give endless examples of gradual improvements in quality that are overlooked,
but there are also cases of small decrements as producers reposition items in the
market place. Consumers frequently complain about deteriorations in products or
services that are not captured in the price indexes any more than the small im-
provements.

At present, adjustments for quality change are largely limited to situations where
the agents identify major discontinuitics in the nature of the product being priced.
The BLS has made some efforts to expand its use of direct adjustment methods, but
the majority of the quality adjustments still occur using the link method (1.50 plus
0.67 percentage points of the total of 2.56 ind 1995). Linking creates the sitnation
with the greatest potential for overstating the quality change. If producers follow
a practice of timing their price increases to coincide with the introduction of new
models or other quality changes, the BLS methodology will result in most of the

rice increase being linked out: the measure of inflation will be biased downward.

hat is the problem that emerged in autos (where producers clearly introduced price
increases at the beginning of the model year and cut prices in subsequent months),
and led to the effort to make direct adjustments.

Another example of the problem with the linking methad is provided, until re-
cently, by the apparel category. For years, the CPI reported dramatically lower rates
of price increase for women’s clothing compared to men’s and children. This made
little sense when all of the categories should have heen subject to similar costs
trends. The problem arose because women's clothing underwent major annual style
changes that created a break in the pricing and a linking out of all of the price
change. Men bought the same clothes year after year, and the same suit could be
priced continuously for years.

Thus, much of the dispute over the adequacy of the current estimate of quality
change involves different models of how producers go about introducing price and
quality changes. If a large portion of the quality improvements ar€é continuous, and
independent of the timing of price changes, the current techniques may overlook
them. But, if price and quality changes are tied closely together, the link methodol-
ogy may overestimate the quality improvements and underestimate the amount of
price change.

Even in the area of direct adjustment there are problems because, while the cri-
teria of value to the consumer is used to identify significant changes in products
such as autos, the BLS normally relies on the producers to provide estimates of the
cost of the improvements. They, of course, have an incentive to overstate those costs,
as anyone who as dealt with the companies on issues of environment and safety can
attest.

Finally, the Commission places great emphasis on making the CPI a measure of
the cost of living, and that is right in concept. But the Congress should alko under-
stand that pushing the idea to its extreme can open a can of worms that exceed
the rapacity of the current methodology. Where do we draw the line hetween eco-
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nomic and non-economic aspects of the cost of living, and are they separable? Should
we include a cost of the time used to shop for the lowest price? That is, how should
we value convenience? How should we treat increases in the range of choice?

We should also distinguish between issues of quality and consumer surplus. Since
prices are determined by the marginal buyer and seller, there are, in any market,
buyers who obtain the product for much less than they would be willing Lo pay,
consumer surplus. Should the gain in their standard of living be computed to in-
clude or exclude the change in consumer surplus. In several instances, the Commis-
sion appears to be focusing on questions of capturing consumer surplus in the index
not just quality change.

Finally, I am not so naive as to believe that the Committee and the Commission
members were interested solely in improving the quality of the nation’s statistical
system. This issue has large implications for the federal budget and the standard
of living of retirees. From a political perspective, a CPl adjustment appears as an
immaculate conception version of deficit reduction.

1 have no problem with improvements in the procedures of the BLS that result
in changed estimates of changes in the CPI. I am troubled, however, by suggestions,
such as those of the Chairman of the Federal Reserve, that experts’ exist who know
what the actual increase in the nation’s average cost of living has truly been. And,
I am skeptical of suggestion that a commission or its equivalent can produce an ad-
ditional adjustment to the annual change in benefits of existing retirees that is
based on anything other than their own biases.

Were it not for the politics of immaculate conceptions, I don’t think we would be
considering a benefit reduction that increases with the age of the retiree. The pro-
posal does nothing to the benefit of a new retiree; but, after twenly years, the bene-
fit of an 82-year old Coulee be reduced by 10-20 percent. Under the current system,
poverty already increases with age, and this proposal would exacerbate that trend.
Private pensions have no annual adjustments and the real income of most retirces
declines over time. If OASDI benefits are to be reduced, it seems to me that it would ~
be better to concentrate the cuts at the beginning of the retirement period when in-
dividuals can take actions to mitigate their effect by working longer, not in their
80s when they have no employment options.
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Table 1. Quality and Price Changes in the Consumer Price Index, 1995

Annual Percent Change

Category Percentage of Qualty Pure Price Total Price
Price Quotes Change Change Change

Comparable substitutions 2.54 0.00 0.54 0.54
Noncomparable su'bsututrons 1.35 2.56 0.45 3.01

Overiap Method 0.05 -0.01 0.10 0.09

Direct Adjustment 0.41 040 0.17 0.57

Link Method 0.57 1.50 0.01 1.51

Class-mean method 0.32 067 017 0.84
Total Substitutions 3.90 256 1.00 3.56
Non-substitutions 96 10 0.00 1.16 1.16
Total covered CPI 100.00 2.56 218 472
Total CPI 250

Source: Brent R. Mouiton and Karin E Smedley, "Addressing the Quality Change Issue in the
Consumer Price Index, Bureau of Labor Statistucs (January, 1997)

note The covered CP! excludes rent, homeowners eugivalent rent, used cars, health insurance,
and other items with a total relative importance of about 28 percent in the total CPI.

QUESTIONS SUBMITTED BY SENATOR KERREY

Question 1. What are your views regarding the Boskin Commission’s recommenda-
tions? In your testimony, you state that the Boskin Commission has “exaggerated
the evidence on the extent of the upward bias in the CPI and paid too little atten-
tion to other areas in which the errors could go in the opposite direction.” Could
you please elaborate on this point?

Question 2. In the Nationa Journal’s article on the President’s budget and entitle-
ment reform, you are on record as saying, “The problem is that the growth of the
entitlement programs exceeds the growth of the economy. You can't keep making
cuts in discretionary spending year after year to offsel entitlements that are rising
faster than the growth of GDP because after a while, you run out of programs Lo
cut.” You are very correct in this observation. If we continue to let entitlement
spending grow at its present pace, it will consume 100% of the government’s budget
by the year 2012. This fact renders the government a virtual ATM machine. [ un-
derstand that a reduction in the CPI is not the panacea for reforming entitlement
programs, but what impact do you believe would a reduction have on long-term enti-
tlement cost problems?

Question 3. Have you considered a change in the law creating a combined govern-
ment organization (éLS and Commerce) wixich would measure cost of living and re-
port to congress each year? We could then adjust the CPI up or down accordingly.

Question 4. Is there information available which shows the decline in poverty over
the age of 65 since the COLA went into effect?

Question 5. Could you briefly explain why the CPI as calculated now i- an ineffi-
cient way of accurately measurin and adf'usting the cost of living?

Question 6. If we continue to let entitlement spending grow at its present pace,
it will consume 100% of the government’s budget by the year 2012. This fact renders
the government a virtual ATM machine. | understand that a reduction in the CPI

_ is not the panacea for reforming entitlement programs, but what impact do you be-
\ lieve would a reduction have on long-term entitlement cost problems?
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uestion 7. How significant of an impact would an accurate adjustment to the
CPI—or the creation of an accurate cost of living index—have on today’s working
taxpayer and current social security beneficiary?

(ﬂtest"on 8. Each year we continue to let {Ke present CPI be used has an inac-
curate rneasurement for the cost of living has what kind of negative effects on how
we view our country’s economy?

Quection 9. Why should an accurate CPI measurement be important to the every-
day American?

Question 10. With greater access to improving measuring technologies and the
earnestness of the BLS, why is inflation so hard to measure?

Question 11. How do.you view BLS’ present methodologies in calculating the CPI?

Qu_est;'on 12. Can a recalculation of the CPI be made without Congressional inter-
vention?

Question 13. If adjustments to CPI were justified solely on the basis of deficit re-
duction, would the burdens of that deficit reduction be fairly shared?

Question 14. Should Congress look at cost of living indexes relative to the program
they are indexing? For example, should there be medical indexes for medical pro-
grams, educational indexes for educational programs, etc.?

Question 15. Are there substantial regional differences in the cost of living? Could
we be having stagflation in the Midwest and inflation in the Northeast?

RESPONSES TO QUESTIONS FROM SENATOR KERREY

Answer 1. | agree with the Commission’s suggestions about how to deal with the
various types of substitution bias. In particular the process of updating the weights
should be accelerated, and stores an(s) products rotated into the survey on a more
frequent basis. This would require an expansion of the consumer expenditure survey
and the allocation of some research effort to determine why the current survey ap-
pears to perform so poorly. Also, I would favor moving toward some version of a su-
perlative index on at least an annual basis. However, in the area of greatest uncer-
taintr, quality change, the Commission made no specific recommendations—they
simply claimed that the current index dramatically under-estimates quality im-
provements. 1 would favor expanding the programs of BLS to explore the greater
use of hedonic indexes. It may also be possible to expand the direct adjustment pro-
cedure in sectors, such as electronics, of rapid technological change.

The current reliance on what BLS calls the link method, in which items with sig-
nificant changes in characteristics are simply dropped form the index, is a cxampfc
of the type of situation in which the present procedures may over adjust for quality
changes. In effect, price increases that are timed to coincide with the introduction
of new models are simply ignored. Historically, this type of over-adjustment for
quality was particularly evident in the price index for women’s clothing, and it was
a major motivation for changing the procedures for measuring price changes in the
clothing category.

Answer 2. %‘he commission’s proposal to reduce the annual COLA by 1.1 peicent-
age points would eliminate about two-thirds of the current actuarial deficit in the
OASDI trust fund and it would eliminate most of the growth in the CBOU buseline
deficit projections for the next ten years. But, the benefit savings are gercrated by
large cuts in the benefits of the oldest retirees, with no benefit reductinns for new
retirees. After twenty years, a retiree’s benefit would be cut by ahout one fourth.
Beyond that the OASDI expenditure savings plateau because the older retirees die
and are replaced with new retirees whose initial benefits are unaffected by the pro-
vision. Over the long term, the provision will have it greatest effect in raising in-
come taxes and cutting spending on SSI.

Answer 3. 1 favor the establishment of a single national statistical agency but it
would have no effect on the measurement of the cost of living. Establishing a credi-
ble cost of living index that goes beyond correcting for substitution bias is not pos-
sible at the present time because of unresolved problems in both the conceptual and
applied dimensions.

Answer 4. Data on the poverty rate by age are reported annually in the Green
Book, published by the Ways and Means Committee. The poverty rate for the clder-
ly has basically fallen in half since the early 1970s when CPI indexation was. intro-

uced.

Answer 5. At present, the only effective change that could be made to move the
CPI toward a cost of living index would be to introduce a superlative index to reflect
the fact that consumers will avoid some of the cost of a price increase by shifling
to substitute products, and even that will only work for small price changes over
short periods of time in which there has been minimal changes in the underlying
consumer utility. There are other elements of a cost of living index that go far be-
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yond the CPI to allow for changes in shopping patterns, convenience, and the bene-
fits of expanded consumer choice, but we don’t yet have the technology to implement
such factors.

Answer 6. See the answer to question 2.

Answer 7. 1 don’t know how to answer this beyond reference to the effect on
OASDI, SSI, and taxes. In all of these cases, the first year effect of a 1.1 percent
change in the CPI, is trivial; but it compounds over time. Thus, for those who have
been on OASDI for many years, the benefit reduction becomes quite large, a 25 per-
cent income loss after 20 years. Similarly, the adjustment of tax brackets can be
viewed as a tax increase relative to the current situation. Income taxes would be
raised by about only about 0.6 percent per year, but after 20 years that would cu-
mulate to about a 15 percent tax increase. Unlike OASDI benefits. the effect on tax
brackets and the SSI maximum would grow forever.

Answer 8. Other than it effect operating through the budget, the CPI has no
major effect on the economy because the economies performance does not depend on
the CPI. If the overstatement were correct, however, it would have a major effect
on our interpretation of the economy’s past perfortnance and implications for the fu-
ture. Basically it implies that real incomes have been rising about twice as fast as
the current statistics imply.

Answer 9. As mentioned, it is used to index portions of the public budget. Plus,
some private labor contracts use the CPI for purposes of annual cola wage increases.
The CPI also plays a key role in the statistical system in constructing the national
accounts and other measures of economic performance. That information can be im-
portant to determining national economic policies. For example, we should feel dif-
ferently about the future cost increases of Social Security if they occur in a situation
of rapidly rising worker real incomes versus a world of wage stagnation.

Answer 10. Most of the current difficulties of measuring price inflation reflect con-
ceptual problems of defining quality change. In addition, there have been changes
in views of what the CPI should try to measure: there is now a greater degree of
interest in excluding the substitution effect. Finally, we have not been willing to ex-
pand and revise the nation’s statistical system to keep up with the changes in tech-
nology and market structure.

Answer 11. As | indicated, I think that most of the Commission’s suggestions
should be implemented, but it is also important to maintain the BLS's emphasis on
completely replicable procedures. I am opposed to the introduction of other adjust-
ments based on opinions, even those of “experts.”

Answer 12. Yes, by leaving the computation of the CPI to the BLS. However, it
is not possible to get a revision of the magnitude cited by the Commission without
intervention to insert que .utative opinions of either the Congress or a panel of ex-
perts. No change in replicable procedures is going to generate a change as large as
that of the Commission.

Answer 13. 1 don’t believe the burden of deficit reduction would be fairly distrib-
uted because of the focus of the benefit cuts on the oldest of the retirees. However,
that opinion reflects both the fact that I doubt that the cost of living—properly
measured—is rising as slowly as the commission suggests, and a disagreement with
a budget strategy that concentrates the reduction in benefits among the oldest of
retirees I would prefer a program that spread the benefit reductions more uniformly
across all retirees or concentrated on cutting back the benefits of potential new re-
tirees because they are in a position to offset the effects by working longer. In con-
trast, the adjustment of tax brackets does have a widely diffused effect that strikes
me as a basically fair form of tax increase, but I do think it is a tax increase.

Answer 14. The Congress could develop CPI measures for different classes of peo-
ple, such as the aged. However, I believe that the existing research suggests that
there is far more variation of consumption patterns within such groups than across
the categories.

Answer 15. There are significant geographical differences in the cost of living and
its rate of change that can be traced largely to differences in housing costs. They
illustrate some of the problems with pushing the concept of cost of living too far be-
cause it is probably non-economic factors that prevent everyone from simply moving
to the cheapest region, as the economists would suggest. In addition, there are some
significant differences in consumption patterns; but they appear to be relatively
small within the United States even though they are very large internationally. Ex-
cept for change in housing costs, differences in rates of inflation seem to be quite
small.
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PREPARED STATEMENT OF TESS CANJA

The American Association of Retired Persons (AARP) appreciates the opportunity
to present its views regarding the final report of the Advisory Commission to Study
the Consumer Price Index (CPI), the “Boskin Commission.” One of the nation’s pri-
mary measures of inflation, the CPI is used to adjust certain federal entitlements
and certain provisions in the tax code, as well as other aspects of the economy, such
as labor contracts and rents. Given its widespread applications, the CPI should be
as accurate as possible.

The index has been the subject of intense scrutiny for the last two years by policy-
makers and others, some of whom regard a reduction in the CPI as a way of achiev-
ing budgetary savings. A modest reduction in the CPI generates considerable gov-
ernmental savings, but it does so by limiting the disposable income of many individ-
uals since cost-of-living adjustments (COLA) and certain tax provisions are based
on this index. Indeed, attempts to reduce COLAs to less than a full CPI are not
new, as the following 1982 statement illustrates:

“Faced with rising deficits, Congress has been casting about for a relatively
simple and quick means of procuring large and immediate budget savings. Since
cost-of-living increases in all federal entitlement programs now make up a siz-
able portion of the budget, they have been a convenient target. What is ignored
by those who espouse drastic reductions in cost-of-living increases is the dev-
astating impact such cuts would have on the elderly-especially on the most vul-
nerable subgroups among them-namely the oldest and poorest.”

(April 23, 1982 testimony by the National Retired Teachers Association and
AARP to the Joint Economic Committee).

An accurate CPI helps ensure that those receiving federal benefits can keep pace
with the rising costs of goods and services, that “bracket creep” does not automati-
cally lead to a tax increase, and that the federal government’s fiscal integrity is
maintained. AARP believes the experts at the Bureau of Labor Statistics (BLS)
should retain their long-standing responsibility for the index and continue to make
the needed adjustments to assure accuracy. Issues regarding the accuracy of the
index are not new, but they should continue to be resolved on their own merits by
BLS’ non-partisan technicians, who collect and develop the underlying data and who
adjust the CPI on an ongoing basis.

If, as occurred in 1995 and 1996, supportable BLS research can document the
need for adjustments to the CPI, AARP would not object. However, we continue to
oppose legislative changes to the CPI in the absence of such BLS findings. If Con-
gress chooses to ignore the BLS or go beyond what the agency has found support-
able, it should directly explain the reasons for such changes and the implications
for the American people. Then, Congress should allow feedback from its constitu-
ents.

History of the CPI

The Consumer Price Index was first published in 1919 to help set new wage levels
for workers in shipbuilding yards. In the thirties, the market basket of goods and
services was updated to reflect changed purchasing habits. BLS made major revi-
sions to the CPI again, in 1953, 1964, 1978 and 1987 to respond to further changes.

Two CPls are used to index federal spending and the tax code. The Consumer
Price Index for Wage Earners and Clerical Workers (CPI-W), which is used to deter-
mine cost-of-living adjustments (COLAs) for federal benefits, particularly Social Se-
curity and the federal civilian and military retirement programs, represents the
spending patterns of 32 percent of the total population—those who receive half or
more of their income from wage or clerical employment. A broader-based index, the
Consumer Price Index for Urban Consumers (CPI-U), developed in 1978, covers
about 80 percent of the non-institutionalized population. This index reflects the
spending patterns of professional employees, the self-employed, the poor, the unem-
ployed and retired persons. It is used to adjust tax prowvisions, including the tax
brackets, personal exemptions, and the standard deduction.

