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OVERSIGHT OF THE BUREAU OF LABOR
STATISTICS: FIXING THE CONSUMER PRICE
INDEX

WEDNESDAY, APRIL 30, 1997

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON HUMAN RESOURCES,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:10 a.m., in room
2203, Rayburn House Office Building, Hon. Vincent Snowbarger
(vice chairman of the subcommittee) presiding.

Present: Representatives Shays, Snowbarger, Towns, Barrett,
and Sanders.

Ex officio present: Representative Waxman.

Staff present: Lawrence J. Halloran, staff director and counsel,
Christopher Allred, and Robert Newman, professional staff mem-
bers; R. Jared Carpenter, clerk; and Ronald Stroman and Karen
Lightfoot, minority professional staff members.

Mr. SNOWBARGER. We are going to call the committee to order.
Chairman Shays is not able to be with us, at least for the first part
of the hearing, so I will be chairing until his arrival.

The purpose of this hearing is to examine how the Bureau of
Labor Statistics maintains the accuracy of the Consumer Price
Index. The subcommittee will consider how the CPI should be
made more accurate. The hearing will also discuss the avoidable
and unavoidable biases in the CPI.

I am a strong supporter of indexing benefits, and especially
taxes, for inflation. Ordinary Americans should be guaranteed that
the taxes they are required to pay are based upon fair and accurate
statistics, and that the benefits that they receive are accurately cal-
culated to address their needs. I look forward to hearing from the
panelists today as they discuss these important issues.

Let me be clear, I understand and believe that the calculation of
the CPI is the responsibility of the Bureau of Labor Statistics. It
is not the job of Congress to be involved in the calculation of the
CPI, nor should it be. This would raise the danger of politicizing
economic statistics, such as what happened in the Soviet Union.
Also, if changes had to be made legislatively, the opposition party
would demagog the issue, as some White House officials were pre-
pared to do in the past election.

Congress does have the oversight responsibility to ensure that
BLS is calculating the CPI accurately, as current economic method-
ology and technology allow. The CPI is one of the most important
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economic statistics calculated by the Federal Government. Its cal-
culation is critical in determining how the Government will make
benefit adjustments to offset the effects of inflation. Cost of living
adjustments to Social Security, SSI, the Civil Service Retirement
System, the Federal Employees Retirement System, veteran’s pen-
sions, child nutrition, and food stamps are directly affected by the
CPI. In addition to benefit adjustments, income tax rates are also
indexed based on the CPI, so as to lessen bracket creep.

In 1961, the Stigler Committee identified several problems asso-
ciated with the calculation of the CPI. In fact, some of the concerns
raised in today’s Boskin report were recognized by the Stigler Com-
mittee 35 years ago. I am troubled to see that these problems per-
sist, and I am eager to hear what the BLS is doing to address these
concerns.

According to CBO estimates, starting in 1996, a 0.5 percent an-
nual reduction in the CPI growth would have reduced the Federal
budget deficit by $209 billion between fiscal year 1996 and fiscal
year 2000. These numbers stress the need for this committee to ad-
dress the questions raised by the Boskin Commission, and the
Boskin Commission’s assertion that the CPI is overestimated by
1.1 percent annually. If the Boskin report is accurate in its assess-
ment that the CPI is overstated by 1.1 percent annually, then Gov-
ernment would overcompensate for inflation in the years fiscal year
1996 to fiscal year 2000 about $400 billion more than the actual
increase in the cost of living.

The loss here is not to the Federal Government; the loss is to the
American taxpayer, who is required to pay more to perpetuate this
inefficiency. If taxpayers are to be spared this undue burden, then
BLS must eliminate the bias in the CPI. Since so many decisions,
both in the Government and the private sector, are based on the
CPI, any inaccuracies in the CPI have a ripple effect that causes
even greater distortions in our economy. The question of CPI accu-
racy is a multibillion-dollar question, and finding the answer is
critical to the work we are undertaking to make Government more
efficient and less burdensome. I do not necessarily want the CPI
lowered or raised; I just want it to be an accurate reflection of the
true economic conditions and as accurate as possible.

Again, I would like to thank the chairman for holding this hear-
ing. I look forward to the witnesses’ testimony and questions.

I want to indicate one of the statements in the chairman’s state-
ment that I want to make sure everyone understands, in terms of
the presumptions that we have going into this hearing. “It now ap-
pears that there is not going to be any externally imposed CPI fix
as a part of the 1998 Federal budget.” That’s as it should be. “The
rendering of national economic statistics should be based on sound
principles and valid data. The CPI should be immune to political
manipulation, both external and internal.”

So, because of those presumptions, we're very interested in find-
ing out how we can get to as accurate a CPI as possible.

With that, Mr. Waxman.

[The prepared statement of Hon. Christopher Shays follows:]
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Christopher Shays, Connecticut
Chairman
Room B-372 Rayburn Building
Washington, D.C. 20515
Tel: 202 225-2548
Fax: 202 226-2382

Statement of Rep. Christopher Shays
April 30, 1997

It now appears no externally imposed Consumer Price Index (CPI) “fix” will be part of
the fiscal year 1998 federal budget. So it is particularly timely that today we ask the Bureau of
Labor Statistics (BLS) to describe the Administration’s plans to improve the accuracy and
protect the integrity of this most important national economic measurement.

The rendering of vital national economic statistics should be based on sound principles
and valid data. The CPI should be immune to political manipulation, both external and internal.
Guided by these principles, our concern today is not just the degree of bias in the current CPI, but
the degree to which the BLS is implementing an impartial, ongoing and effective process to
enhance CPI methodology and data.

Suggestions of potentially significant upward, and downward, biases in the CPI are not
new. Some weaknesses have been apparent since inception of the price index. The “fixed
market basket” approach produces a relatively rigid measurement, one inherently insensitive to
product substitution by consumers. The difficulties of quantifying the impact of new products
and quality improvements were also noted more than 35 years ago.

Only recently has BLS begun to address these longstanding issues in broader, some might
say bolder, terms than was evident in previous, limited adjustments or experiments. Today, we
will hear about the Administration’s plans for near-term CPI improvements, the BLS research
agenda and their plans to improve the quantity, quality and timeliness of CPI data.