In 1972, Congress mandated automatic cost-of-living adjustments for Social Secu-
rity benefits, which became effective in 1975. Automatic COLAs were viewed as a
means to prevent a beneficiary’s purchasing power from being eroded by inflation
and as a way of avoiding the ad hoc, often large (particularly in election years) bene-
fit adjustments that Congress had adopted prior to 1972. The 1972 legislation speci-
fied the use of the Consumer Price Index [Social Security Act, Section 215 (1Xi)] for
annual COLAs. These adjustments have been largely responsible for stabilizing the
poverty rate for older Americans.
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The Report of the Advisory Commission to Study the Consumer Price Index

On January 10, 1995, Federal Reserve Board Chairman Alan Greenspan sug-
sested that the CPI overstated inflation by one percentage point. His statement pro-

uced & flurry of interest regarding the accuracy of the index because large budy-
etary savings would result if the index was adjusted downward. At the end of June
1995, following three days of hearings on the issue, this committee appointed five
of the witnesses to an advisory panel, chaired by Michael Boskin, to study the CP1
and report back in a year.

After two and a half months, the commission released its interim report. Their
September 15, 1995, ﬁndinis stated that the CPl overstates inflation by one per-
centage point. Dr. Joel Popkin, a noted expert on the CPl and a former Asgistant
BLS Commissioner for Prices, prepared a review of the interitn report for AARDP.
His analysis, which the Association provided to the members of this committee, con-
cluded that the Boskin Commission did not offer any evidence to support two of the
four sources of upward bias it identified: quality changes and new product bias. Pop-
kin also noted that the commission erred in adding the four sources of bias together,
an approach BLS believes would lead to double counting. Popkin, stating that bias
“is in the eyes of the beholder,” observed that the “Commission comprises five of
the six witnesses who gave the highest estimate of bias” to the Finance Committee.

The Boskin Commission’s final report, released on December 4, 1996, asserts that
the CPI overstates inflation by 1.1 percentage points because it improperly accounts
for new goods, consumer gubstitution, and quality changes. The commission rec-
ommended changes for BLLS and Congress to institute. %‘he report acknowledged
that the BLS is “one of our major national (economic) observatories” and should be
kept free from political interference.

r. Popkin prepared an analysis of the commission's final report, and his findings
were distributed to the Congress. He maintained that the Boskin report’s conclu-
sions “are not convincing” and “provide no basis for Congress to change federal in-
dexation formulas that are based on the CPL.” In Popkin's view:

e The commission’s estimates of the new goods and the quality bias are not sup-
ported by sufficient evidence and may be too high for the spending patterns of
the “average” consumer.

e The commission’s estimate of the substitution bias may be overstated because
it incorrectly adds together overlapping components of this bias.

o The commission did not consider all aspects of a true cost-of-living index, par-
ticularly those that would point to an understatement of inflation.

AARP encourages this committee to consider the differing views of academics and
policy analysts who have examined the Boskin report, as well as the extensive com-
ments from the BLS. In particular, we refer the committee to the recent observa-
tions regarding the Boskin report found in the Analytical Perspectives section of the
Administration’s Fiscal Year (FY) 98 Budget, pages 6-7. The Administration notes:

“The Commission's findings were controversial. Although there is a widely
shared view that problems in calculating the CPI may give it an upward bins,
there is far less agreement over the size of the bias and over the practical steps
that should be taken to remedy it . . .. .

In preparing its report, the Advisory Commission relied heavily on retrospec-
tive data that are unavailable when the CPI is actually produced. Other gaps
in the data were filled by the informed judgments of its authors. This is a com-
mon practice in academic studies, and it is appropriate in that context, but it
woul(f be questionable in a Federal statistical geries that must be based on ob
jective data.”

We would remind the committee that the economics profession is far from unani-
mous on the extent, if any, to which the CPl overstates inflation. The CPL is not
perfect, but in our view, any evaluation of its shortcomings should be unbiased, com-
prehensive, and technically supportable. In addition, AARP maintains that BLS
should remain the arbiter of the CPL. We believe the American p(:r?)lc would agree
that government statistics should be technically accurate and independently cal-
culated.

The CPI and a Cost-of-Living Index (COL{) —

The Boskin Commission faults the use of the CPlL as 8 measure of the cost-of liv-
ing, a use BLS cautioned against even before Congress adopted the CPI for that
purpose. A cost-of-living index (COLI would be 8 more appropriate measure for fed-
eral indexation if such an index actually existed or could be constructed. However,
the components of a properly calculated COLI are the subject of considerable discus-
sion, and many potential (:{ement,s of such an index are highly subjective. l’o{)kin
and other economists have noted that while the Boskin Commission recognized the
issues involved in the construction of a COLI, it did not adequately address them.,
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There are considerable methodological difficulties in constructing a COLI, A COLI
assumes consumers, in order to obtain the same level of satisfaction, can and will
substitute expenditures for certain goods for expenditures on different goods as their
relative prices change. Economists, including the BLS, differ about a consumer's
ability to make substitutions for certain types of expenditures, e.g. one type of medi-
cine for another; or a washer for a dryer. It is also questionable whether some sub-
stitutions would approximate the same level of consumer satisfaction. Furthermore,
a properly constructed COLI would include many “quality of life” considerations,
such as highway congestion, that are difficult to quantify and are not included in
a fixed market basket analysis such as the CPIL. Also, a COLI would treat some
taxes, e.g. a sales tax, and certain government-provided services, such as the costs
associated with environmental cleanup, differently than the CPI In short, a COLI
would raise many of the same—and many new—questions of measurement accu-
racy.

Looking to Solutions :

Federal Reserve Chairman Greenspan has recently proposed a two track approach
for adjusting the CPIL. The first track would allow BLS to make its planned statis-
tical improvements to the CPI in “relatively short order” and without legislative in-
terference. We agree with Chairman Greenspan that, “with adequate support and
diligent effort,” the agency can pursue its technical agenda more vigorously. Con-
gress could facilitate this process by earmarking additional funding for BLS’ multi-
year upgrading of the CPI. The Administration requested an additional $2.1 million
for BLS for Fiscal Year 1998 to expedite the agency’s activities.

Greenspan’s second track would be to establish a national commission to deter-
mine indexing levels for entitlements and taxes. In his view, this approach would
lead to indexing that is “roughly right rather than precisely wrong.” This new com-
mission would evaluate areas in which there was considerably less professional
agreement and less rigorous economic analysis. He suggests three immediate areas
for further exploration and refinement: measuring quality adjustments, valuing new
products, and understanding consumer choices regarding where they shop.

The Association has a number of critical questions about creating a new commis-
sion to “second-guess” the BLS:

e What is the purpose of this commission if we already have an existing agency

that has done an excelient job of evaluating the CPI1?

¢ How will the commission be funded?

e Will the commission become an “official” government agency?

e To whom will the commission report? to BLS? to Congress? or both?

e If the commission reports to Congress, what provisions will be made to ensure

BLS input?

¢ How will the “experts” for this panel be chosen, and what selection criteria will

be used to ensure the panel’s objectivity and technical expertise?

e With ;vhat frequency will the panel meet and how frequently will they issue a

report’

o Will the commission do its own data collection?

e Will this panel undertake independent research, hold public hearings, and de-

tail its methodology?

e Will the panel ad%;ess issues such as differing purchasing patterns within the

population that reflect income, age, and geographic differences.

AARP raises these questions because Chairman Greenspan's recommendation for
a commission that helps set indexing levels for benefits and taxes differs consider-
ably from the panel suggested by the Boskin Commission. The Boskin Commission
proposal is a permanent (rotating) group of independent experts to review progress
in this area and work wi.h the BLS. The Greenspan proposal also appears in sharp
contrast to the 1961 Stigler Commission, constituted to review price statistics. The
Stigler Commission undertook a comprehensive, year-long review, commissioned
and produced substantial independent research, held public hearings, and published
an extensive and detailed report.

Impact on Individuals

AARP wishes to remind the committee that arbitrary action on the CPI would do
more than simply generate budgetary savings, it will have a signiﬁcant impact on
individuals. The impact would be particularly harsh on those who depend on these
dollars for their daily living expenses. For example, a case study prepared for AARP
by Price Waterhouse shows that a 65-year old widow who relies on Social Security
for most ($8,500) of her $10,000 income would lose benefits totaling over $5,000
(nominal dollars) in ten years if the CPI were reduced by one percentage point (see
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attached). Indeed, the older she gets, the larger the benefit reduction. In the tenth
year alone, the benefit reduction is over $1,000.

We also want to remind the committee of other regressive features of reducing
the CPI. Not only will any dollar loss represent a larger portion of the overall in-
come of low and moderate income individuals, but the CPI is also used for other
adjustments affecting vulnerable people such as the Earned Income Tax Credit, the
Supplemental Security Income program, Food Stamp bencfits, and alimony and
child support payments. For these and many other beneficiaries, it is better to be
precisely above the poverty level than roughly below it.

A CPI reduction would also lead to an increase in income taxes, since a number
of important provisions in the tax code are indexed to the CPI, including the tax
brackets, the personal exemption, and the standard deduction. Indeed, if the Boskin
Commission’s findings are correct that the tax code has been over-indexed, then the
American people have been under-taxed by tens of billions of dollars. For most tax-
payers, it ig far better to be precisely in the right tax bracket than roughly above
it.

From a practical standpoint, a commission that “adjusts” indexing levels could
create havoc in the economy because private industry could have to choose from two
estimates of the cost of living. Such a commission also calls into question the credi-
bility of all federal statistical agencies, not just the BLS. In the past, there have
been heated debates over the actual unemployment rate and the appropriate level
of interest rates. Will we also need commissions to better gauge the unemployment
rate, to set interest rates or resolve other indexes whose accuracy is called into
question?

Social Security Solvency

A reduction in the CPI, by reducing COLAs, would increase the size of the Social
Security trust funds. The larger trust funds would delay the Social Security insol-
vency date as well as mask an even larger amount of the “on budget” deficit. If Con-
gress wants to act to restore Social Security’s long-term solvency, it should do so
within the context of the program, not to reduce the deficit in the rest of the budget.
The Social Security Advisory Council, which splintered into three groups on restor-
ing the program’s long-term solvency, wag wunanimous in its view that
“(m)aintaining full cost-of-living adjustments (COLAs) throughout the period of ben-
efit receipt is one of Social Security’s most important contributions to individual se-
curity.” The Council went further, however, and stated

“The Council, however, does not support changes in the COLA motivated by
political considerations. No matter how well-intentioned or even how accurate
guch changes might later prove to be, the Council believes it would be a bad
precedent. Changes should he made only as a result of careful expert consider-
ation by the government agency charged with that task.”

(Report of the 1994-1996 Advisory Council on Social Security, pages
17-18)

Conclusion

AARP strongly supports improving the accuracy of the CPl. We also support ef-
forts to reduce the federal budget deficit and maintain the integrity of the Social
Security trust funds. But there is a right way and a wrong way to accomplish these
goals. The right way to adjust the CPI is to allow the experts at the BLS to continue
doing their jobs and ensure adequate funding for their work. If a commission is con-
vened to recommend adjustments to the CPI, it should report to BLS, similar Lo
BLS’ current labor and business advisory councils. If Congress chooses to change its
indexing policy, it does not need, nor should it create, another commission. Rather,
it should explain to the American people the reasons for reducing cost-of-living ad-
justments and increasing taxes by indexing for less than the full CPI level.

The right way to reduce the federal deficit is for our clected dfficials to explain
the decisions that need to be made and engage the public in an open discussion of
the consequences of those decisions. The wrong way is to legislate a back-door re-
duction in COLAs and a tax increase by arbitrarily changing the CPI and leaving
millions of Americans wondering why they can no longer make ends meet.



Change in Taxes and Benefits
From a 1.0 Percentage Point Reduction in CPJ

A 65-year-old widow with no dependents. She has social security and interest income.

1996 1997 2002 2006
Current | Current Reduced Current Reduced Current Reduced
Law Law cPl Change | Law CPl_ Changc; Law CPI Change
]
Total Income 10,000] 10,311 10,226 -85] 11,957 11,380 -577) 13,474 12,412 1,062

Earned Income:

Wage and Salary /1 0 0 0 0 0 0 0 0 0 0

Retirement Income:

Social Securily /2 8,500 8,768 8683 -85/ 10,150 9,573 =577} 11,425 10,363 -1,062

Taxable Social Security 0 0 0 0 0 0 0 ¢ 0 0

Private Pension /3 0 0 0 0 0 0 0 0 0 0

Unearned income:

Interest and Dividends /1 1,500 1,542 1,542 0 1,807 1,807 0 2,049 2,049 0
Adjusted Gross Income 1,500 1.542 1,542 0 1.807 1.807 0 2.049 2,049 0
Deductions /4 5,000 5,161 5.111 -50 5,972 5633 -340 6,722 6.097 -625
Exemptions /4 2,550} 2632 2607 -26(  3.046 2873 -173] 3428  3.109 -319
Taxable income 0 1] 0 0 0 0 0 0 0 Q
Federal Income Tax /4 0 0 o] 0 0 Q 0 0 0 0
Net Income 10,000] 10,311 10,226 -85 11,957 11,380 -5771 13,474 12,412 .1,062
Loss as a Percent of Total Income -0.8% -4.8% -7.9%
Cumulative Change (dollars) -85 -1,940 -5,433
tealth Polcy Econamics Group, Prica Waterhouse LLP

1 Income in this category 1s inflated according to CBO forecasts
12 Social Secunty is inflated by CBO forecast CPI-W

3 Prvate pension amount is fixed
4 The Jeds N,

f

13, and laxable mcome thieshokds are milaled by CHO torecast Gt

December 3 19260

26



93

Question 1: What are the views of the Boskin Commission’s recommendations?

AARP has expressed reservations regarding the final report of the Advisory Committee to
Study the Consumer Price Index (CPI), the “Boskin Commission.” We agree with the
findings of former Assistant Commissioner for Prices at the Bureau of Labor Statistics
(BLS), Joel Popkin, regarding the Boskin Commission’s final report and are submitting his
analysis for inclusion in the hearing record. Popkin states that the commission’s findings
do not provide sufficient justification for changing federal indexation formulas tied to the
CPI because:

> The commission’s estimate of a new goods and quality bias in the CPI (the bulk of
overstatement suggested by the Commission) is not supported by sufficient
evidence.

> The commission’s estimate of new goods and quality bias may nct be as high for
the average consumer.

> The commission’s estimate of the substitution bias may be overstated because it
adds together componerits of the substitution that overlap, an approach the BLS

rejects.

> The commission did not consider all aspects of a true cost-of-living index,
particularly those that would point to an understatement of inflation.

Question 2: If the BLS should decide that the CPI overstates inflation, does the
AARP have a plan or recommendation as to how their group membership should
prepare for a possible reduction in benefits?

AARP fully supports improving the accuracy of the CPI through the proper means. We
strongly believe any changes should be made by the non-partisan, non-political BLS.
AARP did not oppose the 0.21 percentage point reduction that the BLS made to the CPI
in the past two years. Indeed, we perceived these changes as technical changes designed
to achieve accuracy, and as such were not a “‘reduction in benefits”. AARP did not
highlight these technical changes in any of our publications. Since many AARP members
have become more interested in the CPI now that it has been raised as a political issue and
they may be dramatically affected by developments regarding the CPI, we may advise
them of subsequent BLS action. We will certainly advise them of any “legislative”
changes to the CPIL.

43-12097 - 4
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Question 3: Has the AARP done any significant research on how a reduction in the
CFI would impact different member demographics in their organization?

The Association has looked at the impact of a CPI change on different segments

of our membership. We are including 4 case studies prepared for the Association by Price
Waterhouse that show the impact over time of a 1 percentage point CPI reduction on both
sample Social Security benefactors and sample tax payers. For example, a 65-year old
widow with $8,500 in benefits would face a cumulative loss of $22,000 of Social Security
benefits over the remainder of her anticipated life expectancy (2015), and a 65-year old
couple with $15,000 in Social Security benefits this year would lose nearly $40,000 over
the same period.

Question 6: Have you considered a change in the law creating a combined
government organization (BLS and Commerce) which would measure cost-of-living
and report to Congress each year?

AARP believes the technical experts at BLS have done a thorough job of determining the
CPI and they should continue to do so free from political interference. We have not
considered proposals to combine BLS with another government organization in order to
determine the CPI through a different process. Without additional details about Senator
Kerrey's proposal, we are unable to determine the merits of changing cuirent procedure.
We continue to believe, however, that BLS should retain responsibility for determining the
CPl.
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THE EFFECT OF A CPI MINUS ONE PERCENTAGE POINT ON SAMPLE FAMILIES

The CPl is used to determine cost-of-living adjustments for federal benefits, particularly Social
Security, as well as the thresholds for federa! income tax brackets, the standard deduction and the
personal exemption levels. A CPI minus one percentage point results in a tax increase for all
taxpayers and a benefit reduction for Social Security recipients.

Prepared by Price Waterhouse, LLP in December 1998 using CBO forecasts, the following case

studies show the tax and Social Security benefit impact (in nominal dollars) in each year and
cumulatively through the year 2015.

A. A 65 year old widow who relies on Social Security benefits for most ($8,500) of her $10,000 income.

Cumulative Loss

1997 2002 2015° Through 2015
Benefit Loss =385 2577 -$2.528 -$21.848

(*Average life expectancy for a 85 year old woman in 1996 is 19 years, or 2015)

8. A couple, both 65 years old, with $22,000 of incoms ($15,000 from Social Security).

Cumulative Loss

1997 2002 2015 Through 2015
Benefit Loss :$150 $1018  :34.460 839127

C. Non-elderty couple with two children and $35,000 of income.

Cumuiative Tax
1897 2002 2015 Ancrease Through 2015
Tax Increase 825 s172 754 $6.530
D. Non-elderly couple with two children and $50,000 of income.
Cumulative Tax
1097 2002 2015 Increase Through 2015

Tax increase 525 $172 $1.893 510,300
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1. Introduction

The Boskin Commission’s final report, including its recommendations to the BLS, is for the
most part an elaboration of the views expressed in its interim report. The Commission’s
view about the size of the overall bias in the CPI is nudged up a bit, from 1.0 percentage
points to a final estimate of 1.1 percentage points per year. The range of uncertainty the
Commission associates with its 1.1 percentage points estimate is naiowed, mostly by
lowering the upper end from 2.0 to 1.6 percentage points and raising the lower end from 0.7
to 0.8 percentage points. Very little evidence and no new research is presented to support
the Commission’s estimate for the largest part of the bias it reports—namely, that
assuciated with quality change and new products.’ For that and other reasons, the
substance of our evaluation of the interim report, that its conclusions lacked an analytical
foundation, still stands.2 Furthermore, in its final report, the Commission omits
consideration of several other issues it should have addressed. These omissions,
discussed in further detail below, include the failure to flesh out a cost-of-living framework
for the CPI and to fully analyze the need for a CPI for the elderly. Moving the CPltoward a
cost-of-living index would include an evaluation of the weights given to individual

households when estimating an economy-wide measure of inflation. Finally, there are, in

"It should be recalled that the Commission was not given the mandate to conduct new
research. A good summary of what is known about the bias in the CPl can be found in

Moulton (1996).

2 Joel Popkin and Company, “CPl Commission’s Findings are Unjustified: An Analysis of
Toward A More Accurate Measure of the Cost-of-Living” October 2, 1995.
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our view, recommendations to the BLS that are preferable to many of those that appear in

the Commission’s report.> They, too, are found in the discussion that follows.

2. The Need for a Cost-of-Living Index

The Commission has been helpful in stating unequivocally that a cost-of-living index, if it
were developed in practice, would be the appropriate measure to index entitiements and
certain aspects of the tax code. But the Commission still fails to pursue fully the logic of
that framework to arrive at its conclusions. Substitution, quality change, and new products
are not the only issues separating the CPI from a COLI. The environment, crime,
congestion, infrastructure, income and other taxes, and govermment services are others.
Some of these, such as the environment and crime, are principally quality-of-life issues, but
they often prompt consumers to spend income to prevent an erosion in their level of well-
being. Taxes paid directly and indirectly by consumers and the quantity and quality of the

govemment services they receive in return also affect their cost of living.

The Commission report recognizes a few of the issues just raised, but it fails to address any

of them in a satisfactory fashion.* As is perhaps characteristic of the methodology used in

Jits recommendation about de-emphasizing CPl geographical coverage (#6, page 81)
should not be made to the BLS but to Congress, which has an important say in the amount
of geographical area detail in which national statistics are published.

‘With respect to the environmen:, the Commission estimated some of the added cost
of cleaning up the environment and supported adjustments to the CPi for the downward
bias created by the present treatmant of anti-pollution costs associated with motor vehicle
transportation. The BLS actually had made this adjustment in 1970 but reversed itself
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the report, it concludes “the remaining negatives are important but seem to us to have
been move than offset by increased quaklty... and most importantly by the major increase in
longevily (of life) which perhaps swamps everything else.” (page 76) By taking this view,
and by pushing the study of those issues info the future, the Commission seems to favor
the correction by BLS of only the potential upward biases before it looks into areas where
biases could go in the other direction or before all potential sources of bias are identified.®

3. Quality Change and New Products

The Commission's report states that BLS' procedures produce an understatement of quality
change and the effect of new products, v*izh accounts for 0.6 of the 1.1 percentage point
bias it attributes to the CPI. Its estimates of quality and new goods bias continue to rely
heavily on its own assumptions and give short shrift to the identification of cases of
deteriorating quality and disappearing products. The report evaluates quality and new
product bias in the framework of 27 CP| commodity-group components. It finds no quality

deterioration in any, zero bias in seven, and an upward bias in 20 commodity groups.

upon the advice of academic economists whose views were not, on balance, supportive of
the current Commission’s views. The BLS Commissioner at that time had solicited their
views in response to reacommendations of an interagency committes, called for by the
Director of the Office of Management and Budget (OMB}, that disagreed with the BLS

approach.

8The Commission’s recommaendation on page 84 of its report that the BLS collect data
on detailed time use from a !arge sample of consumers is notable in this context. Such a
survey could show, for example, that consumers are spending more time commuting or
engaging in new types of household production such as assembling furniture bought at &
discount outlet. A time-use survey would be useful in addressing several quality-of-life

issues.
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These conclusions flow from the underlying examples that are cited. In 46 of the 49
specific examples presented by the Commission in Section V of its report, it concludes

there is an understatemant of quality.

This section of the Commission's report is clearly the most judgmental, and the estimates
are very sensitive {o the selection by the Senate Finance Committee of the members of the
Commission. It is widely recognized that the Commission comprises economists whose
estimates of upward bias are among the largest.® The judgmental aspact of the report is
underscored by the fact the Commission cites existing research to support its estimates of
bias in only nine of the 27 commodity groups studied. Moreover, the Commission ignores

both past and recent studies that find evidence of downward bias in the CPL.7

®The first question reporters asked at the Senate Finance Committes’s news briefing
on the report was why economists with lower estimates of bias were not appointed to the

Commission.

"There is @ mistaken belief in many quarters that the BLS takes few, if any, steps to
deal with the problem of quality change when constructing the CPIl. In practice, the BLS
pursues several options to correct for quality change. In 1995, BLS adjustments for quality
change reduced the growth in the CPI from 4.7 percent over the previous year to 2.2
percent. As an example, corrections for quality change are always made when precisely
the same item cannot be priced in consecutive time periods. One procedure used to
correct for quality differences under these circumstances is called “linking” and its effects
have been examined in a recent study by Professor Charles Hulten of the tJniversity of
Maryland (Hulten, 1996). Professor Hulten estimates that BLS' linking procedure may
have caused a downward bias in the CPI of up to 0.6 percentage point. Note that this
estimate exactly negates the upward bias reported by the Commission. There is little
doubt that as the Commission’s analysis is circulated, other independent research will
emerge and be helpful in evaluating the Boskin report.
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There is universal agreement that not all quality change, whether positive or negative, is
captured in the CPI. However, the Commission projects an image of unanimity onto a
profession that is still divided over the issue of quality change. For example, there is no
agreement within the profession on the size of the quality bias in the CPI. There is also a
lack of agreement on what constitutes quality change and how it should be measured.®

The handful of studies that have addressed the issue of quality change and new goods
have focused on a few obvious but limited examples. Comprehensive studies of quality
change are nonexistent in the economics literature.® The economics literature, as well as
the Commission report, is devoid of estimates ¢t losses suffered by consumers. These
losses arise from the disappearance of gcods and outlets and restrictions placed on
consumer choics, such as restrictions imposed by HMOs and insurance companies or

govemment regulations.’® The economist's tool-kit also lacks the ability to quantify all

®An article titled “A Single Number Puts the Ecorumy in a New Light,” in the
Washingten Post, dated December 11, 18986, is illustrative of this discord. The various
testimonies before the Senate Finance Commit.ee during 1995 also reflected a wide range

of opinions.

'Many of the cited studies from which genaralizations are made by the Commission are
limited in scope. One study considered “quality® change only in breakfast cereals, another
iooked only at cataract surgery, and a third looked only at two specific drugs.

'The Commission report recognizes those and other instances of decline in consumer
walfare. but provides no estimate of the loss. Absent comprehensive evaluation, there is
reason to doubt that the Commission estimate of the new goods and quality change bias is
truly net of these losses. As pointed out by Shapiro and Wilcox (1996}, there is no
theoretical basis in economics that justifies the Commission’s presumption that the loss
from the disappearance of old items is more than offset by the gain from the appearance
of new items. Shapiro and Wilcox go on to say that the “scientific basis for making a
judgment about the magnitude of the new-items effect is particularly thin.”
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aspects of quality change, such as the value individual consumers may place on an
additional year of life. Sometimes, consumers’ opinions of quality change are subject to
revision. For example, we are now more aware of the hazards of air bags in cars. There is
a need, therefore, not to make hasty changes to the CPI that could prove worse than the
problems they are intended to address.

4. CPlWeight Concept

The report omits consideration of how household expenditure data shou!d be aggregated to
construct CPIl weights. Instead, it accepts uncritically the present BLS method of adding up
economy-wide spending in each expenditure category and calculating expenditure
proportions at the economy level (*plutocratic” weighting). An altemative method that has
been discussed in the economics literature is to use an average of the percentage
distribution of individual household expenditure weights (“democratic” weighting). '' The
present BLS weighting system gives more weight to speriding pattems of upper income
families. In view of the increase in the inequality of the distribution of income, the CPI
weights have become even less representative of the typical American household. The
present BLS method serves to place a higher weight on the more expensive varieties of

goods like personal car phones, home computers, and airline travel. These are some of

"in the presence of inflation, different households make different adjustments to their
expendituras in order to maintain an unchanged standard of living. A democratic index is
defined to be the average of these individual adjustmants. See Pollak (1980).
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the areas where the Commission is most worried that quality change is understated. It is
conceivable, even likely, that many quality improvements are in items and varieties that are
beyond the reach of median income households. The items arxi varielies they buy in
relatively greater quantities, in contrast, may experience more-than-average quality
deterioration. Thus, while the CPl may overstate inflation in the market basket for high
income consumers, it may understate inflation for lower income households. The BLS
neads to examine the whole issue of whether the impact of quality change and new

products is different on households in different percentiles of the income distribution. '

6. Substitution Issues

There appears to be agreement in principle between the Commission and the BLS on this
issue; the BLS has long recognized that if the CPl is to be modeled after a true cost-of-
living index, the issue of substitution bias has o be addressed. The Commission’s report
identifies the following types of substitution bias: upper-level substitution, lower-level

substitution, and outlet substitution. Upper-level substitution is defined to occur in the

2|t is not uncommon for the price of new goods to decline substantially following their
introduction into the market. This price decline is often missed by the CPI because of the
inevitable lag between a new good’s arrival in the market and its capture in the sample of
items that comprise the CPl market basket. The resulting bias in the CPl may be estimated
by evaluating the difterence between the price st which a8 household would have first
bought a unit of the new good, its “reservation” price, and the price at which the new
good enters the CPIl. The reservation price for new goods among median households may
be much closer to the price at which thay are introduced into the CPI than the price at
which new goods make their way into high-income households. If so, the new-goods bias
in tha CPl may not be nearly as large as beheved by the Commission.
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higher reaches of the CPI item hierarchy. An example of upper-level substitution is the
substitution of canned goods for frozen goods. Lower-level substitution occurs within the
detailed elements of the CPI commodity structure; e.g., the substitution of canned beans for
canned peas.’® The BLS has already implemented its methods for dealing with lower-level
substitution bias and more changes, such as the use of geometric means instead of
arithmetic means, are being considered.'* Outlet substitution bias occurs when consumers
realize net gains from switching to discount outlets, and those are not accounted for in the
CPI. The differences between the BLS and the Commission are about the size of the

biases and how to correct for them. '®

A problem with estimating the overall size of the substitution bias is that its different

manifestations are not independent of each other. It has also been pointed out in the

More tachnically, upper-lavel substitution bias occurs when indexes for 207 item
groups and 44 areas are combined to yield the CPI. This is the level at which expenditure
weights are first applied. Lower-level substitution bias occurs when the 71,000 or so
price quotes for goods and services that exist within the above mentioned item groups and
geographical areas are aggregated. Expenditure weights are not used for the aggregation
of those individual price quotes.

'* The Boskin Commission recommends the use of geometric means under the
presumption that it is a better way of accounting for consumer substitution across items at
the lower levels (more precisely, sub-strata levels) of the CPl. Howaever, as pointed out by
BLS Commissioner Katharine Abraham, the geometric mean is superior to the arithmetic
mean in this context only when consumer substitution across items within a CPl stratum is
of a high degree. While this is true for some strata, such as frash fruits, it is not true of

othars, such as prescription drugs.
"®For exampla, the Commission adopts without question Reinsdorf’'s {(1993) estimate

of the outlet substitution bias. But as pointed out by Maulton (19986), the Reinsdorf finding
is barely statistically significant and neaeds to be replicated for other years.
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economics literature that there exists a relationship between substitution bias and the new
goods and quality change bias.'® One reason is that all these effects evolve from the
reaction of consumers to changes in relative prices. The interaction was also noted by the
BLS in its report to the House Budget Committee dated April 28, 1995. The Commission
agrees with this assessment when it notes on page 21: “These different biases overiap...”
Nonetheless, the Commission proceeds to make a numerical estimate for each type of
substitution bias and then adds up these estimates as if they were independent. The total
substitution bias noted by the Commission on page 68 of the report is 0.5 percentage point.
As mentioned above, because the numbers are not additive, the total substitution bias is,

in fact, lower.

The Commission recommends one way to comrect for higher-level substitu*tion bias. #t
largely requires averaging the expenditure weights for two adjacent time periods—i.e., the
current one and the one immediately prior.'” The use of current-period expenditure
weights would allow the price index to reflect the effect of consumers substituting one
commodity for another. But current-period weights are available only with a lag; therefore,

the Commission recommends both a preliminary and then a revised index be published.'®

'%See Moulton (1996) and Shapiro and Wilcox (1996).

"’The index formula recommended to incorporate the current and previous period’s
waeights is named after its creator Tornqvist.

'®This specific recommendation relates to the publication of an annual index. Other
procedures would apply to monthly indexes, but the BLS has expressed reservations about
those recommendations because their adoption would lead to a8 downward bias in the CPI.
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While under certain conditions this approach deals better with substitution in response to
relative price change than the present BLS method, it is hard to implement.'® The
approach means the indexes will be subject to historical revision, making their use for

indexation in the govemment and private sectors much more difficult.

As an altemative to revising the CPI, the BLS could, for example, consider introducing new
expenditure weights into the CP! every five years instead of the present ten. Like now, the

BLS could use expenditure data averaged over three years, but centered on years in which
the Census Bureau conducts economic censuses used lo benchmark the GDP. Thus, CPI
weights would not only be more up-to-date, but the index would blend better with other

economic statistics.2°

6. Cost-of-Living index for Elderly Households
The Commission dismisses too quickly the notion of the need for a CPI for older people.
Differences in expenditure pattems or weights between older citizens and the rest of the

population is only one factor in this debate. A more important issue is that older people

'*The Commission recommends the Torngvist index because it is believed to provide a
close approximation to the true cost-of-living index. However, this is true only if consumer
preferences satisfy certain restrictive conditions. If they do not, changes in income level
and its distribution can drive a wedge between the true cost-of-living index and the

Tornqvist index.
More frequent weight revision need not necessarily reduce upper-level substitution
bias.
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may consume different types of goods and services. A point-of-purchase survey (POPS) of
older people is the essential ingredient to determining whether or not specific pricing is
needed for such an index. If households of older people shop in different outlets and
studies show they buy items that are different from the remainder of the population, they

may face a different rate of infiation than the CP1.2!

In addition, the judgments the Commission makes regarding the bias in the CPI need not
carry over to a price index for the elderly. Research will be needed to determine if older
people display similar pattemns of substitution, especially across outlets, and if the new
goods and quality bias issue is equally relevant for them. For example, the change in the

quatity of consumer electronics and computers may be a non-issue in a CPI for older

persons.

7. Where the BLS Should Look for Research Input

The Commission's report recommends a research and implementation agenda, but makes
it clear the BLS should have the final word on adopting it. While there may be differences
of opinion about research and implementation priorities, there should be no disagreement

2 Though the Commission takes no notice of it, the BLS currently computes an
experimental CPt for Americans 62 years of age or older. That index rises faster than the
official CPi. One reason this version of the CPl is called experimental is that no point-of-
purchase survey of the elderly or separate pricing is conducted by the BLS in its
estimation.
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with the Commission's view that the BLS must remain independent of the political process.
The Commission does recommend that a permanent, independent, public, professional
entity be established and funded by the BLS to provide research input. But, the BLS
already has a formal mechanism to do this. It has business and labor research advisory

committees. Perhaps it could establish an academic research advisory committee.?2

The BLS would be better advised to consider establishing arrangements with other national
laboratories, such as the National Institute of Science and Technology (NIST) to get the
kind of technical advice needed to identify new products and evaluate quality change.
Other agencies the BLS could draw on that come to mind are the National Institute of
Health (NIH) research ams, the Consumer Product Safety Commission (CPSC) and the
Environmental Protection Agency (EPA).2* Economists should not be put in the position of

playing the roles of engineers, doctors, and environmental scientists.?4

22Thg BLS is already an active participant in the Nationa! Bureau of Economic Research
{NBER) Conferance for Research on Income and Wealth and its price and productivity
workshop. The discussion and sharing of research strategies and results has been a “two-
way street” for a long time. BLS findings are often published in academic journals and
edited volumes. Fifteen of the 60 references cited by the Commission are to research by
those associated with the BLS’ cutting edge Price Research Division. And there would
have been more if the Commission had considered the important conceptual cost-of-living
research by Pollak (1989) and the quality adjustment work of Triplett (1975, 1988, 1993).
The impetus for the Commission came, however, from the Federal Reserve and Congress,

not from any academic body.

Peor at least ten years now, the BLS has drawn on the Food and Drug Administration
(FDA) for decisions about when generic and brand name pharmaceuticals are chemical
equivalents.

240 example, NIST could have advised BLS about the “physical” reasons for the
increased life of autos. A key reason is rust proofing. As it turns out, the BLS has always
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8. Concluslon

The Commission's findings are not convincing. s report lacks comprehensiveness and its
estimate of the bias in the CP{ is not the outcome of rigorous economic analysis. Because
of that, its caution that readers, particularly BLS, the Congress and the executive branch,
need some time to digest and understand the report is a point well taken. When al| issues
that separate the CPi from a COLI are evaluated and the BLS continues its program of
improvement to the index, we are of the opinion that there is a reasonable possibility that
the dispute over bias will disappear. For Congress to act now to adjust federal indexation

formulas that are based on the CP| would be premature.