In the longer term, the challenge will be to make sure a static CPI is not distorting our
view of an increasingly dynamic economy. Modifications must keep pace with fundamental
changes in products, prices and contsumer behavior or the Consumer Price Index will become
less accurate, and therefore less useful as the basis of cost-of-living calculations.
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Our second panel of economists will address these issues and offer their views on both
short and long term improvements to the CPL

1t has been said statistics are often difficult to swallow, impossible to digest. Statistics
like the CPI can seem shrouded by an impenetrable cloud of arcane economic theory and
complex statistical formulas. We look to those entrusted to calculate key economic indices, our
witniesses today, for clear answers and unequivocal assurances regarding the continued
impartiality and accuracy of the CP1.

Welcome, and thank you for being here.
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Mr. WAXMAN. Thank you very much, Mr. Chairman. I want to
thank you for holding this hearing, and I want to express my con-
currence with your statement.

The CPI involves many complex issues, and any change in that
index is going to affect millions of people. I believe that any revi-
sion to the CPI should be made by the expert statisticians and
economists at the Bureau of Labor Statistics.

Revising the CPI should not and must not be a political decision.
During the last several weeks of budget negotiations there has
been much speculation over whether an adjustment to the CPI
should be part of the budget package. In fact, today’s newspapers
report that, in behind-the-scenes talks, negotiators are discussing
adopting “experimental inflation indexes.”

According to the reports, the cost of living measure would not be
expressly changed, but an assumption to make those changes
would be built into the budget deal. The formula mentioned could
cut the CPI by as much as one-half of a percentage point.

I strongly oppose any change in the CPI that is motivated solely
by budget-balancing expediencies. CPI savings should not be used
as some last-minute filler for a hole in the budget, particularly for
a budget that contains deep cuts in Medicaid, the health care pro-
gram for the very poor, and, in my view, unjustifiable tax cuts for
the wealthy.

It is essential that a CPI fix not result in a budget that achieves
balance by irresponsibly sacrificing the interests of Social Security
recipients, veterans, and other hard-working Americans, so that
the money they have earned is redistributed to the wealthiest in
our country.

Let’s keep politics out of the CPI. We should all support addi-
tional funds to continue the work of BLS as a first-rate agency and
fully support the professional decisions that its experts make based
on the facts. I don’t want to see this budget build in some assump-
tion that will exert pressure on the Bureau to live up to that expec-
tation. I think it is completely inappropriate to do that.

When the President presented his budget, he made certain as-
sumptions based on the BLS expectations of what the CPI would
be. We ought to stand with that and not change it for any political
reasons, in order to deal with lack of sufficient revenues or cuts to
bring the budget in any kind of balance.

I think this is a hearing well worth having. It is important for
us to look at these questions, and I thank you very much, Mr.
Chairman, for holding it.

Mr. SNOWBARGER. Mr. Sanders.

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

I concur with Mr. Waxman. These are important hearings, and
I'm glad that we are holding them.

I find it curious that there is so much attention being paid, in
the last year, to the CPI. Having been involved in politics for a lit-
tle while, I have the feeling that that interest is not just because
of intellectual curiosity on the part of Members of Congress but, as
Mr. Waxman indicated, has something to do, perhaps, with the
budget process.

What I fear very much is that there are some people in Congress,
or maybe in the White House, who would like to use a change in
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the CPI to balance the budget in a way that I consider to be very,
very unfair.

Mr. Snowbarger, you mentioned earlier about the Soviet Union.
Remember, in the days of the Soviet Union, when they didn’t reach
their quotas, all they would do is change the quota. So I fear very
much now, instead of changing the economy to protect our elderly
or our working people, what we are going to do is change the sta-
tistics and tell them, “Hey, you didn’t know it, but things are really
much better than you thought. You thought you were working
longer hours for low wages, but we have new statistics to tell you
you've never had it so good.”

Elderly people in my State can’t afford their prescription drugs.
They can’t afford to heat their homes. And I think, I fear very
much that there are some people who would like to tell those folks,
“You're wrong. Things are really good. Look at the statistics.”

I would say, Mr. Chairman, not having done an exhaustive study
on the issue, but based on my own personal observations and read-
ing a little bit about it, that for senior citizens, at least in some
parts of this country, not only is the CPI not too high, it probably
underestimates the increased costs that they incur in a given year.

Perhaps Ms. Abraham will discuss that later, but I can tell you
that, in my State, a lot of our senior citizens spend a lot of their
money on health care, health care needs, prescription drugs. My
understanding is that the cost of health care is going up consider-
ably higher than the cost of inflation, in general.

In my State, where the weather gets 20 below zero, people spend
a lot of money on home heating fuel. The cost of home heating fuel
is going way up. Now, I understand that computers are going
down, but most of the senior citizens in my State, who are trying
to get by on $7,000 or $8,000 a year, are not investing many thou-
sands of dollars in computers.

So I would argue that, based at least on what I see, for security
who are on Social Security, probably the CPI underestimates the
increased costs that they deal with every year. I would very strong-
ly oppose any effort to cut the CPI as a back-door way of balancing
the budget.

What I fear very much is the politics of this whole issue, because
I can see that it would be very easy for politicians to get up there
and say, “We’re not cutting Social Security; we're just readjusting
the CPI. And we're sorry, the senior citizen who is trying to get by
on $7,000 a year, you're going to get $100 less. But that’s not a cut;
that’s just a readjustment.” I hope that this Government does not
stoop to that level.

Thank you very much, Mr. Chairman.

Mr. SNOWBARGER. Mr. Towns.

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

Thank you for holding this important and timely hearing. While
most Americans have no idea how the Bureau of Labor Statistics
calculates the Consumer Price Index, all of us are greatly affected
by the calculations. The CPI affects everything from interest rates
to taxes, to Social Security payments. In a very fundamental way,
the CPI plays an important role in the quality of life for the citi-
zens of our country, especially our senior citizens.
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For years, some economists have argued that the Consumer Price
Index significantly overstates inflation. Other economists have ar-
gued that the CPI is a reasonably good measure of inflation, need-
ing only modest adjustments.

Reaching a consensus between these divergent points of view will
be difficult and extremely complex. However, with Congress and
the administration seeking the least painful way to balance the
Federal budget, the CPI debate has suddenly become a significant
factor in the budget negotiations. That is wrong.

Our need to balance the budget should not drive a decision about
whether to change the Consumer Price Index. Economists at the
Bureau of Labor Statistics should make these decisions, not the
Congress. These decisions should be made by the experts.

We need to examine how any recommended changes will affect
the working men and women of our country, our senior citizens,
and our Nation’s poor. We must be careful not to balance the budg-
et on the backs of those who can least afford it.