With respect to the Commission’s recommendations to BLS, it should be recognized that
other changes could be considered. Some, such as the use of democratic weighting
instead of plutocralic weighting, have been discussed in this critique. Others will surely

emerge as the BLS and other researchers review the final report of the Boskin Commission.

given the auto industry credit for the costs it incurs when rust proofing is improved. Thus,
that aspect of quality improvement has already been introduced in the CPI.

43-12097 -5
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PREPARED STATEMENT OF LINDA CHAVEZ-THOMPSON

I appreciate this opportunity to testify on behalf of the AFL-CIO regarding the

important matter of the Consumer Price Index (CPI).

he AFL-CIO is vigorously opposed to any Congressionally mandated replace-
ment or adjustment of cost of living allowances (COLAs) based on the CPI. We also
ogpose subjecting the Bureau of Labor Statistics (BLS) to political pressure to
change its methods of calculatingﬂ;he CPI. The stakes are enormous, since the eco-
nomic well-being of millions of ericans depends on the accuracy of the CPI as
a measure of inflation.

The CPI has been in the news a great deal since December 4, 1996, when the
Boskin Commission released its finding that the CPl overstates cost of living infla-
tion by 1.1 percentage points a year. This amounts to an overstatement of more
than one-third of the entire increase in the CPI in recent years.

The Boskin Commission’s findings are contested by a number of highly respected
economists, some of whom believe that the CPI may actually understate cost of liv-
ing inflation. This alone suggests that the Congress shou{d hold back regarding
making changes.

Despite this, there are signs that many polic{ makers view a technical revision
of the CPI as an expedient means of reducing the budget deficit. Their thinking is
that it would reduce COLAs for social security and welfare benefits, while also re-
ducing the indexation of the tax system. This is tantamount to balancing the budget
on the backs of America's elderly, America’s veterans, America’s poor and ordinary
working Americans.

Through the guise of improving the measure of cost of living inflation, the Boskin
Commission is einﬁ used to provide political cover for this cynical maneuver. The
unstated reality is that nearly every dollar of deficit reduction achieved in this fash-
ion would come straight out of the pockets of those who can least afford it.

Since 1979, the income disparity between rich and poor has widened. To make
ends meet, workers are putting in longer hours: at the same time, profits and CEO
salaries have skyrocketed. Tampering with the index on which COLAs are based
would reinforce these trends, thereby worsening the problems of economic polariza-
tion and income inequality.

In sum, tampering with iinflation indexing and the computation of COLAs to fix
the deficit is wrong, and it must not be allowed to happen. “Cooking the books” is
not the right way to achieve fiscal integrity, and will exacerbate the problems of eco-
nomic inequality.

Workers’ Wages Would Be Reduced By COLA Cuts

Reducing COLAs based on the CPI would hurt millions of workers. One third of
union contracts contain provisions that tie cost of living wage adjustments to the
CPI. A 1.1 percentage points per year reduction in the CPI would cause the typical
auto worker to lose $6,500 in COLA payments over the next five years. Aerospace
workers at Boeing would be hit with a $6,550 loss in COLA payments over the next
seven years. The wages of the National Association of Letter Carriers, the American
Postal Workers Union and the Mail Handlers Union represent 700,000 postal em-
ployees, are all affected by cost-of-living increases that are tied to the CPIL.

In practice, the effect on wages would be felt far wider since workers without
COLAs would also be impacted. This is because the CPI serves as a benchmark in

iding wage increases for both union and non-union workers. Accepting the Boskin
%L(l)mmission's claim that the CPI overstates cost of living inflation would therefore
provide employers with a reason to lower wage increases across the board. The re-
sult would be a further adverse shift in income from wages to profits, to the det-
riment of working families.

Social Security Recipients Would Be Harmed By COLA Cuts

Another group that would be brutally impacted by tampering with COLAs based
on the CPI is social security recipients. Social Security insures 171 million American
workers. Last year, more than 47 million Americans—retirees, disabled workers,
their dependants, and survivors—received payments under the program. About 91%
of all seniors—32 million of them—receive gonc\ial Security. For 66% of them it is
their major source of income, and for 16% it is their only source of income. Social
Security has been tremendously successful in reducing poverty among the elderly.
The current incidence of poverty among the elderly is 12%; were it not for Social
Security, 54% of the elderly would be in ﬁoverty.

Since 1975, Social Security recipients have been protected against loss of purchas-
ing power by annual COLAs based on increases in the CPI. Reduced COLAs would
erode quickly the purchasing power of Social Security. The 1.1 percentage points re-
duction called for Ey the Boskin Commission would cut yearly COLAs by more than
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one-third. A retired couple receiving $13,400 in Social Security benefits in 1996
would be hit with a cumulative benefit loss of $2,360 over the next five years. Single
retirees with Social Security benefits averaging $8,860 in 1996 would face a cumu-
lative benefit loss of $1,560 over the next five years. For widows or widowers with
average Social Security benefits of $8,360, the loss of benefits would Lotal $1,470.
For disabled Social Security recipients with average disability benefits of $8,390, the
loss would amount to $1,480.

Benefit cuts of this size would push many Social Security recipients into poverty.
If 1.1 percentage point COLA reductions had been implemented 10 years ago,
600,000 more seniors would be below the poverty line today-—an increase in clderly
poverty of over 16%. More than two-thirds of this increase would have occurred
gmgg(g"semors 75 years old and up. Among this group, poverty would have increased

Y /0.
Reduced Cost of Living Inflation Means Big Tax Increases for Working Families

Since 1981, the federal income tax system has been indexed with reference to CPI
inflation. The intent of tax system indexation is to protect taxpayers from the effects
of “bracket creep”: higher taxes that result solely from inflation, rather than higher
real incomes. Not only the break points between tax brackets (for example, between
the 15% and 287% brackets), but the amounts allowed for personal exemptions and
for standard deductions are also indexed.

Implementing the Boskin Commission’s recommendations would reduce bracket
levels, exemptions and deductions, thereby triggering a substantial tax increase for
American taxpayers. According to the Congressional hudgct Office, a one percentage
point reduction in annual tax indexation would result in a $3.6 billion tax increase
in the year 2000, and a $44.5 billion tax increase in 2006.

For a family of four with 1996 income of $50,000, the CPA firm Coopers &
Lybrand estimates that implementation of the Boskin Commission’s recommenda-
tions would trigger a $450 tax increase between 1997 and 2001: the increase would
be $1,760 tax between 1997 and 2006.

Low Income Families Would Be Hurt

Many other provisions of the tax code are also indexed, including the Earned In-
come Tax Credit, or EITC. This provision is of special importance to lower-income
working families, and it also provides incentives for low wage workers to seek out
employment rather than rely on welfare. Reduced indexation of EITC would hit low
income working families. There are more than 19 million low-income working fami-
lies. An EITC-eligible family with 1996 income ot $20,000 and an EITC of $1,790,
would lose $1,060 between 1997 and 2001.

Low income families would be further hurt because they rely so heavily on in-
dexed entitlement programs and pensions. Both Supplemental Security Income
(SSI) and Veterans benefits are indexed to the CPI, and reduced indexation would
lower these benefits. At the same time, fewer families would be eligible to receive
SSI, Veterans benefits and pensions, Medicaid, and Food Stamps. This is because
(ljhe income thresholds at which families lose eligibility for benefits would be re-

uced.

The Boskin Findings Represent Only One Point of View

The above testimony details the disastrous implications of adopting the Boskin
Commission’s recommendations. The AFL-CIO’s concern is bolstered ’T) the belief
that the Commission’s claims are tendentious, and by the fact that leading experts
strongly disagree with their findings.

All of the five economists appointed to the Comrmission were known to already
hold the view that the CPI substantially overstates inflation. Leading economists
disagree with their findings. These include Janet Norwood, a former BLS Commis-
sioner, and Dean Baker of the Economic Policy Institute.

The Boskin Commission focused on ways t{e CPI might be overstating inflation,
and down-played sources of understatement. There are many good examples of such
understatement. For instance, when evaluating the cost of transportation, the BLS
looks only at the prices of cars and gasoline. It does not include the increased costs
resulting from increased traffic congestion, which wastes time and gasoline, and
causes wear and tear on cars.

Another example of understatement is the failure to take account of the greater
contributions for health care premiums and doctor co-payments that have been
forced upon Americans as a result of the changing health care delivery systemn.

Numerous other examples of understatement are available, so much so that it
possible that the CPI may even understate inflation. However, tit-for-tat regarding
what is understated and overstated misses the real point, which is that the Boskin
Commission's findings are wholly implausible. The Commission claims that inflation
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has been overstated, and as a result real wage and income growth has been under-
stated by 1.1% per year. If we extrapolate this faster growth rate back to 1960, the
Commission’s finding amounts to saying that 50% of households were living at the
poverty level in 1960: if we extrapolate it forward, it means that average hourly
wages measured in today’s purchasing power, will be $38.65 in 2030. These implica-
tions are totally implausible, and the Commission therefore stands discredited by
its own logic.

The Boskin Commission Ignores the Impact of Inflation on the Elderly

A particularly unfair aspect of the Boskin Commission’s recommendations is that
it will reduce social security benefits for the elderly. Yet, it is widely acknowledged
that the CPI understates the impact of inflation on the elderly owing to their heavy
consumption of medical services. A special index calculated by the Bureau of Labor
Statistics (BLS) estimates this understatement to be 0.3 percentage points per year.
With Medicare Part B premiums and out-of-pocket health care costs headed higher,
the CPI's understatement of the rise in cost of living for the elderly is likely to in-
crease even further in the years ahead.

Conclusion

The BLS Froduces very fine statistical work, and has calculated the CPI for dec-
ades. It publishes an honest measure upon which Americans can rely. This measure
is revised and updated on a continuing basis, and the BLS already addresses the
technical issues raised by the Boskin Commission.

The Boskin Commission has asserted that the CPI overstates cost of living infla-
tion without conducting any new research, and without addressing the acknowl-
edged problems of dpotential CPI understatement of cost of living inflation. There is
now an imminent danger that its findings will be exploited as a politically expedient
means of balancing the budget.

For all of the reasons presented above, the AFL-CIO vigorously opposes tamper-
ing with inflation indexing or COLAs based ugon the CPI. We opgose subjecting the
BLS to political pressure to change their method of calculating the CPI: this would
ultimately undermine public confidence in all of the nation’s statistical agencies.

We urge the distinguished members of this Committee, and others in the Con-
gress, not to take any of these misguided steps. Balancing the budget on the backs
of working Americans and America’s most vulnerable is cynical and wrong. Let me
reiterate that the AFL-CIO believes that “cookinﬁ the books” is not the right way
to achieve fiscal integrity, and will only worsen the already severe problem of eco-
nomic inequality.

Finally, in the event that you would like to discuss some of the more technical
issues, I invite you to contact our staff economists at the AFL-CIO. Thank you
again for this opportunity to present the views of the AF1~CIO on the vital topic
~f the CPI and the measurement of inflation.

THE AFL-CIO HAS NOT RECEIVED ANY GRANTS OR CONTRACTS UNDER
THE FAIR LABOR STANDARDS ACT IN THIS FISCAL YEAR OR IN THE TWO
PREVIOUS FISCAL YEARS.
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AFL-CIO Executive Vice President

Linda Chavez-Thompson was elected Executive Vice-President of the AFL-CIO on October 25,
1995 at the federation’s convention in New York, part of an insurgent campaign to reinvigorate the
Amencan labor movement.

A second-generation American of Mexican descent, Chavez-Thompson has twenty-eight years
experience in the labor movement. She rose from the organizing ranks of her union, the American
Federauon of State, County and Municipal Employees, 10 become the first person of color elected
10 an executive office of the AFL-CIO. She is the highest ranking woman in the labor movement.

Prior to her election as Executive Vice-President, Chavez-Thompson served as 8 Vice-President
of the AFL-CIO since August 3, 1993. She served on the Executive Council Committees on Full
Participation, International Affairs, Article XX Appeals and Housing. She was efected National Vice-
President of the Labor Coundil for Latin American Advancement in 1986 and served in this capacity
through 1996.

~—~—

Chavez-Thompson was a Vice President of AFSCME from June 1988 and through June 1992.
As Vice President of AFSCME, she directed the union’s efforts in a seven-state district — Arizona,
Colorado, Nevada, New Mexico, Oklshoma, Texas, and Utah — that is widely recognized as
unfriendly to labor. But she achieved numerous successes there, including an organizing drive in
Texas that brought in 5,000 new members over the past five years, and the passage of a collective
bargaining law for public employees in New Mexico.

She was elected Executive Director of Texas AFSCME Council 42 on February 4, 1995,
responsible for advancing legislative, political action and education programs for more than seventeen
local unjons that make up the council

Bom to sharecropper parents in Lubbock, Texas, Chavez-Thompson began her trade union career
a3 a union secretary for the Laborers' International Union from December 1967 through June 1971,
She served as an AFSCME International Representative, Assistant Business Manager, Business
Manager and Executive Director of AFSCME Local 2399 from June 1971 to February 1995.

Chavez-Thompson served on many city and community boards in San Antonio and was named
to several political appointments in her home state of Texas.

Prior to moving to Washington, D.C. in November 1995, Chavez-Thompson resided in San
Antonio, Texas. She is the widow of Robert Thompson, and has two children by a previous

marriage and a grandson
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PREPARED STATEMENT OF MARTIN FELDSTEIN, PH.D.

Thank you, Mr. Chairman. I am pleased to appear before this Committee to dis-
cuss the problem of adjusting government outlays and receipts for changes in the
cost of living. I have three conclusions to share with the Committee:

(1) In my judgment, the current Consumer Price Index overstates the true in-
crease in the cost of living by at least the 1.1 percent per year indicated by the
Advisory Commission to Study the Consumer Price Index.

(2) Congress and the President should act this year to change the procedure
for ad’{‘usting government outlays and receipts for inflation.

(3) The appropriate Inflation Adjustment Factor cannot be derived by rigorous
statistical methods but requires the exercise of informed judgment. Mﬁe the
Bureau of Labor Statistics should be encouraged to improve the existing CPI
measure, Congress should (as recommended by the Advisory Commission) es-
tablish a rotating expert advisor¥l committee t{at will periodically recommend
the Inflation Adjustment Factor that, in its judgment, best represents the modi-
fication of the CPI needed to measure the increase in the cost of living.

I will now comment briefly on each of these three conclusions.

1. The CPI currently overstates the increase in the cost of living by at least 1.1 per-
cent per year.

The most difficult problems in measuring the cost of living are associated with
the introduction of new products and changes in the quality of existing products.
There has been substantial research on these problems in recent years, especially
among the economists who are associated with the National Bureau of Economic Re-
search. This research has dealt with a very wide range of particular goods and serv-
ices, including such very different things as prescription drugs, breakfast cereals,
and the care of patients who have experienced heart attacks.

In study after study, the researchers have found that the existing CPIl procedures
substantially overstate the true rise in the cost of living. Sometimes this is because
the CPI procedure introduces new products too slowly. More importantly, the CPI
procedure generally fails to take into account the value of the new product as such
and only captures the change in its price long after it is has been introduced.

In the case of health care, the CPI procedure takes into account only the cost of
the service and not its improving effectiveness in treating patients. There are also
a variety of special problems. For example, the CPI fails to capture the important
price decline that occurs when the patent runs out on a prescription drug, causing
the same generic drug to be available at a much lower price.

2. Congress and the President should act this year to change the inflation adjustment _
procedure.

There is no reason to delay the legislative change. Indeed, the fact that inflation
adjustments in the past have been based on the unadjusted CPI means that the ex-
isting benefit levels and tax rates have gone far beyond the appropriate inflation
adjustment.

Delaying the legislative change would have only a small effect in the first year
but would mean that government outlays would be permanently and substantially
higher than they should be and government receipts would be permanently and sub-
stantially lower. On the basis o? recent estimates by the Congressional Budget Of-
fice, I have calculated that a 1.1 percentage point change in the Inflation Adjust-
ment Factor beginning in fiscal year 1998 would reduce the deficit in that year by
$6 billion and the deficit in 2002 by about $60 billion. If the inflation adjustment
were postponed by just two years, the deficit reduction in 2002 would be only ahout
half as large (about $33 billion) and the national debt would be more than $90 bil-
lion larger.

3. Because the appropriate Inflation Adjustment Fuctor cannot be derived by rigorous
statistical methods but requires in/{;rmed Jjudgment, the Congress should appoint
a rotating expert advisory committee that will periodically recommend un appro-
priate Inflation Adjustment Factor.

Although studies of individual goods and services can indicate that the existing
CPI method overstates the rise in the cost of living, there is no statistically rigorous
scientific way to modify the CPI for the guality changes in the millions of products
in our economy or to take into account all of the new products that are introduced
each year. But that is not a reason for ignoring such changes in deciding how much
to adjust benefits and tax brackets each year.

Rather it tells me that the CPI calculated according to rigorous rules by the Bu-
reau of Labor Statistics should be regarded as only a starting point for deciding on
the Inflation Adjustment Factor. To ‘c;lo this, the Congress should establish a rotat-
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ing expert advisory committee that will periodically recommend an Inflation Adjust-
ment Factor that, in its judgment, best represents the modification of the CPI
change needed to measure the increase in the cost of living,

In her recent testimony to the Senate Budget Committee, BLS Commissioner
Katharine Abraham indicated her concern that when “cvidence . . . is sparse” the
recent Advisory Commission was “forced to fall back on its best judgment” and ex-
pressed her view that the CPI should instead be based on tested and reliable statis-
tical techniques. | think she is correct both in her characterization of the work of
the Commission and in the scientific standard to which the official CPl should as-
pire.