I would like to join my colleague, Congressman Bernard Sanders,
in saying that we need to be very sensitive to the needs of our sen-
ior citizens and people that have to pay a tremendous amount of
their money, in terms of health care, and providing services for the
poor. We need to be very sensitive to those kinds of issues.

Mr. Chairman, I would like to welcome all of our witnesses
today, and I look forward to working with you on this issue. But
I want to say right up front, I have some deep concerns when I
think about Members of Congress getting involved in this process,
when I think it should be left totally up to the experts.

Thank you.

Mr. SNOWBARGER. Mr. Barrett, do you have an opening state-
ment?

Mr. BARRETT. No.

Mr. SNOWBARGER. All right.

I think, with that, we are ready for our first panel today, and
that is Ms. Katharine Abraham, who is the Commissioner of Labor
Statistics at the Department of Labor.

Ms. Abraham, I would ask if you would stand, please. This is
something we put everyone through that comes before the com-
mittee.

[Witness sworn.]

Mr. SNOWBARGER. With that, welcome to the committee, and we
look forward to your testimony.

Before you go on, let me get a few housekeeping things out of the
way. First of all, I would ask unanimous consent that all members
of the subcommittee be permitted to submit an opening statement
for the record, and that the record remain open for 3 days for that
purpose. Without objection, so ordered.

I ask, further, unanimous consent that all witnesses be per-
mitted to include their written statements in the record, and that
the record remain open for 3 days for that purpose. And without
objection, so ordered.

[The prepared statement of Hon. Dennis J. Kucinich follows:]
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@ Opening Statement  2F Rep. Denis T Kucmich

Hearing on the Accuracy of the Consumer Price Index
April 29,1997

Mr. Chairman, I°d like to thank you for giving the subcommittee the k
opportunity to learn more about the consumer price index, arguably the most
important statistic in our lives.

The CPI is tmportant to business. It is used by American corporations in
every aspect of their business. It is used by government as a basis for the
Cost of Living Adjustment to protect senior citizens, veterans and children
from the erosion of their benefits.

The CPI is as complicated a statistic as it is important. The issue of accuracy
is not new. The BLS has devoted a lot of consideration and study to the
many different aspects of their calculation of inflation. The BLS does not
dispute that there are “biases” in their calculation. They acknowledge that
there are factors that influence the calculation of inflation.

The context of today’s hearing is that there is a lot of pressure to revise the
CPL. We recognize that there is considerable pressure to do so in order to
make it easier to balance the budget by decreasing the cost of living
adjustment that protects benefits payments from erosion.

1 look forward to hearing from the Bureau of Labor Statistics today
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Mr. SNOWBARGER. Ms. Abraham.

STATEMENT OF KATHARINE G. ABRAHAM, COMMISSIONER OF
LABOR STATISTICS, DEPARTMENT OF LABOR, ACCOM-
PANIED BY WILLIAM BARRON, DEPUTY COMMISSIONER OF
LABOR STATISTICS

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

I do have a written statement that I would like to submit for the
record. In light of the specific questions that I understood the sub-
committee was to focus on, however, my remarks this morning are
oriented toward talking about the actions that the Bureau of Labor
Statistics has taken and is considering taking to make the CPI the
best possible measure it can be.

I would be happy, of course, to answer any questions that you
or other Members might have about my submitted testimony,
which examines some of the difficult conceptual and operational
issues that have been raised about the use of the CPI as a proxy
for change in the cost of living, including such things as the appro-
priate treatment of substitutions made by consumers in their pur-
chasing decisions in response to changes in relative prices, changes
in the quality of goods and services, and the increased availability
of new goods and services in the marketplace.

As you well know, interest in CPI measurement issues has
heightened dramatically in the last few years, particularly in light
of the impact of the index on Federal expenditures and receipts.
Many, if not most, of the issues under discussion originated with
research produced by the Bureau of Labor Statistics staff.

I am proud to be able to say that the BLS has a long tradition
of being in the forefront of price measurement research and oper-
ational innovation. A list of the many improvements the BLS has
made to the CPI over the years is attached to my formal statement.

I would like, if I could, to draw the subcommittee’s attention, in
particular, to the series of improvements in the index the BLS has
made in the last 2 years alone. These improvements include the
identification and solution of the so-called “formula bias” problem,
and the introduction earlier this year of a new approach to the
measurement of prices for hospital services. We previously have es-
timated that the various improvements made during 1995 and
1996 have probably had the net effect of reducing the rate of
growth of the CPI by about 0.2 percentage point per year. Some of
the changes made it grow slower. There was one change, in par-
ticular, that probably led to an index that grew slightly faster.

In addition, earlier this month we commenced publication of a
new experimental measure that, under certain conditions and as-
sumptions, may better reflect consumer substitution within CPI
item categories than the existing measures. Evaluation of the geo-
metric mean formula underlying the new measure likely will lead
to its partial adoption in the official CPI, which would address, in
the terms of the Boskin Commission’s report, the lower level sub-
stitution bias.

We will make a decision by the end of this year as to which CPI
categories should employ this geometric mean formula, and we will
introduce these modifications into the official index, most likely
with the release of data for January 1999. Our estimate is that this
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will reduce the rate of CPI growth by somewhere between zero and
a quarter of 1 percent per year, depending on how many and which
CPI categories are modified to use the geometric mean approach.

I also would like to report that the critical activities associated
with the periodic CPI revision, for which we first requested and re-
ceived funding from the Congress in 1995, remain on course. The
CPI for the month of January 1998 will include new expenditure
weights, updated from the 1982 to 1984 weights currently in use
to weight based on data for the 1993 to 1995 period. The Congres-
sional Budget Office has estimated that this change will reduce the
annual rate of increase in the CPI by 0.2 percentage point per year.

Further, I am pleased that the BLS has been able to propose a
series of steps to strengthen the statistical and methodological in-
frastructure of the current CPI program. In addition to the funds
to continue the CPI revision, as previously described, our 1998
budget seeks about $2 million in new funding that will make it
possible for us to begin the work needed to ensure that future CPI
revisions can be conducted more rapidly.

The same proposal includes funding to support enhancements to
our methods for dealing with the changes in the quality of items
consumers purchase, which, again, referring to the Boskin Commis-
sion report, was one of the big issues that they focused on, and also
the emergence of new goods in the marketplace, another important
issue.

Finally, the funds we have requested also would allow us to
produce supplemental measures that account for substitution
across item categories, the so-called “upper-level substitution bias,”
in a way that is not possible in the official CPI.

I have tried to be brief in identifying the actions that we have
underway to improve the CPI. I would, of course, be happy to de-
scribe any of these in greater detail or, indeed, to respond to any
questions you might wish to ask.

Thank you.

[The prepared statement of Ms. Abraham follows:]
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Testimony of
KATHARINE G. ABRAHAM
COMMISSIONER OF LABOR STATISTICS
bef;)re the

SUBCOMMITTEE ‘ON HUMAN RESOURCES
HOUSE COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT

APRIL 36, 1997

I ‘a;ppreciate the opportunity to testify today -in response to the Subcommittee’s
questions about the actions the Bureau of Labor Statistics (BLS) has taken and will be
taking to iniprbve the accuracy of the Consumer Price Index (CPI). To provide some
context for the activities I will describe this morning, I also will discuss some of the
meaéurement issues raised in the December 1996 report of the Senate Finance

Committee’s Advisory Commission to Study the Consumer Price Index.

It is important to note at the outset that tile BLS has a long tradition of being in the
forefront of price measurement research and operational innovation. Attached to my
statement is a document listing many of the improvements to the procedures used in
constructing the CPI that the BLS has made over the years (Attachment A). I would
particularly draw the Subcommittee’s attention to those improvements introduced over
just the past two years, including steps taken in 1995 and 1996 to identify and resolve

the so-called “formula bias” problem, and the introduction earlier this year of a new
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approach to the measurement of prices for hospital services. These refinements are
indicative of the Bureau’s ongoing commitment to keeping its measures as accurate

and up-to-date as possible.

The Bureau, in fact, has efforts currently underway and future activities planned that
will further improve the accuracy of the index. Just this month we have beguﬁ issuing
a new experimen£al measure that is designed to help us in identifying the best way to
address the so-called “lower-level” substitution bias in the CPI (which I will describe
at greater length a bit later in my testimony). I also am pleased that the President’s
Fiscal Year (FY) 1998 budget includes a program increment that will allow us to take
several additional 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 devoted to
the early identification of new goods as tl-ley become available in the marketplace, 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 believe Would provide closer
approximations to the change in the cost of living than the currently published CPI. '
At the appropriate points in. my testimony, I will indicate the relationship between

these current and planned activities and the issues raised in the Commission’s report.
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The Advisory Commission’s report begins with one overarching recommendation:
“The BLS should establish a cost of living index (COLI) as its objective in measuring
consumer pricés.” 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, operatiéna.l decisions about the
com@ction of the index. Puttiné 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 objective of our CPI
program ought to be, though we disagree to some extent about what changes to the
index would be feasible and prudent and about the timetable on which those changes

could be implemented.

More specifically, the Commission’s report-l foc;uses 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-ievel components. The Commissi(;n believes that these components togethe;r
impart an upward bias in the CPI of 0.4 percentage point per year. The second broad
issue involves how best to treat changes in the quality of goods and services that
cons@ers buy, changes m how and where tﬁose goods and services are 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
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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 ﬂle Commission members, ] 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 goods and services represents an
upper bound on the change in the cost of living. Indeed, for many years, the BLS has

attempted to explain éxacﬂy this point.

Operationally, as the Corr;;ni.ssion suggests, suﬁsﬁtution bias may show up at two
level‘s. By way of background, the CPI is constructed by first aggreg;mng the roughly
90,000 price quotations collected each month to form a series of subindexes for
categories of items such as “Apples,” “Men"s Shirts,;’ and “Prescription Drugs,” and
then aggregating thése subindexes to form the overall CPL. The formula used to
aggregate the individual price quotations to form the subindexes does not account for
consumers’ ability to substitute across items within item categories when the relative
prices of those iterﬁs chénge ~ 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 substitutiqn
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.



15

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 aliow for the potential substitution among items
within a category, such as between different varieties of apples, when the relative
prices of those items change. The proposed a;ltemativc formula, termed the geometric
mean formula, is based on a different assumption about consumers’ substitution
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 assumption underlying the
geometric mean formula is likely to provide a close approximation in all cases. It may
be more plausible to assume that consumers substitute freely 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 electric power
companies in an area. As I indicated earlier, the BLS has begun issuing a monthly
experimental measure that is constructed using the geometric mean formula in all
index components, and will make a decision by the end of this year as to which

components of the official CPI should employ the geometric mean formula..

Upper-level substitution bias occurs because the formula currently used to aggregate
CPI subindexes ignores the fact that consumers substitute across item categories when

relative prices change. Here, however, the nature of the operational problem faced by
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the BLS is a bit different than that at the lower level of item aggrcgaﬁon, The
detailed data neéded to account for lower-level sﬁbstituﬁon in the calculation of CPI
subindexeg are simply pot available. In contrast, at the upper level of item
aggregation, the BLS does collect information on consumer expenditures across item
categories, like apples, men’s shirts, and prescription drugs. Therefore, it is péssible
to construct a measure that accounts for substitution across those item categories in
response to relative priée changes, though not on the same-schedule as the current CPL
The expenditure information required to construct such a measuré -- one of the so-
called superlative indexes -- is available only with a lag, 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 experimen{al basis, and would be happy to produce‘ »
them to a higher standard of precision and reliability. Thus, we are receptivé to the
spirit of the Commission’s recommendation that we produée an annual superlative -
index as a supplement to the official monthly CPI, and will be able to make
substantial headway in this regard if we receive the FY 1998 program increase we are

requesting.

Recognizing the unav.oidable 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 iﬁdex The Commission has suggésted, for-example,
that ﬁpdating the index’s expenditure weights on a continuous rather than a périodic |
basis and char;ging the formula for aggregating subindexes might make the CPI behave

more like a superlative index. The BLS is, of course, open to :exploring this sort of
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option, as can be seen in the variety éf 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 superlative measures, albeit with a lag, and thus
convincingly deal with the “substitution bias” problem. I believe we would gaih litile,
and possibly de much dan}age to the credibi]ity of our statistical system, if we were to

move hastily to adopt untested techniques for producing the official CPL

Bepause it has received so much attention, I have 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 percentage point per year, or nearly two-thirds of the total of
1.1 percentagé 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 plioperiy for the value to consumers of newly
available goods, together with deficiencies in the way the CPI freats differences in the

prices charged at different retail outlets, constitute a serious problem.