But that is not a reason for the Congress to reject the use of informed judgient
in deciding how to adjust benefits and taxes. Indeed the technical stnndar(f that the
BLS will rightly insist upon means that even if the BLS makes all of the improve-
ments in the CPI that it currently contemplates and that future research may sug-
gest, the resulting estimate will still be virtually certain to overstate the true in-
creasc in the cost of living. It is i portant therefore to go beyond the technical CPI
calculation done by the lltS stafl and introduce an clement of judgment.

In thinking about the separate roles of the BLS and the advisory committee, |
find it helpful to think of the BLS as similar to an accounting firim. Accountants
follow rigorous rules to produce an estimate of the so-called book value of a com-
gany. But when another firm wants to buy that company, it doesn't use just the

ook value. Rather it looks to experts for advice based on judgments. | think such
judgmental decisions are inescapable in the current context and that it is better to
rely on the judgment of experts than to use only the BLS methods of inflation ac-
counting that are rigorous and replicable but that inevitably overstate the true in-
crease in the cost of living.

JOINT PREPARED STATEMENT OF MESSRS. MICHAEL J, BOSKIN, ELLEN R. DULBERGER,
ROBERT J. GORDON, Zvi GRILICHES, AND DALE W. JORGENSON

Chairman Roth, Ranking Member Moynihan and other distinguished members of
the Senate Finance Committee, we are pleased to be here today to present the find-
ings and recommendations of the CPI Commission to you. Before summarizing those
findings and recommendations, 1 would like to reiterate a few important points of
procedure.

First, I want to thank Chairman Roth, Senator Moynihan, and the Finance Com-
mittee staff for the thoroughly professional manner in which they have dealt with
and assisted the Commission throughout its deliberations and the presentation of
the report. 1 suppose yon would say this was a thoroughly bipartisan effort; it cer
tainly was that. From our standpoint, it was a nonpartisan cflort. We were asked
to render a thoughtful, careful and professional judgment, and nobody ever sy
pested that we do anything other than that. We received substantial encouragement
and support from the Chairman, the Ranking Member and the staff in doing so. For
dealing with us in this completely professional manner, we are deeply grateful.

Second, the CPI Commission is the first official systematic external expert evalua
tion of the nation's price statistics in 35 years. The Stigler Commission report, is
sued in 1961, raiswf some of the same issues and was an important input to the
major changes made by BLS in 1978, But since 1961, there have been numerons
important developments that could not have been readily predictable at that time:
major theoretics” breakthroughs in index number theory and in methods to adpust
for qualily change, plus technological change such as scanners, on the one hand, and
the widespread indexing (to the CPI) of the government budget in response to the
high inflation of the 1970, on the other. These developments mike the Commis
sion's recommendations to improve the accuracy of the Consumer Price Index hoth
insre important, and more feasible, to implement.

Third, the Commission had dozens of meetings  in person, electromeally and tele-
phonically. We examined everything form the mathematies of the index number for
mulas to BLS procedures to the actual price collection mechanism. We went out
with the price takers to observe that process as well. We also had many ieetings
with the leadership of the Bureau of Labor Statistics, including a meeting at which
our recommendations were thoroughly discussed two weeks prior to the presentation
of the final report. We appreciate the cooperation we received from the many dedi-
cated, lal(:ntc(j people at BLS. Indeed, our findings and recommendations have heen
heavily influenced by our interaction with BLS.

Fourth, while the widespread indexing of government programs makes the budg-
etary and programmatic ramifications nfbour findings, as you will hear in a moment,
quite important, it is important for us to reiterate that every single finding and rec-
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ommendation of the Commission would be identical even if the budget was in sur-
plus and there were no long-run entitlement cost problems on the horizon.

Fifth, it is important to understand that many of the issues we raised and find-
ings we report are endemic to the generation of price statistics in all countries. This
is not just a problem with the United States Consumer Price Index. It is a problem
with the price statistics in all countries. In some dimensions, the US BLS is ahead
of the statistical agencies in other countries—for example, in its use of sampling
techniques. In some other dimensions, other agencies have moved ahead faster to
correct some of the problems. For example, Statistics Canada has already imple-
mented one of our recommendations, the movement to geometric means at the low-
est level of aggregation in the price statistics. All of these agencies, especially the
BLS, have active research and programmatic plans to make improvements in some
of the areas covered in our recommendations. As indicated below, this is likely to
take some time and resources, and while we believe that the statistical agencies
should move forward with all deliberate speed—emphasizing both deliberate and
speed—they are going to catch up only partially and gradually.

The CPI Commission: Finding and Recommendations

Measuring prices, and their rate of change, accurately is central to almost every
economic issue from the conduct of monetary policy to measuring economic progress
over time and across countrie3 to the cost and structure of indexed spencﬁng and
taxes. Many private contracts, including indexed bonds, are explicitly tied to the
consumer price index (CPI) and an even larger number calibrate informally. About
one-third of the US federal budget outlays are automatically escalated each year by
change in the CPI, as arc income tax brackets (but unfortunately without the defini-
tion of income).

In the first external extensive evaluation of the nation’s price statistics since the
Stigler Commission in 1961, the CPI Commission (see Boskin, et al. (1997)) con-
cluded that the change in the CPI overstates the change in the cost of living by
about 1.1 percentage points per year (the range of plausible values is 0.8 to 1.6 per-
centage points). That is, if inflation as measured Ey the percentage change in the
CPI is running 3 percent, the true change in the cost of living is about 2 percent.
This bias might seem small, but when compounded over time, the implications are
enormous. Over a dozen years, the cumulative additional national debt from over-
indexing the budget would amount to $1 trillion. Likewise, the implications of over-
stating inflation for understanding economic progress are equally dramatic. Instead
of falling, average real earnings have risen, and instead of stagnating, real median
income has grown, over the last quarter century. The poverty rate would be smaller.
And because the CPI component price indexes are inputs into the national income
accounts, real GDP growth is also understated. (See Boskin and Jorgeinson (1997)).

But why is inflation so hard to measure? Despite numerous improvements that
have been made historically and continue to be made by government statisticians
in all countries, including the US Bureau of Labor Statistics, many of them laboring
under inadequate human and financial resource constraints, it is difficult to kee
up with the dynamic change in the economy. New products are being introduced all
the time and existing ones improved, while others leave the market. Relative prices
of different goods and services change frequently, for example, in response to tech-
nological and other factors affecting costs and quality, which leads consumers to
change their buying patterns. There are literally hundreds of thousands of goods
and services available in rich industrialized modern market economies. A single su-
permarket may contain 30,000 differently priced items and a WalMart store over
40,000. As we iave become richer, demand has increasing', shifted to services away
from goods and to characteristics of goods and services such as enhanced quality,
more variety and greater convenience. Technology and entrepreneurship provide
them. But all these factors, plus others, mean a larger fraction of what is produced
and consumed in an economy is harder to measure than decades ago when a larger
fraction of economic activity consisted of easier to measure items such as tons of
steel and bushels of wheat.

Findings

How to obtain information on who is buying what, where, when, why and how
in an economy, and then to aggregate it into one or a few measures of price change
raises a host of complex analytical and practical problems. The mathematics of ag-
gregating changes in the prices of different goods and services are complex and sub-
tle (See gisher (1922) and Diewert (1976)). Despite decades of analytical and empiri-
cal research, some of it recently done in statistical agencies such as the BLS, the
statistical agencies around the world still primarily rely on fixed weight indexes
which do not account for consumer substitution among commodities. Thus, these
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Lasrcdyres measures ot inflation are inherently an upper bound, and empirical stud-
ies led the Commission to conclude that this source of substitution bias—failing to
catch that consumers substitute chicken for beef when beef prices go up (upper level
substitution bias), or Delicious for Macintosh apples under similar circumstances
(lower level substitution bias}—leads to an overstatement in the US Consumer Price
Index of about 0.4 percentage points.

Likewise, there has been a fundamental change in the nature of retailing, perhaps
most pronounced in the US, but spreading virtually everywhere with the advent of
superstores and discount chains. The same VCR available for $200 in a local appli-
ance store may be only $160 at Circuit City. Since price data are collected within
outlets, the shift of consumers to purchases from discounters does not show up as
a price decline even though consumers reveal by their purchases that the price de-
cline more than compensates for the potential loss of personal services. Thus, in ad-
dition to substitution bias among commodities there is an outlet substitution bias.
In the US, this adds another 0.1 percentage point of upward bias.

Another problem is that price data tend to be collected during the week. In the
US, about 1 percent of price quotes are collected on weekends, despite the secular
trend of an increasing share of purchases made on weekends and horidays (probably
reflecting the increasing prevalence in two-earner couples). Since some outlets em-
Ehasize weekend sales, there may be a when bias as well as a what and a where

ias. Recent research suggesting that prices rise less rapidly in data collected by
scanners rather than price takers may be partly explained by this phenomenon.

These types of problems account for just a little under half of the 1.1 percentage
point identified by our Commission. Slightly over half results from the difficulty of
adjusting fully for quality change and tﬁe introduction of new products. Economists
have known since Hicks (1940) that the introduction of a new product should be
dealt with in a cost of living index by its reservation price and including the
consumer surplus attributable to the introduction of the product. Noting this, our
Commission took the more cautious view of primarily including estimates of explicit
dimensions of quality change and the very ﬁate introduction of major new proé)ucts
into the index. In the US CPI, VCRs, microwave ovens and personal computers were
included a decade or more after they had penetrated the market and their price had
fallen 80 percent or more. Cellular telephones won'’t be included in the US CPI until
1998, despite the fact that there are more than 40 million cellular subscribers in
the US today and well over 100 million Americans receive calls on land line phones
initiated on cellular phones. Jerry Hausman of MIT estimates that the quality ad-
justed price of cellular services has declined by 90 percent since 1989. The advent
of PCS competition and deployment of digital technology will have substantially oc-
curred by tﬁe time cellular services begin to get priced Correspondingly, the pace
of quality change in some important areas, such as health care and consumer elec-
tronics, has been breathtaking and our statistics are not keeping up.

When economists try to define the change in the cost of living it is to answer the

uestion “How much more income will consumers need to be just as well oflf with
the new set of prices as the 0ld?” In addition to the substitution issue raised above,
clearly this involves measuring quality-adjusted prices. One would not want to count
a major improvement in quality that greatly enhances well being as inflation.
Hence, the Commission examined an exhaustive set of 27 subcomponents of the
CPI, and based on empirical research findings and common sense observation, esti-
mated, we believe conservatively, a 0.6 percentage points per year quality change
and new product bias in the CP{ (see Gordon and Griliches (1997)).

'[‘hlil)s, the total bias is estimated at 1.1 percentage points per year, as detailed
in Table 1.

Recommendations

Our Commission made a variety of recommendations that form guidepusts for sta-
tistical agencies to improve the quality of their statistics. (Many of the world’s sta-
tistical agencies, including the BLS in the United States, are planning to make
progress on at least some of these fronts already.) These include changing from fixed
weight formulas to mathematical formulas that account for consumer substitution
in the aggregation of prices of goods and services. Also important are reweightin
the consumption basket more frequently, increasing the pace of sampling (the U
is ahead of most countries in its sampling procedures; some others do not yet sam-
ple) s0 that new products enter more quicEly and the prices of new products, the
commodity mix and outlet mix are adjusted more rapidly, so the prices collected are
more representative of current market activity. More use should be made of hedonic
statistical methods to adjust for quality change.

More specifically, the Commission’s first and overarching recommendation is that
the BLS should establish a cost of living index as its objective in measuring
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consumer prices. All of the other specific recommendations are aimed toward achiev-
inﬁ this goal. The BLS has explicitly recognized that the CPI is not a cost of livin

index in its publications for decades. Still, its most common and pervasive use an

interpretation is as a cost of living index. We believe a more fundamentally sound
cost of living index can and should be developed. In order to achieve this ogjcctive,
the Commission recommends the publication of two indexes, one of which is pub-
lished monthly on a timely basis and is designed to maintain the spirit of the cost
of living index yet accommodate the inconsistent timing schedules of the required
information; and a second index which is published and updated annually and re-
vised historically to introduce improvements arising from new information and new
research results. The purpose of Eaving two indexes is to accommodate the complex
iissues that must be addressed and the time delay in obtaining all of the necessary

ata.

We divided our recommendations into three time horizons: First, short run, those
we think can be implemented immediately with little additional resources or new
data collection initiatives. These center on changing the current CPI computation,
primarily to make it more current, and second, on computing an annually updated
and subsequently revised cost of living index. Second, the intermediate run, which
incorporates reforms that are feasible in the current state of the arts, but would re-
quire new data collection, reorganization of activitics, and/or changes in the detail
of the various subindexes produced by the CPI. And third, longer run recommenda-
tions, emphasizing topics in areas that nced additional research and attention. The
timely monthly index should continue to be called the CPI and should move toward
a cost of living concept by adopting a “superlative” index formula for account for
changing market baskets, abandoning the pretense of sustaining the Laspeyres for-
mula. To accommodate the delay in obtaining information on quantities needed to
combine the price changes of items in the lowest groupings, BLS should move away
from the assumption that consumers do not respond at ail to price changes in close
substitutes. Thus, BLS should move to a “trailing Tornquist” index (weighted geo-
metric mean of price relatives), at the stratum and ELI level, and also, concurrently,
to geometric means of price relatives at the elementary aggregation level.

hese moves would alleviate the problem of the growing irrelevancy of market
baskets based on decade-old consumption patterns, reduce significantly the substi-
tution and formula bias, and facilitate the speedier introduction of new goods and
services into the index.

a. Because of the lag in collecling up-to-date information on consumer spend-
ing patterns, the weights will have to be based on a trailing Lwo- or three-year
average of past expenditures, e.g. 1993-4 weights for the 1996 price changes.
They should be changed every year. This implies that

b. The BLS should organize itself for “permanent” rather than decadal revi-
gions in the CPI. Both the weithts and the priced commodity and services as-
sortment need more frequent updating. Also,

c. Wherever possible, scanner data and other “outside” data should be used
both to reduce the cost of data collection and (primarily) to expand the assort-
ment of goods and services priced concurrently, to provide current item weights,
and to introduce new items as quickly as they enter the market. Whether this
will result in a net reduction in the cost of data collection is an open question.

d. As subsequent data hecome available, the weights are updated, and new
goods are introduced and their history extended backward, the information in-
corporated in the published CPI should undergo retroactive revision, as far back
as the new information warrants, in the form of a new annual COL index, using
a compatible “superlative-index” formula. This “revised” COI index would be
published annually, with a lag of a year or two, and would be subject to addi-
tional revisions after new information emerges and new methodology is intro-
duced. The published versions of this index need never be “final’.’

The BLS should study the behavior of the individual components of the index to
ascertain which components provide most information on the future longer-term
movements in the index and which items have fluctuations which are largely unre-
lated to the total and emphasize the former in its data collection activitics.

This could result in the down-weighting or even elimination of data collection for
certain cities and a revision of the commodity structure of the index which would
consider some goods as having a national market, sampling a larger number of
items but with less regard to geography, focusing on geographical differences onl
for more “local” commodities, such as fuel costs, rent, personal services, and fresh
produce. Currently, the BLS collects a large number of price quotes on bananas, be-
cause they are inexpensive to collect and their prices are quite varisble, even though
these variations are not related systematically to the underlyin;i trend-movements
in the CPI. At the same time, less attention is paid to less variable but mure likely
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to change (disappear or be redesigned) and harder to measure commodities, such as
surgical treatments, consumer electronics, and communication services.

The BLS should change the CP1 sampling procedures to de-emphasize geography,
starting first with sampling the universe of commodities to be priced and then de-
ciding, commodity by commodity, what is the most efficient way to collect a rep-
resentative sample of prices from which outlets, and only later turn to geographi-
cally clustered samples for the economy of data collection.

The current city level price indexes are useless for geographical comparisons of
levels and misleading as measures of rates of change, since they are not based on
any clearly defined levels. To do an adequate job of describing the geography of price
levels in the US will require the collection of prices for the same commodities and
services in different cities. To study differential changes in the price levels across
cities, arising from different competitive and population trends, it may prove ade-
quate to sample the “national” commodities in specific cities only once a year or so,
on a rotating basis. More generally, one could design a model consisting of an under-
lying “national” trend level of the CPI, which would be the primary focus of monthly
estimation, and more slowly changing city differentials, which would be based on
less frequently collected data.

This would allow the CPI to concentrate resources on expanding the sample and
analysis in rapidly changing areas of the commodity and services spectrum, such as
health services, communication services, and food away from home, where quality
change and commodity turnover is endemic.

Moving to a notion of a new “basket” each year will allow for a faster introduction
of new items and new outlets. Moving to a national sample for most of such items
would allow expansion of the number of specific items (models, varicties, types)
sampled within a particular ELI and reduce thereby the number of forced substi-
tutions. Also, this would allow for the use of new sources of data, such as scanner
data on prices, and industry-wide information on sales of specific items (for more
detailed weights), leading to a quicker identification of new goods and their faster
incorporation into the inécx. This is also the level at which more extensive quality
adjustments and “comparable” substitutions could be made, recognizing the appear-
ance of new outlets and new versions of services which provide consumers, cffec-
tively, with cheaper sources for the same or similar items consumed previously.

A number of additional specific explicit and implicit recommendations are made
in the report, such as creating a more permanent mechanism for bringing outside
information, expertise and research results to the BLS; converting the price of dura-
bles, such as cars, to a price of annual services analogously to owner-occupied hous-
ing; changing the treatment of insurance to an ex ante consumer price rather than
an ex post insurance profits-based measure; and determining whether collecting
more price data on weekends and holidays would make a difference.

Longer run considerations involve examining the ramifications of the assumptions
of pace equilibrium, developing perhaps in conjunction with other statistical agen-
cies, research programs to {ook beyond its current “market basket” framework, per-
haps eventually to he able to publish supplementary information on non-market is-
sues, and developing a number of new data collection initiatives, in {)urticulur,
health status surveys to obtain more information on various quality of life issues,
and most importantly, detailed time use from a large sample of consumers to deal
with search and related issues.

Of the 1.1 percentage point bias in the US we have identified, we belicve that
about 0.4 or 0.5 percentage points, from the substitution bias, could be dealt with
in relatively short order a year or so--by the statistical agencies. Quality change
and new products are harder, but the statistical techniques and getting more up to
date sampling should e¢nable the statistical agencies to get another 0.2 or 0.3 per-
centage points —-although exactly for which products, when, is impossible to say
over the intermediate run of several years. It is likely there will remain an irreduci-
ble minimmum -even with the widespread use of scanner data  of quality change and
new products bias. But the overstatement can be substantially reduced.

The Commission made a variety of recommendations to the Congress, such as pro-
viding additional resources necessary to expand the CES sample and the detail col-
lected, to make the POPS survey more frequent and to acquire additional commod-
ity detail from alternative national sources such as industry surveys and scanner
data. Congress should establish a permancent rotating independent committee or
commission of experts to review progress in this arca every few years, and advise
it on the appropriate interpretation of the then-current statistics. The Congress
should enact legislation necessary for the Department of Cominerce and Labor to
share information in the interests of improving accuracy and timeliness of economic
statistics and to reduce the resources consumed in their development and produc-
tion. In particular, substantial progress can and should be made in reducing the
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time from survey collection to implementation in the price program. Other countries
gppear to be able to do this in less than hailf the time that it takes in the United
tates.

While the CPI is the best measure currently available, it is not a true cost of liv-
ing index. It suffers from a variety of conceptual and practical problems as the vehi-
cle for measuring changes in the cost of living. Despite important BLS updates and
improvements in the Consumer Price Index, it is likely that changes in the CPI
have substantially overstated the actual rate of price inflation. Moreover, revisions
have not been carried out in a way that can provide an internally consistent series
on the cost of living over an extended span of time. More importantly, changes in
the Consumer Price Index are likely to continue to overstate the change in the true
cost of living for the foreseeable future. This overstatement will have important un-
intended consequences, including over-indexing government outlays and tax brack-
ets and increasing the federal deficit and debt. If the intent of such indexing is to
insulate recipients and taxpayers from changes in the cost of living, use of the
Consumer Price Index has in the past, and will in the future, substantially overcom-
pensate (on average) for changes in the true cost of living.

The analytical and econometric research done over recent decades has heighlened
economists’ understanding of these issues. The time has come for governments in
the US and elsewhere to recognize these problems. and act accordingly. That in-
volves enhanced support for the statistical agencies to improve the price statistics
with all deliberate speed in a non-politicized manner. It may well require additional
resources. Virtually every major private firm in the world is spending heavily on
information technology—hardware, software, and human capital—and we should
not expect better statistics from our government agencies without a corresponding
investment.

Finally, the President and Congress must decide whether they wish to continue
the widespread over-indexing of their government programs. If the purpose of the
indexing 18 to compensate recipients of the indexed programs or taxpayers from
changes in the cost of living, no more and no less, they should move to wholly or

artly adjust the indexing formulas. Such changes will have profound ramifications
or our fiscal futures, but these changes should be made even if the budget was in
surplus and there was no long-run entitlement cost problem. They should be made
first and foremost in the interest of accuracy not only for the budget and the pro-
grams, but for the economic information upon which citizens depend.
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Table 1-—ESTIMATES OF BIASES IN THE CPI-BASED MEASURE OF THE COSY OF LIVING
(Percentage points per ancum)

Soyrces of Bias Estimale
Upper level SubSUUlIOn .....ooooovrrvrrs e e 0.15
Lower level substitution ..... 025
New products/quality change .. 0.60
New outlets ..o v 0.10
Playsible range ........ - ... | (0.80-1.60)




122

PREPARED STATEMENT OF ELLEN R. DULBERGER
WHY TWO INDEXES?

There are two major uses of a cost of living index: escalation for government pro-
grams and private contracts, and long term analysis of economic activity. In our
view, it is not feasible to produce &n index which adequately serves both because
each as a different audience with different preferences for timeliness vs. accuracy.
More specifically, escalation requires timeliness and minimal revision whereas long-
term analysis requires historical perspective for understanding trends. The cost of
gathering the detailed data, and doing “real time” analysis of new products and
quality changes is prohibitively expensive and often just not possible.

Over time, some benefits of long term research can be embedded in a timely
index. For example, an hedonic equation once in place can determine the informa-
tion to be gathered by field agents so that quality adjusted price comparisons can
be introduced into the index in real time. In addition, benefits of lower costs of data
collection, such as using scanner data, will make it practical to reallocate data col-
lection resources and make use of quantity information in a more timely fashion (as
well as for analytical purposes). Methods must be devised to handle the new envi-
ronment and adapt to further changes over time.

Recognizing the two major important uses of a cost of living index, and the limits
and possibilities of producing a meaningful index for each, the commission deter-
mined that neither use would be best served by one index for both. A historical
index which retrospectively incorporates meaningful research results is clearly nec-
essary to improve our understanding of economic growth and trends.

Producing a timely index for use in escalation requires professional analysis and
judgment to make estimates for known inadequacies in the source data—not dif-
ferent from what BLS does elsewhere, for example the establishment employment,
and what BEA does in making its estimates of GDP for the periods between bench-
mark revisions.

Several of the commission’s recommendations center on the nature of such judg-
ments, such as the use of geometric means to combine price relatives when data on
quantities are not available. Other recommendations are orivnted towards facilitat-
ing such judgments such as changing the item structure so that the closest sub-
stitutes are within the same item stratum, and moving away from pricing durable
goods to pricing the services they provide.

Using the timely COL index as an escalator requires an assessment of the intent
of the escalator clause and the degree to which the available index will serve that
intent. Often, in private contracts, the CPI is employed because it is widely recog-
nized, readily available and not revised (because it is assumed not to need revision).
However, the escalation rate is pegged to, but less that the growth rate in the CPIL

There are several rationale including the following:

¢ “productivity” improvements are demanded and agreed to

e new costs are growing at a lower rate than the CPI

new technologies are becoming available which mean that not everything relevant
is being held constant

e pure price negotiation

Clearly these are not mutually exclusive, but reflect the accommodation that is
made to use an imperfect index for the use at hand.

Since is not feasible to produce a timely index which is unbiased in the sense that
it is equally likely to overstate and understate the changes in the long-term index,
we concluded that it is logical and fair for Congress to seek the advice of experts
to arrive at an estimate that is similarly unbiased, to accommodate the use of the
available index to their purpose.

PREPARED STATEMENT OF HON. CHARLES E. GRASSLEY
{JANUARY 28, 1997]

Thank you, Mr. Chairman, for holding this hearing. Dr. Boskin and the members
of his Commission have done an admirable job analyzing the current state of the
Consumer Price Index and I would like to thank them for their service to this Com-
mittee. We are talking about complicated numbers and economic calculations which,
if considered alone, would not hold much interest for the general public or the
media.

But as soon as it is understood that the Consumer Price Index has a direct impact
on the amount of a Social Security check, the income tax bracket you are in, or more
indirectly, the level of interest you pay on a loan, America takes notice. Those are
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just a couple of areas influenced by the CPL (I have a list of other programs and
areas which are influenced by the CPI which [ would like to include in the record.
Not only are we talking about the amount of Social Security benefits, CPl impacts
Food Stamps, provisions in labor contracts, economic calculations of how fast wages
are wing—and many other programs, a fact which has not been treated promi-
nently in this debate.)

Like so many other issues before us right now, any movement to make changes
may be interpreted as a shot across the bow to balance the budget or cut entitle-
ments at the expense of vulnerable people. We want to stress that this report was

enerated because we want to ensurc that benefils and taxes are fair for everyone.
f the CPI as now calculated does overcompensate for intlation, we are borrowing
more money to pay a benefit which is overly generous. But the estimates of how
much the CPl overcompensates for inflation deviate dramatically. This uncertaint
indicates to me that there is more work to be done before final action is warranted.

It is worth noting, however, if there was a possibility that the CPI was understat-
ing inflation, there would be a clamor to change it to reflect reality. Congress would
not tolerate an understatement, nor would the AARP. Qur aim should be accuracy
and neither AARP or Congress should tolerate an overstatement of the CPI.

[ am pleased that the Commission members are here to explain their findings and
respond to the critiques of their report. The United States has a strong record in

roviding quality government statistics. This is an area I expect to sce further work.
rlopcfully, we can work in a bipartisan manner to find the nght solution.
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Consumer Price Index (CPI):
Sample of the Programs and Statistics Affected*

Programs and/or Uses of the CPI Approximate Number of
Persons Affected Annuaily

Retlrement and Survivor Income

Social Security (Federal Old Age Survivors 42.2 million
and Disability Insurance - OASD])

Civil Service Retirement System (CSRS) & 2.2 million
Federal Retirement Systems (FERS)

Railroad retirement benefits 90,000
Veterans' pensions and veterans' 3.4 million

compensation (Department of Veterans®
Affairs; disability; survivor; and means-
tested benefits

Military Retirement System 1.5 million
Department of Defensc Survivor Benefit 173,400 families
Plan (SBP)

Health Programs

HHS Health Resources and Services N/A
Administration, Division of Community
and Migrant Health - various programs

Health Care Financing Administration 10.4 million discharges
(HCFA) reimbursement to hospitals for
inpatient Medicare expenses

Education and Vocational Training Programs

3

Job Training Partnership Act (JTPA) 570,000

Head Start 750,000

Poverty-Related Progarams

Census Poverty Thresholds N/A

HHS Poverty Guidelines 38.1 million
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PREPARED STATEMENT OF HON. CHARLES E. GRASSLEY
(FEBRUARY 11, 1997}

Mr. Chairman, I commend you and Senator Moynihan for your leadership in eval-
uating the Consumer Price Index Issue. You are courageous indeed for examinin,
an{)tehing that affects the “third rail” of American Politics. The “third rail” is sai
to Social Security; however, you can also consider anything that affects the other
various entitlements to be politically sensitive.

Our government has increasingly become about the transfer of wealth from work-
ing American families to other segments of our society. Our nation’s government
used to be more about guaranteeing personal liberties, and the American Dream.

The President has yet to join in meaningful debate on the CPI or an accurate cost
of living index. Therefore, if the CPI is an inaccurate measurement of the cost of
living, taxpayers will not get much justice from the President this year. As 1 have
said, a CPI adjustment will happen only if the President uses his office to lead us
to it. Since it does not seem that he will be the leader, it will be difficult, if not
impossible to have a meaningful debate on the CPI.

Nonetheless, I am still interested in finding fairness in a cost of living adjust-
ment. That is the core issue. There will be testimony about the effect on COLAs
and the effect on taxes. However, the core issue is a moral one: “Does the CPI accu-
rately measure the cost of living for 1997, and beyond?” What is fair?

1 welcome the testimony of the witnesses.

PREPARED STATEMENT OF JAMES L. MARTIN

Thank Kou for this honor to speak on behalf of senior citizens and to hopefully
help set the record straight on a number of misconceptions. Keep in mind that sen-
iors are not the greedy old Feczers they are made out to be. They always pay their
fair share if all segments of society are made to pay theirs. My parent’s generation
lived through war, poverty, and great social upheaval in our country.

I'd like to sar that as Administrative Assistant and Press Secretary for six years
to a former colleague of yours, the late Senator Edward J. Gurney of Florida, (a
World War Il hero and a hero of mine) I can appreciate the enormous amount of
work that goes into these hearings and the follow up required, and the buffeting
you are subjected to from special interest groups whose “ox may be gored” or per-
ceived to be so, at the expense of others.

I'd like also to make it perfectly clear, crystal clear, that some of the very finest
friends that senior citizens have in the U.S. Senate, sit right here on this Commit-
tee—whether it's Chairman Roth; ranking member Moynihan; the new Chairman of
the Senate Select Committee on Aging, Senator Grassley; my home state of Florida’s
two Senators, Connie Mack and Bob Graham; or the state in which I was born, Ken-
tucky’s Wendell Ford; or Mr. Protector of Social Security himself, Sen. Bob Kerrey---
my whole point is that senior citizens may hear a lot of overheated (and often dis-
torted) rhetoric in the months ahead (what’s new?) but they can be certain this
Committee is on their side.

As I prepared for this appearance, 1 was stunned, actually astonished, to discover
the complexities of this issue. | came away with a deeper appreciation for the Bu-
reau of Labor Statistics and its enormous responsibilities.

As | read the Boskin Commission’s report, as well as voluminous reports by the
BLS and several think tanks, and statements by the Joint Economic Committee, the
head of the Federal Reserve Board, the Commissioner of the BLS, and remarks by
this Committee’s Chairman, its ranking member and others, including the President
of the United States who noted that his Administration made a minor adjustment
(downward) and was prepared to “reduce it even more if we could have gotten BLS
to say it was out of whack,” 1 decided to skip over t;ying to be what I'm not--an
expert on the intricacies of this issue. So 1 scrapped my first, second and third
drafts of this statement. Instead, I heeded the advice, as [ so often do the older 1
get, of my favorite senior citizen, m{ mother, my sainted mother, if you will, who's
alive and well and, I might add, still working down in Florida. In trying to explain
to her that [ was learning more than I ever wanted to know about the CPI and that
once again a political storm was brewing—my mom, as the kids say, “cut to the
chase.”

She said you Senators would do what's right, that she had confidence you would,
indeed, do what's fair and honest. Do the right thing became my guiding light. My
mother is very proud of the fact that I've testified before Congress on several occa-
sions on other issues, but she recognizes this is the most important to date. Just
Sunday night, she reminded me that she and my late father, a coal miner from Ken-
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tucky, were so proud that their two sons were college graduates, not bad, she said,
for two working parents with limited education but a work ethic that keeps her
going today.

Clearly, as | tried to summarize hundreds of pages of fact-finding recommenda-
tions, more than a dozen in the Boskin Report—my mom's advice kept comning back:
be fair to all taxpayers, not just to the elderly, but to her children (two) and her
grandchildren (six) and her great grandchildren (six), that she wanted what she de-
served, in the words of Senator Breaux of Louisiana, “nothing less, but nothin
more,” her point being that if she was entitled to a $13 a month increase, insteaﬁ
of $21 based on a faulty measuring device, then the $8 monthly savings would be
that much less that the young folk would have to pay in the way of taxes. She fur-
ther said she thought this was actually much ado about nothing. “What’s all the
fuss about,” she asked? If there has been a mistake made in calculating benefits
then let’s correct the mistake. Growing up in the Great Depression she said “one
reason you had pencils with erasers was so that if you made a mistake you cor-
rected it and moved on.” (I wonder out loud that if there had been a finding of un-
derstatement, that instead of a $21 a month increase, it would have been projected
in the future to be, sa{ $8 higher, for a $29 boost, if these rush-to-judgment critics
would be calling the Boskin Report purely political and hastily thrown together,
when actually the Boskin Comimission held dozens of meetings and went into the
field with BLS personnel. It's findings “have been heavily influenced by interaction
with the BLS.”

And to those harshest critics of the Boskin Report that say “These are evaluations
of a high-income individual,” I say stop rushing to judgment. Critics as well as pro-
ponents have called for thorough study and evaluation before making a final deter-
mination.

Senator Roth has said this report is of critical importance. BLS, as you point out,
has alrcaa{ taken steps to change the way it calculates the CPL

House Ways and Means Chairman Archer has said, the only standard that should
apxly to a chanFc in the CPI is accuracy.

true cost of living measuring device has eluded cconomists for decades. It must
be as accurate as possible to protect families and individuals, of all ages, against
having their standard of living eroded by inflation.

There is widespread consensus from the academic community , the Federal Re-
serve, the Congressional Budget Office (CB0O), and even the BLS, that the CPI sig-
nificantly overstates the rate of increase in the cost of living.

The Federal Reserve research staff has concluded that the CPI could overstate the
change in the cost of living by up to 1.5 percentage points per year. A recent Con-
E:essional Budget Office study concludes that the upward bias in the index could

at least 0.8 percentage points. The final report of the Advisory Commission to
Study the Consumer Price Index for the Scnate Finance Committee estimates the
likely future bias in the CPI to be in the range of 0.8 to 1.6 percentage points per
ear even after the BLS made their correction for formula bias. The Commission’s
ﬁcst conservative estimate of the upward bias is 1.1 percentage points,

Upward bias is a well known fact--every study I have seen acknowledges this- -
even the BLS has made periodic adjustments for this overstatement.

Nowhere have | seen that BLS has made adjustments for understating, or down-
ward bias, even though critics of Boskin try to make a case for this argument.

Federal Reserve Board Chairman Alan Greenspan says that the best available
evidence suggests that there is virtually no chance that the CPl understates. He
says there's about a 100% probability that we overstate. He further says there are
“rough approximations,” but even rough approximations “can give us a far better
judgment of accuracy. We would be far betler served following the wisc admonition
of John Maynard Keynes that “it is better to be roughly right than precisely wrong!”

Investors Business Daily says “No one who looks at the matter can sincerely deny
that the Burecau of Labor Statistics’ CPI overstates increases in the cost of living.
Somc estimates even go well above the 1 to 1.1 percentage error cited by the non-
partisan Boskin Commission.”

The Wall Street Journal says, “we welcome the Boskin Commission’s contribution
to economic clarity, we'd be cven happier if it enlightened Washington policy m.k-
ers, who seem incapable of seeing the forest for the trees, that a basic flaw in our

_economic formulation is to become slaves to one or another slatistic.”

Joseph Stiglitz, the President’s Chairman of the Council of Economic Advisors,
notes that most experts, including those at the BLS, question the accuracy of the
current CPI.

He said, “The Clinton Administration believes that it is important to have the
most accurate measure possible to ensure that Social Security and other benefits are
protected from inflation and to adjust tax brackets to keep our tax system fair. This
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measure must be based on the best scientific and technical judgment that can be
broadly agrecd to by the nation's top experts at the BLS and elsewhere.

The CEA chairman said there would be a “careful review” of the Boskin report
and of “other evidence regarding the most accurate cost-of-living measure.”