Before commenting on the evidence marshaled by ithe Commission in support of its
conclusions in the quality/new goods area, I would like to note that the BLS airéady
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 Commission,
that BLS makes few or no such adjustments.) Although I would readily acknowledge

that our adjustment procedures are not perfect, they do have a very important effect on
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the rate of price change the BLS reports. The best available information on this point
applies to a CPI subindex covering roughly the commodities and services component
of the market basket (about 70 percent of the tétal, with shelter the largest exclusion).
During 1995, this subindex would have risen by 3.9 percentage points had these
procedures nét been appliéd. Because of their application, however, the subindex
actually rose by only 2.2 percentage points over the year. Roughly speaking, these
figures imply thét the adjustments made by iﬁe BLS for changes in the qua}itsf of these
goods and services amounted to 1.7 percentage points over the course of a single year.
(These figures are somewhat different from those 1 reported in other testimony earlier
this year. We have reﬁne;i our prior estimates principally to exclude some “quality
adjustments” that.are made to account for changes in units of measurement or
‘package size that might not normally be .thoﬁght of as quality change.) I would add .
that the BLS also has established procedures for bringing new items and new outlets
into the index. The expenditure share information used to aggregate the CPI
subindexes is updated bnl}? 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 ccnéiderable share of the resources available fér producing the'C,PI are devoted
to ensuring that the sample of items priced is representative of what consumers

actually are purchasing.

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
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bias remains. The report’s approach to assessing this residual bias is to divide the
index into 27 categories, and then to make a judgment about the magnitude of the bias
in each case. Unfortunately, thé evidence applicable to many of tﬁese categories is

rather sparse.

In sorﬁe of the categories, absent evidence, the Commission is forced to fali back on
its best judgment. The food and beverages categories are perhaps the best examples;
the Commission’s estimates of upward biases in these categories rest exclusively on
not implausible, but unsulistantiaiad, Jjudgments regarding the value to consumers of
increased variety on grocery and liquor store shelves, together with the value of greéter

choice in restaurants.

In other céses, members of the Commissiop have produced evidence that bears on the
trend in prices for particular sorts of items.- I c;annot say, however, that this evidence
always leads me to the same conclusions as those reached by the Commission. The
Commission’s estimate that the growth in prices of new and used cars has been k
cverstﬁted by 0.6 percentége point per ye:;r 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 fatter assumption, however, is
incorrect; attached to my testimony is a document listing some of the many durability-
related model changes for which adjustments have been made in the CPI over the past

few years (Attachment B). ‘
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The Commission’s estimate that the CPI has overstated the rate of growth of apparel
prices by 1.0 percentage point per year since 1985, to take another example, rests on a
(;omparison 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 chayged by a sihgle catalogue merchant, I am skeptical of any index 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 ex-istence of
negative biases in the CPI. Other analysts have hypothesized re&uced convenience and
comfort of air tfavel, and deteriorating quality of higheréducation, as examples of
quality decreases that are ignored in the CPI. More generally, whereas the
Commission notes some service quality improvements, such as the introduction of
automatic credit-card readers at gasoline pumj)s, the BLS often hears complaints about
broad-ranging declihes in the quality of customer ‘service, which are equally difficult to

incorporate 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 improvements.
The BLS commonly adjusts for quality differences between successive models by, in

effect, treating the difference in price between them as wholly attributable to a
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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 potential

problem.

Close to half of the quality/new goods bias the Commission believes exists in the
overall CPI is judged fo oceur in just two aréas 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.

Frém a BLS perspective, the most important question aboui 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 announced
important improvements in our methods. These include changes in our hospital price
measurement procedures, effective with the data for January of this year, and
prospective changes in our sample rotation procedures that will allow us to update item
samples in rapidly changing market segments more frequenﬁy than once every five
years (at the cost of less fiéquent updates in-more static market segments). In
addition, the FY 1998 budget we are submitting would allow us to make important
progress in the quality/new goods area, by supporting greater ﬁse of techniques thét

explicitly account for changes in the characteristics of items being purchased and
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‘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 shop ought to be treated.
Current CPI procedures treat purchases of a particular item at different retail outlets as
distinct transactions; the prices at the different stores are never directly compared.
This could impart an upw?xd bias to the CPI if, for example, stores offering lower
prices but comparable ser\;i‘Ce gained in market share. As a practical matter, 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 helpful in

devising appropriate procedures for dealing with changes in outlet mix.

All of this, however, leavés us a long way from having a complete solution to the
quality/ne;;v goods and new .outlet problems the Commission believes exist with the
CPlL. There is much of wl.lat the Commission discusses that we do nét 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? Again, I would answer yes. We are,
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however, a very long way from being able to measure the value of that variety, and
thus a very long way from being able to reflect the value of increased variety in the

v monthly CPl. We have been actively working on potential uses for scanner data in the
CPI, one of which might be to allow us to idcntify new product introductions soon
after they occur. Unfortunately, the techniques available for measuring the gaiﬁs in
consumer welfare from those new products (and the losses from product
disappearances) are in their infancy, and may never be adaptable for implementétion 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 problems --
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
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 f:ould have expected. This improved
mébility undoubtedly would be of value to those who benefit from the improvement in
technique, but there is no obvious 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 enable
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us to make significant proéress on a number of the issues we have discussed here
today. Although I believe that ;zve can make important improvements in'the CPI, I do
not bélieve 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 ami exercise jud'gment accordingly concerning whether and how the data

ought to be used.



Change

New Construction

Quality Adjustment of New
Automobile Prices

Sample rotation

Rental Equivalence

Retum from Sa!e Price
Imputation

Rental Equivalence
Enhanced Seasonal Products

Methodology

Quality Adjustment of Used
Car Prices

Aging Bias Correction
Imputation Procedures for
New Cars and Trucks

Quality Adjustment of
Apparel Prices
Discount Air Fares

Sample Augmentation
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ATTACHMENT A: IMPROVEMENTS TO THE CP1

Date

1966
1967

1981
1983

1984
1985

1987

1987

1988
1989
1991

1991

1992

Description

Rent samples augmented with units built after 1960.
New automobile prices adjusted for quality differences
after model changeovers.

Introduced a systematic replacement of outlets
between major revisions.

Changed homeowners' component from cost of
purchase to value of rental services for CPI-U.
Introduced procedure to eliminate downward bias due
to items discontinued by outlets that went out of index
with discounted prices.

Changed homeowners' component to value of rental
services for CPI-W.

Enhanced methodology used for seasonal items by
expanding the number of price quotations to allow
selection of products from alternate seasons and

eliminate under-repr: ion of such items.

. Used car prices adjusted for differences in quality after

model changeovers. )
Rental values adjusted for aging of the housing stock.
Price changes for non-comparable new models imputed

" using only the constant-quality price changes for

comparable model changeovers.

Regression models used to adjust appare} prices for
changes in quality when new clothing lines introduced
and eliminate bias due to linking product substitutions
into the CPL

Substitution rules modified to expand pricing of
discount airline fares.

Increased the number of outiets from which prices are
collected to replace sample lost through sample
attrition. .



New Models Imputation
Hotels & Motels
Seasonal Adjustment

Quality Adjustment for
Gasoline

Generic Drugs

1992

1992

1994

1994

1995
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_ Refined imputation methods used when introducing

new sample items into the CP1L.

Samples for hotels and motels quadrupled to reduce
variances related to seasonal pricing.

Procedures for seasonal adjustment revised to eliminate
residual seasonality effects.

Treated “reformulated” gasoline as a quality
improvement and adjusted the price to reflect quality
difference. Impact of the change estimated.
Introduced new procedures which allow generic drugs
to be priced when a brand drug loses its patent.
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ATTACHMENT A: IMPROVEMENTS TO THE CPL CONT.

Food at Home Base Period
Prices

Rental Equivalence

Composite Estimator Used in

Housing

Commodities and Services Base
Period Prices

Hospital and Related Services

1695

1995

1995

1996

1997

Introduced seasoning procedures to eliminate upward
bias in setting of base period prices of newly initiated
iterns.

Modified imputation of homeowners' implicit rent to
eliminate the upward drift property of the current
estimator. : ’

Replaced composite estimator with a six-month chain
estimator. Under-reporting of one-month rent changes
had resuited in missing price change in residential rent

- and home-owners' equivalent rent: Old estimator also

produced higher variances.

Extended food-at-home seasoning procedures to
remainder of commodities and services series. Base
period prices left unchanged in most noncomparable
substitutions.

Reclassified item strata to better reflect shifts in patterns
of treatment. Shifted to pricing services on selected
patient bills to reflect altemative reimbursement
methods and to improve quality adjustment.
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ATTACHMENT B: EXAMPLES OF NEW CAR RELIARILITY/DURABILITY

QUALITY ADJUSTMENTS IN THE CPI SINCE 1992

e, Tmproved corrosion protection - body, electrical system, fuel
tank, pump, shocks, brakes and cables

‘s Increased warranties
+. Body side cladding
». Sealing improvements
». . Stainless steel exhaust
. Longer life spark plugs - 100,000 mile life
. Tmproved steering gears
».  Powertrain improvements
s, Dextron Il transmission flnid - 100,000 mile life
+. Water pump front face - 150,000 mile life
<. Battery saver.
+. Increased catalyst load - 100,000 mile Life
=~ Rugst resistant fuel injection -100,000 mile |
. Clearcoat paint
s, sided galvanized steel body panels
. Serpentine drive belt
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Mr. SNOWBARGER. We don’t want you to be spooked by the light.
If you have more to offer, we would be happy to give you the time.

Ms. ABRAHAM. No, that was perfect timing.

Mr. SNOWBARGER. All right.

I would like to start off with a question that really kind of goes
to the heart of, I guess, why this seems to be in controversy, and
that is that we, as a Congress, have determined that whether it’s
tax brackets, or whether it’s benefits of all kinds, these should
somehow be adjusted for cost of living. Could you explain for the
committee the difference between a Consumer Price Index and a
cost of living index?

Ms. ABRAHAM. The main conceptual difference between a cost of
living index and a Consumer Price Index is that, ideally, a cost of
living index would take into account the fact that, when prices of
some things go up, prices of other things go up, at least in relative
terms; that consumers can change their buying patterns in such a
way that they don’t need as much more money to achieve the same
level of well-being as they would if they just kept buying what they
were buying to begin with.

The cost of living measure would take that into account. The
Consumer Price Index, which is based on tracking the cost of a
fixed market basket of goods and services, historically has not.

There are a whole set of other issues related to trying to track
the cost of living, which have to do with how you take into account
changes in the quality of goods and services. That’s all very dif-
ficult. But, in principle, what you would want to do for a cost of
living measure would be the same as what you want to do with
putting together the Consumer Price Index.

Maybe one other comment: When we talk about the Consumer
Price Index, we describe it as an upper-bound approximation to a
cost of living index; a particular cost of living index. It’s the cost
of purchasing the things that people buy out-of-pocket, assuming
that nothing is changing in the environment, that taxes are not
changing, that the quality and quantity of public services provided
is not changing. So it’s an approximation to one particular cost of
living measure.

Mr. SNOWBARGER. Would it be fair to say that a number of the
criticisms that came out of the Boskin report are basically criti-
cizing CPI for not being a cost of living index, as it should be, or
as they would envision it to be?

Ms. ABRAHAM. The discussion of substitution bias is really that.

Mr. SNOWBARGER. Well, substitution bias, but also trying to fig-
ure out these decisions, how people both substitute outlets and
goods in their buying patterns.

Ms. ABRAHAM. Yes. All of these issues relate to things that, in
the commission’s view, would need to be addressed to make the
index more closely approximate the cost of living.

Mr. SNOWBARGER. One of the concerns that I have is how long
all this seems to take. I mentioned in my opening statement the
Stigler Committee report back in 1961, and then I also think I read
last night, in perhaps testimony that you gave to another com-
mittee, maybe it was the Budget Committee, that there are certain
things that your office has had under consideration for as many as
10 years.



30

Can you explain? I will try to locate the statement for you, but
that maybe you have been looking at the substitution question for
that period of time.

Ms. ABRAHAM. It may not be 10 years, but I understand the
thrust of your broader question.

Mr. SNOWBARGER. The broader question is—well, let’s take the
Stigler Committee report. Can you tell us what BLS has, indeed,
addressed in changing things over the last—well, I guess that
would be over 30 years.

Ms. ABRAHAM. Thirty-five years.

Mr. SNOWBARGER. Thirty-five years. In trying to address that
committee’s concerns, and then, like I said, it seems like there has
been some anticipation of problems that the Boskin report brought
out for a long period of time, whether it’s a decade or not. Maybe
just address the timeframe.

Ms. ABRAHAM. Let me try to do that. As I read the Stigler Com-
mittee report, the main issue with which it was concerned was the
representativeness of the set of items that were being priced for the
Consumer Price Index at that time.

At that time, as most countries still do, the United States put the
Consumer Price Index together by drawing up a list of specifica-
tions of items to price, and then sending people out to collect prices
for those things. There is a concern, if you do that, that what you
end up pricing isn’t going to be representative of what people actu-
ally purchase, and the Stigler Committee report was very con-
cerned with that.