Rcmarking that the BLS has an ongoing effort to improve the CPl, Stiglitz said
the process for improving the measure “should never be politicized.” He added, “Our
goal should be to reach agrcement based on the best scientific and technical judy-
ment possible.”

Stiglitz' comments echoed statements December 4 by White House press secretary
Mike McCurry, who said, “We're committed to cosl-nf»{ivin;: adjustments. We believe
there may be some problems in measuring cost of living. An({ we believe that nay
changes in cost of living should be based on the best economic, scientific and tech-
nical analysis, and we're open to studying that type of analysis.”

Asked if the White House would take a proactive stance to change the CPi for
mula or wait for congressional action, he said, “Thistissuce nas surfaced in the past
in the context of bipartisan budget deliberations, and | suspect it will in the future.”

In 1995, Senator Moynihan was warning in a column based on the Boskin Interim
Report, that the very survival of Social Sccurity was at stake. He painted a scenario
at the White House where somebody in the political war room says, “If we sign onto
this, we will be accused of cutting Social Security and raising taxes.” But Senator
Moynihan points out that this presumes that ‘cuts’ are in order. Not so, he rightly
rcasons. The question is not about an incrcase or a decrease {cut) but, simply put,
it's an attempt to find an accurate measuring device (a barometer) for future cost-
of-living adjustments (COLAS).

Now, early in 1997, Senator Moynihan further points out that no major study has
been made to “modernize” the methodology of the BLS since the 1961 report by
Nobel laureate, Universily of Chicago economics professor, George Stigler. ‘That re-

ort said, in part, “If a poll were taken of professional economists and statisticians,
in all probability they would designate (and by a wide majority) the failures of the
price indexes to take full account of quality c{mnuua as the most important defect
in these indexes. And by almost as large a majority, they would believe that this
failure introduces a systematic upward bias in the price indexes.”

At that time, no one at the BLS disagreed, according to Senator Moynihan’s arti-
cle. (Way back then, Senator Moynihan was already having an impact on this town
as Assistant Secretary of Labor for President John F. Kennedy's Adininistration,
where he was nominally in charge of the BLS) Sen. Moynihan further pointed out,
again, that the CPI is not a cost of living index, but it is used as one, as has been
made abundantly clear time and again.

But as Senator Moynihan concludes, before we rush off and privatize Soc’al Secu-
rity (all 3 factions of the Advisory Council on Sogial Sceurity recently agreed on one
thing- that privatization is part of the solution) “can we not fix the cost of living
adjustment first?” Senator Moynihan's contention, an excellent one, is that this
would “drain the panic from the system before making big and potentially desta-
bilizing changes™—such as privatization. His whole point is that the Social Sceurity
solvency crisis can be averted for another generation by bringing the system into
actuarial balance with the Boskin Commission’s recommended adjustments.

Other things | tried to master bul failed:

o Deciphering the “trailing and Tornquist index” (the weighted geometric mean
of price relatives).

e The biases in the systemn, some of which the Buskin Commission said could be

addressed in the short term and account for ahout 0.4 to 0.6 percent of the over-
all 1.1 percent of overstatement: 1) product substitution bias, 2) outlet bias, 3)
quality change bias,- -an example of quality change bias is Medical care cost,
one of the most difficult things Lo measure -4) new product bias and 4 fifth bias
having to do with formula uses.
The Boskin Report had a dozen recommendations, some of which the BLS has
already acknowledged and signed on to, from establishing a true cost of living
index (COLI) publishing two indexes  monthly as well as annually; other rec-
ommendations include combining Department of Commerce and Labor informa.
tion in the interest of accuracy and timeliness and to establish an independent
commission to review the procedure every three years,

e Provide extra resources to accomplish its objectives. (Greenspan agrees. So does
the BLS Commissioner who spoke earlier today. So would, I believe, every
group in this town regardless of philosophy, when they g:au;l) the enormity of
the problem and that BLS doesn't have adequate tools to update or modernize:
as we move into the 21st Century.)

Further, there is no legislation on the books directing the BLS as to what meth-

odology is to be used in its CPI calculations nor is there legislation even directing
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BLS to create a CPI. (Bipartisan action—even nonpartisan is the order of the day.
Last year a reduction of 0.5 percentage points won the support of 46 Senators, 24
Democrats and 22 Republicans.)

In conclusion, on Sunday’s talk shows, both Gene Sperling, the President’s Na-
tional Economic Council Advisor and Donna Shalala, H'{S Secretary, echoed these
words of caution, that everyone should take a deep breath before rushing to judg-
ment.

In fact, I beg those who would rush to judgment, please don't. For the sake of
future generations, our children and grandchildren, I implore you, don’t allow this
golden chance, this window of opportunity to close.

In nearly 35 years in this town, first as a reporter during John F. Kennedy’s Pres-
idency, I've seen lots of political skullduggery, lots of demagoguery and I believe the
public is finally fed up with some of these shenanigans.

The shrillness may have peaked after nearly everybody seemed to sink into a se-
mantic cesspool over Medicare in the last two years. But that was then. This is now.

I honestly believe that this Congress and this President, working unselfishly to-
gether, and I emphasize unselfishly together, has one of those once-in-a lifetime mo-
ments to make a real contribution toward the solvency of this country's fiscal future.

It’s time to take stock. Stop the politicking. The 1996 elections are behind us.
There's a window of opportunity here for Congress and the President, particularly
the latter, to “seize the moment.” Do what's right. Your country’s citizens, regardless
of age, will remember you for time immemorial, if you do.

Let’s cool the overheated rhetoric. Keep your eyes on the historical prize, if you
will. Too often, in this most political of towns, politics rears its head and harsh rhet-
oric is answered with even more heated responses. Tempers flare. Stakes are raised.
Sides are taken. A line is drawn and no retreat is allowed. Not macho! And the mo-
ment to do something positive is lost, often forever.

But with conciliatory words emanating from both sides of the political aisle (with
an occasional lapse here and there) the time is right, if it's ever going to be, for posi-
tive action.

I would cali on the President and his advisors to ask their allies to keep their
powder dry until this highly complex and technical report and its far-reaching rec-
ommendations can be studied and then acted upon.

Critics and proponents alike have argued this approach so I question the motives
of these who rushed to judgment on the report.

Now, I'll conclude with a tentative rush to judgment of my own. The overwhelm-
ing evidence, not only from the Boskin Report, but from many of the country’s lead-
ing economists, not the least of which includes Mr. Greenspan, points to the need
to implement the Boskin Report. President Clinton can secure his place in history,
or as former New York Governor Mario Cuomo has said, can make his mark, by
doing something about Social Security and Medicare. He can truly take it out of the
political arena by issuing an executive order, directing his Secretary of Labor (nomi-
nee Alexis Herman, who understandably has her own opinion on this issue) to im-
plement the Boskin recommendations.

A few final remarks: A correct CPI will actually help seniors in the long run. 1
saydto President Clinton, Do the Right Thing. Seize the Moment. History Will Be
Kind.

A 1.1 percent adjustment would reduce the budget deficit. Are we balancing the
budget on the backs of the elderly? No. A balanced budget amendment is the best
friend our nation's elderly could have. The debt is the threat to seniors. The average
American over 65 gets $15,456 a year in federal benefits from Washington. Spend-
ing for the elderly is already the highest national priority, claiming 40 cents on
every federal dollar. Defense only gets 15 cents. Under a Balanced Budget Amend-
ment, seniors would get an estimated 43 cents of every federal dollar, or some
$17,000 per year.

As head of a seniors organization, I'm tempted to take the political low road and
demagogue this issue but scaring seniors for political gain is not my purpose.

Why the rush to judgment on the long anticipated Boskin Commission’s report on
the Consumer Price Index. To politicize the issue is to once again ignore the enor-
mous long-range problems facing Social Security and Medicare.

To politicize the issue is a disservice to the highly regard Boskin Commission and
to the equally highly held economists at the Bureau of Labor Statistics.

The President can show real leadership on this issue. By executive order he can
direct the BLS, which works for his Labor Secretary, to adopt the Boskin Commis-
sion’s report.



129

I believe the country has a small window of opportunity here to correct an out-
dated measunnﬁ system which can lead toward a balanced budget, but more appro-
priately, can add years to the solvency of the Social Security system.

SUBMITTED BY SENATORS ROTH AND MOYNIHAN

What America’s Most Renowned Experts Are
Saying and Writing Professionally about

the Boskin Commission Report on the CPI:

‘“Michael Boskin, Ellen Dulberger, Zvi Griliches, Robert Gordon and Dale
Yorgenson have written an excellent report. Their estimates of bias components in the CPI
are very reasonable but perhaps a bit conservative.”

~Professor Erwin Diewert, University of British Columbia,
widely regarded as the world's Jeading expert on index
numbers

“The Boskin Commisslon Report has dons a very careful job in documenting the
upward bias in the CP1. The existence of substitution bias as well as the appropriate
cotrection has been known for a long time, the BLS should finally fix the problem.
Fowever, the Boskin Commission estimate of the upward bias in the CPI due to failure to

_adjust adequately for quality improvements and the incorrect treatment of new goods in
the CPI is likely to be an underestimate. The reason for the under estimate is that the
. consumer surplus...from new goods has not been inchuded in the Report’s estimate.”
C T e -Professor Jerry Hausman, MIT
widely regarded as the leading expert in the economics of
new goods. Also, former Clark medal winner as the
Outstanding American Economist under age 40

“In ray view, the overall assessment is probably accurate: the CPI currently is likely
to overestimate the increase in the cost of living by at least 1 percent per year. .Correction
for new products bias might indicate a significant further upward bias to the CPI...I would
recommend reducing ths CPI adjustment by st least ons half and as much as 1 percent per
year over the next decade.”

-Professor William Nordhaus, Yals Untversity

Expert on quality change and new products and forraer
member, Council of Economic Advisers under President
Carter.

“For reasons outlined in the Boskin Commission report...we know with neas
certainty that the current CPI is off... There is every probability that the upward bias ranges
between 1/2 percentage point and 1-1/2 percentage points per year...If we cannot find a
precise estimate for a certain bias, we should not implicitly choose zezo as thosgh that was
a more scientifically supportable estimate...it is better to be roughly right than precisely
wrong...recent work by staff economists at the Federal Reserve Board has added atrong
corroborating evidence...[to}...the Boskin Comamission.”

-Alon Greenspan, Chairman, Board of Governors,
Federal Reserve Syatem
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Resuits of Survey of Two Dozen Exp:rts on
the Likely Bias in the CPI

Two dozen experts who are:
a) recognized for research in the field and/or

b) ocurrent or former government poticy officials with responaibility
for understanding and acting on these issues and interacting with
government researchers in the area

were asked their best judgment on the likely bias in using the change in the CPI
a3 a measure of the change in the cost of living.

The results were a3 follows (20 of 24 respoaded; 2 said it was not appropriate to
respond):

1. Mean = 1.2%
2 Medisan = 1.1%

3 89% were2 1.0%
95% were 2 0.8%
100% were 2 0.5%.

STATEMENT OF ZVI GRILICHES
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inmhcncwcenmry.uthommmygeumowoomplomchLSh:smmgimumdninvm
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The commission’s report should be read as constructive cocouragement to many of the
improvement efforts already underway at the BLS and to others that are in the planning stage.
BLS {s hampered by difficult measurament problems, limited resources, and the political mines
that surround it. Much of the “error” that we impute to the CPI was well known to the BLS.
Some of it had been discovered and already fixed by them, and some of the other suggested
improvements arc alrcady on its drawing boards. But even if all of our shorter-term suggestions
are accepted by the BLS, and [ expect that most of them will be, cventually, this still would
climinate only about a third of the “bias" identified by us (0.4 percent out of a total 1.1 per year).
To capture the rest in a responsible and convincing fashion will require new data sources and
more research effort by the BLS and the community of scholars around it. Hence, if we want to
do more to avert the consequences of the current over-indexing, which is equivalent to an
unintended tax on all of us, the Administration and Congress will have to bite the builet and
come to a political agreement to fix it by changing the curent indexastion procedures. A
“technical fix"” by the BLS can do only so much. The rest has to be done up-front, not hiding
behind it

An index is just that. Whether it is tha current CPI or the improved Cost-of-Living index
recommended by us, it is right only for the “average” household. It will underestimate the riss in
prices for some, and overestimate it for others. The best that could be expected from such an
index is that there iz no identifiable sub-group for which it is consistently t00 high or too low.
The commission looked carefully into the claim that the trend in the prices paid by ths eldarly is
somehow different from the rest of the population and found little merit in this argument.
Recomputations of the index using more specific weights showed very little difference. The
budgets of the elderly differ primarily in giving more weight to expenditures on health and
housing. The first is one of the areas of greatest change in quality and largest overestimation in
the curcent measures. Recent studies documcnt the fact that almost all of the rise in health
cxpenditures during the last decade has come not from price rises but from increasas in what is
done for the benefit of the patients. In the area of housing the elderly benefit from a quirk in the
construction of the indlex which does not take into account that almast three quarters of them own
their own houses or apartments and hence they are protectad against some of the rise in real.
estate prices and need not be compensated again for it. This, of course, is only true on average,
and there may be, indeed, subgroups that require special attegtion.

The clderly, especially the poor eldedy, do have s valid complaint, not necessarily sgainst
the index but rather its use and interpretation. The index is designed to measure the change in the
cost-of-living for an aversge, unaging houschold in an unchanging environment. But we do
age, our health expenditures do go up, and the environment in which we function also changes
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continuously. All that is, however, cutside the scope of tha CPI, current or “improved™. The CPI
does not rise in a cold winter just because we burn more energy to keep oursslves warm, or
historicalty, because our population is older now and hence requires a higher level of medical
expendi ures. If a new plagus, such as AIDS, were to appear today, it would raise the price of
health insurance. A reasonable treatment of the CP] would not allow this to be interpreted as 2
rise in price but would rather treat it as a change in the qualisy of the coverage provided by the
“standard” insurance policy. Nevertheless, the “0ost” of living for mos: of us woulk! have risen.

The last example points out the fact that not all of the rising cos's of living of the eldarly
are or should be in the index and that not all changes in such an index should be used in indexing
Social Security and other transfer payments. Health costs rise with age and with some improve-
ments in medical technology. These are real drains on the budgets of the elderly (and the rest of
us), but they would be there also if there was no inflation and the response to them bas nothing to
do with indexing per se. Many the complaints sbout the findings of the Commission are really
about the inadequate levels of support for the disabled or for some of our veterans, not about the
escalation formula. They should be addressed head on: Are the SSI payment levels adequate (for
whom?)? One should not try to resolve such difficult questions by applying a faulty escalation
formula to & Jevel of payments which may be wrong for other reasons. Moreover, we should
remember that whatever we decided should be payed out, all of us will have to pay it. Ultimately,
the indexing provisions amount 1o a tax, primarily on the proverbial middle class, and we should
be clear if that is where we want our scarce tax dollars to go.

We have to realize that not all changes in prices can be fully compensated. Unleas we are
careful in defining what we mean by “inflation” we may commit ourselves to an impossible lask.
When OPEC raises energy prices, when AIDS sppears, we all bocome poorer. Indexing was
developed to protect workers and pensioners from monetary inflation on the assumption that
there were gainers from inflation that could be taxed to compeasate the loosers. But many
changes in prices and the cost of living occur in contexts where there are no gainers who could
be justly taxed. If energy prices risc why should not all sectors of the socicty share in this
disaster? Does it really make sense (o tix one group even more 0 that another could escape ths
consequences of this disaster entirely? Because of such considerations, the CPl is ultimately not
the right instrument for indexation. Moreover, we should have the courage to look at the levet of
entitlements directly: how high should they be, how much can we afford, and who should pay for
them. Fixing the CP1 will not solve that, But lesving it unchanged will impose & large unintended
tax on all of us. Hence a searching examination of who really needs support and how we are
going to pay for it s still in order. Neither the current or &n improved prico index will save us

from it.
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STATEMENT OF JAMES E. HARRIS

The CPI is a useful tool to adjust for the cost of living and other related matters.
First, it is a statistical measure and as such it has limitations as should be apparent
by anyone that would care to read “HOW To Lie With Statistics” by Darrell Huff
(ISBN 0-393-31072-10110). This book provides a good lay person’s view on the use
and misuse and understanding of statistics which is vital to the determination of
any creditable CPIL.

Furthermore, it is possible to prove anything by taking a suitable premise. One
premise is that the current CPI is not accurate. This is absolutely true! Why is this?
It is because that the CPI has used the seriously flawed premise that “One size (or
CPI) fits all. This is incorrect! The clear fact is that any CPI is based on the facts
presented as representing “the average family.” This is a figment of one's imagina-
tion that this family exists at all. It does not exist!

A CPI is valid, at best for a very narrow segment of the population. For instance
a CPI for a seventeen year old in the military will be quite different from that of
a seventeen year old in the civilian work world. This changes for every age, status,
location and condition. To think that any (CPl is accurate is a balmy premise in-
deed! Those with the big mouths “exposing” that the CPI is “overstated” or “under-
stated” by some amount are whistling in the dark. There have been NO FACTS pre-
sented to substantiate such drivel! Where did this information come from? These are
exceedingly complex issues and they have been “simplified” by the simplest of peo-
ple. Any CPI that is accurate for me (a 66 year old male, living in Maryland) will
not be accurate for my mother, an 84 year old widow, living in Florida, nor will it
be accurate for my younger daughter, a 30 year old female living in Virginia. There
simply is no elastic that will stretch to fit us all. If this important fact is not recog-
nized then there is no hope for even an approximation to an accurate CPI. For in-
stance my mother does not drive, nor does she own an automobile; therefore all of
the costs associated with automobile (which is a very significant part of a family
budget) ownership and operation are simply not germane!