In response to that report, the Bureau of Labor Statistics went
through a period of research and, in 1978, implemented a funda-
mental change in the way we put together our Consumer Price
Index, which involves going out and doing surveys to find out
where people shop, going into those stores and taking steps to en-
sure that the items that are priced are representative of what peo-
ple are actually buying in those stores.

So there was really a fundamental rethinking of how we put the
index together that, in my view, is very important to the quality
of the index. I think, in that respect, what we do is ahead of, better
than what any other country I'm aware of does.

Mr. SNOWBARGER. Right. And I guess—not to interrupt—well, I
am interrupting. Sorry about that.

Ms. ABRAHAM. That’s OK.

Mr. SNOWBARGER. My concern is that we have a 1961 committee
report, and here we say that in 1978 we made dramatic changes.
That’s 17 years.

Ms. ABRAHAM. Right. These are very complicated programs.

Mr. SNOWBARGER. I guess that’s what I need to have explained
to me. Why does it take so long to make the adjustments once
these potential inaccuracies or biases are pointed out?

Ms. ABRAHAM. I wasn’t here. I was in elementary school in 1961.
So I can’t speak to all that was going on over that period of time.

Mr. SNOWBARGER. I understand.

Ms. ABRAHAM. But I do know, again, from looking at the report,
that although it contained ideas about issues that needed to be ad-
dressed, it didn’t have a blueprint for how to go about doing that.
There was an awful lot of thinking that had to go on between the
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time this issue about representativeness of the items being priced
was raised, and that got thought through, and procedures that it
would be possible to put in place were developed, funding for imple-
menting those procedures was received, and so on.

It seems like a long time. I'm not sure, given what was involved,
that it could have been a lot shorter. There are issues that prob-
ably are more pertinent to the current discussion, though, and
maybe I could speak to those.

Mr. SNOWBARGER. I've really run out of time. I will take the
chairman’s prerogative to allow you to answer my question, then
we will go to Mr. Towns. Go ahead, if you want to talk about the
more current issues.

Ms. ABRAHAM. Other issues that were raised, and have been
around for a long time, have to do with substitution bias and the
quality of goods and services that are purchased, as well as new
goods that come on the market.

With respect to the substitution bias, the Bureau, in the context
of the 1978 CPI revision, took some steps that subsequently have
led to our being able to estimate the magnitude of substitution
bias. The surveys that collect the data that have allowed us do that
got put in place in 1982, and over some subsequent period of time,
we have been able to analyze those data.

You need a long time series to figure a lot of that out. So that’s
part of the answer on just generating the information as to how im-
portant that effect was. It has been well known that the CPI, be-
cause it tracks the price of a fixed market basket of goods and serv-
ices, didn’t take that into account.

The Stigler Committee report talked about quality in new goods.
Other people have talked about quality in new goods and how you
adjust for those. This really is a case where recognizing there is an
issue and having ideas that let you do something about the issue
are quite different things. I would say, at this point, that we do not
have, from the economics profession, from other experts who might
be able to advise us, from our own work, tools and techniques that
would let us address the issues that have been raised.

Mr. SNOWBARGER. Thank you.

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

Is there evidence that some groups in our society, such as the el-
derly, face a higher rate of inflation? If so, how does the Bureau
of Labor Statistics adjust for this higher inflation?

Ms. ABRAHAM. That is something that we know, I would say, rel-
atively little about. The CPI, as you know, is an average measure
that covers the whole population, the whole urban population.
Some years ago at the request of the Congress, we began producing
an experimental Consumer Price Index for the elderly. We did that
by taking data that we had collected for the regular CPI and just
reweighting it in accord with the pattern of expenditures of elderly
consumers.

That index has, over the period for which we have produced it,
tended to go up a little bit more rapidly than the overall index,
maybe three-tenths of a percentage point per year, largely because
of the higher share of medical expenses in elderly consumers’ budg-
ets.
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But there are some real caveats to interpreting that measure. We
didn’t go out and do special surveys to find out just where elderly
consumers shop, so the stores we go to are the stores where every-
one shops. And when we went into those stores, we didn’t collect
data on the items that elderly consumers were buying. So I think
that there are some real caveats as to how accurate this measure
is.

There is also an issue in that we know that it’s very difficult, to
adjust appropriately for the changes in the quality of medical care
that have occurred over time in tracking the cost of medical care.
The bigger share of medical care expenses is the main reason why
the experimental index for the elderly has gone up more rapidly
than the overall index.

Mr. TownNs. So then would you agree that we should get more
information before we move forward?

Ms. ABRAHAM. I would not presume to give you advice as to what
the right policy course might be. I can describe for you the informa-
tion we have, but I wouldn’t presume to advise you as to what you
ought to do with it.

Mr. Towns. I think the point I'm making is, it seems to be some-
what incomplete. That’s the point I'm making. I mean, even with
the information that we have.

Ms. ABRAHAM. Yes. We put together the best measure we could
construct, given the information we had and absent extra resources
to go out and construct a whole new index. There are some caveats
attached to it.

Mr. SANDERS. Would the gentleman yield for a second on that?

Mr. Towns. I would be glad to yield.

Mr. SANDERS. I think Mr. Towns raises, to me, what is perhaps
the most important point, and I'm a little bit surprised by your an-
swer. How many people are on Social Security in America? What
do we have, 40 million; 35 million people? Many of them are strug-
gling just to survive on $7,000 or $8,000 a year. Mr. Towns sug-
gests, and I would tend to agree with him, that perhaps the cur-
rent CPI underestimates their increased costs.

Then when he asked you if you've looked at that, you say we
know very little about it. Gee whiz, I mean, a lot of people in
Vermont are barely getting by. I would hope that we would know
a lot about it and you would be able to tell us, yeah, the CPI for
seniors is X or Y. How come we know very little about this very
important issue?

Ms. ABRAHAM. This is an issue in which the Congress has been
interested. We do, as I indicated, produce an experimental meas-
ure. To go out and collect the data that would be required to
produce a measure that didn’t have these caveats would mean in-
creasing the number of elderly people that we interview to find out
where they shop; when we go into stores, trying to figure out which
items they are purchasing; and separately tracking the prices of
those items.

You would really be talking about, in essence, duplicating the
whole program of data collection that we have in place to produce
the Consumer Price Index.