In a similar way, the medical costs for my mother do not apply to my younger
daughter for the most obvious reasons, viz: My mother specnds more money on medi-
cation, than on food, water and electricity and housing, combined. Likewise, my
mother does not have any mortgage on her home; my daughter has a hefty one.
Therefore any “interest rate factor” has no concern to my mother. In fact, my moth-
er benefits from high interest rates, since she, unlike many (including our Govern-
ment) saved more than she spent, whereas it is a very important factor for my
younger daughter. My mother does not care one bit about college cducation ex-
penses, nor do I since all of mine have graduated!

DO YOU NOT SEE THAT ONE CPI CAN'T POSSIBLY FIT ALL? That someone
is trying to balance the budget on the backs of the senior people of America? Re-
member this: WE VOTE! WE REMEMBER IN NOVEMBER! And we will not per-
mit a CPI that fits all. If there is a CPI to adjust for retirement pay, then in hon-
esty, it must consider the factors that are significant to the people it is to be used
for, i.e. those in retirement. To do otherwise would be patently dishonest to our par-
ents, grandparents and those who went on before us, in short, those who built
America to what it is, that we so proudly hail and is the envy of the rest of the
world!

(133)
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STATEMENT OF THE MILITARY COALITION

(SUBMITTED BY COLONEL STEVEN P. STROBRIDGE, USAF (RET) CO-CHAIR, TMC RETIRED
AFFAIRS COMMITTEE)

Mister Chairman and distinguished members of the committee: On behalf of The
Military Coalition, we would like to express appreciation to the Chairman and dis-
tinguished members of the Senate Finance Committee for offering this opportunity
to express our views on the important issue of adjustments to the Consumer Price
Index (CPI). This testimony provides the collective views of the following military
and veterans organizations, which represent approximately 5 million current and
former members of the seven uniformed services: officer and enlisted: active, Re-
serve, and Guard; and retired and veterans, plus their families and survivors.

* Army Aviation Association of America
Air Force Association
Association of Military Surgeons of the United States
Association of the United States Army
?hiel;iWnrmnt Officer and Warrant Officer Association, United States Coast

juar

Fommissioned Officers Association of the United States Public Health Service,
nc.

Enlisted Association of the National Guard of the United States
Fleet Reserve Association

Jewish War Veterans of the United States of America

Marine Corps lLeague

Marine Corps Reserve Officers Association

National Military Family Association

National Guard Association of the United States

National Order of Battleficld Commissions

Naval Enlisted Reserve Association

Navy League of the United States

Reserve Ofticers Association

The Military Chaplains Association of the United States of America

The Retired Enlisted Association

The Retired Officers Association

United Armed Forces Association

United States Army Warrant Officers Association

United States Coast Guard Chief Petty Officers Association
Veterans of Foreign Wars
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INTRODUCTION

The Military Coalition believes, first and foremost, that the CPL should be as ac-
curate a representation of inflation a3 statistically possible. To the extent that it de-
monstrably overstates or understates inflation, it fluils to exactly fulfill its function
of measuning the effects of inflation, both on the government and on the daily lives
of the citizens.

Making the CPl as accurate as possible should be a primary goal. But the CPI's
accuracy or lack of it is not a matter of assertion. It must be a matter of reproduc-
ible statistical methodology. It must be measured and administered by a process
that examines the full range of available data and is insulated as much as possible
froin political, budgetary or opinion bias.

In short, it is a matter of public trust. Like it or not, the CPI has a pervasive
effect on the operation of the government, the fiscal condition of the Treasury, and
the financial well-being of millions upon millions of Americans. Necessarily, this
means that millions of individuals, froin federal compensation recipients to senior
government officials, have intense personal and professional vested interests in how
the CPI is calculated and applied. Also necessarily, it means that any proposed
changes may generate conflicts among these vested interests. The Military Coalition
believes strongly that the public trust is served best in thig matter by considering
the spectrum of economic opinion and ensuring any adjustments reflect vbjective, re-
producible statistical methodology.

After reviewing the Boskin Commission report and the critiques of other respected
economists, we cannot conclude that the Boskin Commission report met that high
standard. If one accepts the Commission’s bottom-line assertion that the CPI over-
states inflation at the rate of 1.1 percentage points per yesr, this means ucccptinq
that the 1996 inflation rate was actually only 1.8 perccnt, and that the existing CP
calculation entailed a measurement error in excess of 60 percent.



135

The Military Coalition believes the Boskin Commission conclusion represents an
unduly extreme view that must be regarded with considerable skepticism. There are
several criteria upon which we base this opinion.

REPRESENTATIVENESS

Much has been made of the bipartisan nature of the Coimnmission, and this char-
acteristic has been touted as demonstrating the Commission’s lack of political bias.
In addition, the commissioners assert that they would have made the same rec-
ommendations even if the government was running a surplus rather than a deficit.
The Coalition does not doubt the sincerity of either assertion. However, objectivity
is not solely a matter of party or budget politics.

All of the members of the Commission are highly respected economists whose pro-
fessional credentials and personal integrity are beyond doubt. However, we do not
believe that they are representative of the spectrum of economic opinion on the criti-
cal issue of inflation measurement. Many press reports as well as testimony before
this committee indicate that all five Commission members had testified before Con-
gress prior to their appointment concerning their strong belief that the CPI consid-
erably overstates inflation and that, indeed, their estimates of such overstatement
were the largest of the opinion spectrum. So it should come as no surprise that their
final report reflects their previously expressed opinions.

But having such a group of like-minded economists render judgment on an issue
of such broad public and government import must engender considerable doubt
about the impartiality of their findings. In our 200-year old democracy, the most re-
spected and enduring cutcomes arise from the clash and evaluation of competing
ideas. In this regard, The Military Coalition believes the full spectrum of opinion
on the CPI as a measure of inflation must be subjected to standards of prdof, and
the judgments that prevail should be the ones that stand up best to rigorous scru-
tiny. But the rigor of the scrutiny—and the results of it—must be suspect whenever
only one end of the opinion spectrum is sought or considered.

QUALITY ISSUES

The Commission asserts that most of the purported bias in the CPI is attributable

to product or service qualily issues that CPI calculations do not capture.

learly, this is an issue that is relevant to an accurate measurement of the chang-
ing cost of living. For example, when a product is improved so that it lasts twice
as long, the consumer need not repurchase that product so frequently—at least in
theory. However, the methodology and extent of the Commission’s assessments on
quality issues are difficult to rationalize with the experience of the membership of
the various Coalition associations.

In assessing over 30 quality-related areas, the Commission asserted that there
was not a single one of these areas in which there was a deterioration of quality
that would affect the cost of living of the citizenry. In the Commission’s view, a
small number of areas were quality-neutral, and the vast majority demonstrated
significant positive quality changes which should be considered as offsetting a sub-
stantial share of price inflation. The Coalition believes such uniformly positive as-
sessments of quality changes are inconsistent with the experience of the public. A
few examples are illustrative.

Health Care. 1t is extremely difficult to reconcile the Commission's quality im-
provement assertions with the experience of people who have seen the downsides
of managed care, with longer waits to see specialists, insurance-driven limitations
on hospital stays for many conditions, and arbitrary substitution of alternative ge-
neric drugs, sometimes with attendant side effects, for long-trusted medications.
Such changes hold down prices, it’s true—but at a considerable cost in quality. Med-
icare-eligible uniformed services beneficiaries are particularly sensitive to this issue,
as base closures and tightening defense budgets have severely degraded their health
care availability and coverage. Younger service beneficiaries, too, find that substan-
tial numbers of health care providers now refuse to accept their military health in-
surance because of its depressed reimbursement levels and onerous paperwork re-
quirements.

Automobiles. 1t is certainly true that automobile quality has improved, but how
much of this has been offset by longer commuting times and more congested high-
ways relative to the situation of one or two decades ago? How much of a quality
adjustment for costly standard anti-lock braking systems should be offset by recent
news reports concerning the lack of demonstrable evidence that they improve high-
way fatality rates? What quality values should be assigned to the new safety risks
that standard-feature airbags pose for the very young or very elderly?
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Te_chnologny. In many areas, technological innovations that the Commission might
consider deflationary may be of dubious utility to many consumers, particularly the
elderly who would be most affected by a CPI revision. Voice mail may be a conven-
ience for the harried worker, but an aggravating irritant to the potential customer
who finds it nearly impossible to talk to a human being for help with a service prob-
lem. The programmable VCR is an unused mystery to a substantial share of con-
sumers. A parent who spent $2,000 on a com uter%r a schoolchild three years ago
doesn’t necessarily care that the same $2,000 would buy a much bigger and faster
computer today. His concern is that his three-year old computer wil? no longer run
the mmglest new games, because games now take much more memory to run, and
run on CD-ROM vs. diskette. To maintain value for the child, the parent must now
buy a new computer, or sépend $500 to $1,000 on ucrgrades—which themselves cause
new incompatibilities and are likely to be rendered obsolete in two more years. One
1r(1|;l)licit assumption in many quality improvement factors is that the improvement
will yield a longer product life. Clearly, this often is not the case in an era of rapid
technological obsolescence.

METHODOLOGY AND REPRODUCIBILITY

Regardless of whether quality changes represent improvement or delerioration of
value, the change in value must be measuragle if it is to be applied to the CPl.

One of the unsettling aspects of the Boskin Commission’s report is the willingness
of the Commissioners to assign explicit deflationary values to highly subjective qual-
ity judgments. Using the termino og employed by one of the commissioners, such
valuations are “squishy” at best. Assigning explicit CPl deflator values to such
things as air quality are enough to raise the eyebrow of most consumers. While one
might be persuaded that such things could have some level of impact on cost-of-liv-
ing standards, The Military Coalition would expect a considerable degree of caution
to be exercised in such assessments. These are not judgments that we are com-
fortable leaving to any group of officials whose views represent only one extreme
of the spectrum of economic thought.

To the extent such valuations are to be considered, there should be an explicit,
reproducible methodology for making them. To our knowledge, the Commission of-
fered no such methodology, and offered no explicit recommendations for any
formulaic means of incorporating additional quality adjustments into the CPl. The
Commissioner of the Bureau of Labor Statistics (BLS) and other witnesses before
the Finance Committee have testified as to the considerable lengths to which the
BLS already goes to accommodate quantifiable quality changes in the CPI calcula-
tion. We believe this quantitative analysis process is essential to credibility. Where
it can be improved in a reasonable, methodological way, it should be. But plucking
arbitrary deflator (or inflator) values from the clouds of subjective judgment has no
place in CPI formulation.

AGENDA VS. ACCURACY

The level of difficulty and controversy associated with reforming the CP1 is high
precisely because the impacts of any such reform are also extremely large--so IarFe
that any individual or group that strongly advocates or strongly resists a specific
“reform” is perceived by the other side as “havini an agenda.” One side is perceived
as being “bent on balancing the budget on the backs of the people.” Those on the
other are called “greedy geezers” and other epithets.

Any proposal that is perceived as being “stacked” in the favor of one side or the
other inevitably will be viewed with suspicion. Both sides assert they support accu-
racy, but one is suspected of wanting reductions at any cost and the other of want-
ing no change at any cost. Because of the budget circumstances leading to the Com-
mission's appointment, the uniformity of commissioners’ prior views, its dependence
on subjective judgments, and the relatively extreme nature of its bottom-line judg-
ment, the Boskin Commission is seen by many as falling in the former group. Any
who articulate what they believe are issues this Commission failed to adequately
consider risk being lumped with the latter.

In this situation, objectivity and accuracy become the victims. We must do better
than this if we are to earn and win the public Lrust.

THE RISKS OF CUTTING TOO FAR

Much has been made of the potential deficit impact if the CPI overstates inflation
and is not corrected. We must give no less credence to the potential long-term im-
pact on millions of Americans if we pursue an extreme view and “overcorrect” so
that recipients of Social Security, federal retirement, veterans disability compensa-
tion and many others are not fully protected against the ravages of inflation.
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Most of us are familiar with the compound interest charts that show how savings
grow geometrically over time. Critics of the CPI use such charts to illustrate the
potential cost of COLAs 10 or 20 years in the future, and how much savings over
the long term would be generated from even minor reductions in the CPI. But the
same argument has a “flip side,” recognizing that those savings come from reduced
federal payments to individuals.

Reducing the CPI by 1.1 percentage points per year as the Boskin Commission
recommends would gradually but dramatically reduce compensation levels for fed-
eral annuitants over the course of their lives. An individual who starts drawing So-
cial Security at 65 would be receiving about 15% less by age 80, the actuarially ex-
pected lifetime of such a person. A 20-year military retiree—who is forced to leave
the service in his or her 40s because of service “up or out” promotion policies—would
end up receiving 34% less at the same age, because the reduction would be
compounded over a longer period. A typical uniformed services widow or disabled
retiree would end up receiving about 36% less.

The Boskin Commission asserts that these individuals would suffer no lost pur-
chasing power, because the smaller adjustments, even compounded over time, would
accurately reflect inflation. However, it is important to recognize that, since the
Boskin Commission conclusion represents the extreme of economic opinion, there is
a very real potential that a 1.1% annual reduction would yield COLAs that signifi-
cantly understate inflation. Compounded over time, these would victimize federal
compensation recipients via an insidious and ever-growing erosion of purchasing
power, with the greatest impacts on the disabled and survivors who are dependent
upon their federal compensation for the longest time.

Many see even an arbitrary CPI cutback as advantageous, thinking that the risks
to individuals is small because the change is only a little over one percentage point
per year. But understating inflation by 1.1 percentage point (i.e., understating infla-
tion by one-third or more) each year, compounded over time, would subject COLA-
eligibles to an economic “death gy a thousand cuts” that could mean a huge drop
in their living standards in their later years. These long-term individual risks are
no less important- than the government'’s budget risks.

WHERE DO WE GO FROM HERE?

Before, during, and after the Boskin Commission’s deliberations, there have been
four basic options to proceed: (a) reform the CPI calculation methodology as appro-
priate to make it more accurately reflect changes relevant to the cost of living, (b)
agsly an explicit reduction to the CPI measurement for cost-of-living adjustment
(COLA) purposes, (c) develop a new, separate index more attuned to cost-of-living
issues, or (d) convene an “expert commission” periodically to recommend alternative
cost-of-living adjustments.

CPI Calculation Methodology. The Military Coalition believes the first of these al-
ternatives is most approepriate, but that the key must be deliberate, objective, statis-
tically reproducible adjustments such as those that have been introduced already
over the past several years by the Bureau of Labor Statistics. In this regard, BLS
has already made adjustments to the CPI formula that have effectively reduced CPI
growth by .25 percentage points or more annually. Other possible changes are being
evaluated, and the Coalition believes BLS shouldvbe provided the funding necessary
to continue this important research. If this research indicates additional incremen-
tal changes are appropriate, the Coalition poses no objection to such changes, just
as we have not objected to those implemented in the past.

Explicit CPI Reduction. The Coalition does not support applying an explicit, arbi-
trary reduction in the CPI for the purpose of reducing federal compensation COLAs
below inflation adjustments for otﬁer areas Employing such general measures as
“CPI minus 19" or “CPI minus .5%" fail to meet the standards of accuracy and re-
producibility needed to ensure that beneficiaries do, in fact, receive adjustments to
their federal compensation that are adequate to offset the compounded effects of in-
flation over the years. Nowhere is the government's obligation articulated more
clearly than in the Committee Print of Title 37, United States Code, that has been
published periodically over several decades by the House Armed Services (now Na-
tional Security) Committee: “{The COLA] reflects the progressive effort made by
both the Executive Branch and the Congress to develop an automatic mechanism
which would in the last analysis guarantee [emphasis in the original] every military
retired member that the purchasing power of the retired pay to which he was enti-
tled at the time of retirement would not, at any time in the future, be eroded by
subsequent increases in consumer prices.” Applying any “standard reduction” to the
CPI for COLA purposes, regardless of changing circumstances and CPI fluctuations
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from year to year, does not fulfill the commitment to protect military retirees and
other compensation recipients from the actual year-to-year impact of inflation.

Alternative “Cost-of-Living Index.” The Military Coaf);tion is not convinced that the
issues entailed in measuring the changing cost of living differ from the issues of
measuring inflation in a way that any such difference can, in fact, be measured in
a meaningful way. Unless that can be demonstrated objectively, any attempt to con-
struct a new index is likely to be viewed with the same skepticism as the CPI or,
for that matter, the Boskin Commission findings.

“Expert Commissions.” The Coalition strongly opposes the appointment of a com-
mission or commissions in order to recommend separate COLAs for federal com-
pensation recipients, independent from inflation a {ustments as measured by the
CPL. Any objective measurements that can be developed can also be incorporated
into the CPIL. At best, appointing periodic “COLA commissions” to recommend sepa-
rate judgments would compromise government-promised inflation protection via in-
troduction of subjective, if well-meaning judgments. At worst, it would politicize the
process and risk “stacking the deck” in any given year with commissioners leaning
toward austere or generous COLAs, depending on the budget or political concerns
of whichever persons or institutions would have authority to appoint the commis-
sioners.

RECOMMENDATIONS

The Military Coalition believes that it is of utmost importance to maintain and
foster public faith in the CPI as an accurate measure of inflation. To the extent that
objective, statistically reproducible research determines demonstrable inaccuracies
in the CPI, these should be corrected with appropriate formulaic adjustments.

The Coalition believes strongly that public faith in the accuracy of the CPI can
best be maintained by reposing oversight responsibility for this important index
with an agency that enjoys a high degree of public trust in its objeclivity, technical
professionalism, and resistance to political influence. In our view, that agency is and
should continue to be the Bureau of Labor Statistics. The Coalition believes the BLS
has been making reasonable and prudent efforts to improve the accuracy of the CPI
in measuring inflation. With adequate funding for additional BLS rescarch, there
may be the possibility of accelerating any additional changes that may prove appro-
priate.

The Coalition does not support any arbitrary reductions in the CPI for COLA pur-
poses or giving any po!iticalll)y appointed commission direct oversight over either the
CPI or the COLA adjustiment process.

We very much appreciate this opportunity to offer the Committee our collective
views on this very important matter.
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