Mr. Towns. Well, I think, in a growing population, we need to
take another look at this. But anyway, I'm going to move on.
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Would you agree with Dean Baker, who is a well-known econo-
mist at the Economic Policy Institute, who is going to be here—he’s
in the room now—on our next panel, that if the CPI has been sig-
nificantly overstating inflation, we would need to throw out much
of the economic research carried out over the past 40 years? Do you
agree with that?

Ms. ABRAHAM. Clearly, if the CPI is dramatically overstated,
then a lot of what we think we know about the rate of growth of
real wages, and so on, needs to be modified.

Mr. TowNS. I'm happy to hear you say that. Let me just ask one
other question. I know my time is up.

Mr. SNOWBARGER. Go ahead.

Mr. TowNs. Go ahead? OK. Thank you.

Let me just say, you argue persuasively that the Bureau of Labor
Statistics has made adjustments to the CPI to reduce much of the
formula bias problems. You make a strong argument, but how do
you account for the fact that many of your colleagues disagree with
you, including the advisory commission? Why do you think they
disagree?

Ms. ABraHAM. Different people can look at the same evidence
and end up reaching different conclusions about it.

Mr. TownNs. That further points out what Mr. Sanders said. That
part sort of frightens me.

Ms. ABRAHAM. Let me try to be clear on that. There are some
pieces of what has been looked at that I think there is general
agreement about. The CPI is tracking the cost of a fixed market
basket of goods and services, and we know that that’s going to tend
to mean, because it doesn’t take substitution behavior into account,
it’s going to tend to overstate what’s happening to the cost of living.
We can agree about that.

We also can agree about how to measure that effect. I don’t have
numbers at this point. By the end of the year, when we’ve made
our decisions about the use of the geometric mean formula in the
index, we will have an estimate of both upper level and lower level
substitution bias. I think, at that point, we will not only be able
to agree there’s an issue, we will be able to agree on the magnitude
of the associated bias.

It’s when you get into talking about things like quality change,
new goods, new kinds of outlets that different people looking at the
evidence can end up in a different place. From my point of view,
the evidence is quite sparse, and it’s hard to draw firm conclusions.

Mr. TowNS. Let me go to my real question, and then I am going
to yield.

Ms. ABRAHAM. These were just warm-ups?

Mr. TownNs. As we talk, right as we speak, the leadership of our
Nation are currently considering legislative changes to the CPI. As
a way to reduce the Federal budget deficit, what would you rec-
ommend to these negotiators?

Ms. ABRAHAM. I would have no recommendation. My role, as I
see it, is to try to describe, as accurately as I can, what kind of a
measure the Consumer Price Index is, if that’s something people
are interested in. It would not be appropriate for me to get involved
in discussions about how that measure was going to be used.
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Mr. TowNs. Let me try one other thing. Let me try one other
way, Mr. Chairman.

Mr. SNOWBARGER. Good luck.

Mr. TownNs. Thank you.

What would a downward adjustment of the CPI of 1.1 percentage
points per year, as recommended by the advisory commission,
mean for middle-income families, senior citizens, and the poor?

Ms. ABRAHAM. That’s not something we’ve done any calculations
on. The Congressional Budget Office might have done such calcula-
tions or the Council of Economic Advisers. You would have to go
to someone else. We don’t have that sort of information. That gets
into the use of the index, and that’s not something we’re really in-
volved in.

Mr. TownNs. Mr. Chairman, I yield back.

Mr. SNOWBARGER. Thank you, Mr. Towns.

I would announce to the committee that we are going to go with
10 minutes worth of questioning. I think I overstepped my time
limit, so we will grant that to everyone else. And with Chairman
Shays’ approval, I think we will go on down the line.

Mr. Waxman, would you care to question?

Mr. WaXMAN. Thank you very much.

Today’s newspapers report that, in the budget negotiations, there
is talk about building in an assumption about what the CPI adjust-
ment may be, based on your recommendations yet to be deter-
mined.

Ms. ABRAHAM. So I read in the paper.

Mr. WAXMAN. And there has even been talk about a 0.5 reduc-
tion. Do you know what professional judgment went into the con-
clusion by some people in these negotiations that there ought to be
a 0.5 reduction?

Ms. ABRAHAM. No, I don’t.

Mr. WAXMAN. Were you consulted on this number?

Ms. ABRAHAM. I certainly have had conversations with other offi-
cials in the executive branch and on the Hill concerning things we
have planned, what the potential impact of things we have planned
on the index might be, things that we are unlikely to be able to
correct in the monthly index, and what the bias associated with
those things might be. I'm thinking of the upper level substitution
bias, in particular.

I don’t know what the basis for someone thinking that things we
would do would slow the rate of growth of the index by half a per-
cent per year might be.

Mr. WAXMAN. Well, it seems unusual to me that the people who
are the technical experts are now being consulted but not listened
to. And it appears it’s a political judgment that may be made in
these negotiations.

You indicated, if there is no change in the law that mandates a
different adjustment, you may be coming up with an update of the
CPI including use of a geometric mean index, and this may reduce
the CPI, if at all, up to a quarter percentage point. Is that correct?

Ms. ABRAHAM. Probably not that much. I say that for the reason
that it’s unlikely that we would adopt the geometric mean formula
across the board. It would be slowing the index by a quarter per-
cent per year if we did adopt it across the board.
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Mr. WAXMAN. So that would be the maximum we might possibly
see.

Ms. ABRAHAM. Based on the evidence we have as to the effect of
doing that, that’s right.

Mr. WAXMAN. And then would this change be incorporated into
the CPI?

Ms. ABRAHAM. Yes, it would.

Mr. WAXMAN. Could you walk me through the timing of that?
You indicated you are going to make some announcement in Janu-
ary 1998.

Ms. ABRAHAM. We hope by the end of this year, this calendar
year, so December 1997 or January 1998, to be able to make an
announcement as to the change we have decided upon. We would,
at that point, be able to provide an estimate, based on historical
experience, of the likely impact of what we’re proposing to do on
the growth rate of the index.

Our historical practice is to give users of the data substantial ad-
vance notice of changes we’re going to make in the CPI, to consult
with our business and labor research advisory committees. It has
also been our historical practice to make changes effective with
data for January, so that it’s at the start of a calendar year. Fol-
lowing that precedent, I would think the most likely date for mak-
ing a change would be January 1999.

Mr. WAXMAN. If you made that change in January 1999, would
it be fair to say that the earliest savings would be incorporated in
the year 2000, or later?

Ms. ABRAHAM. I have, to be honest, only a limited understanding
of how all of these indexation formulas work. Based on what I
know, that sounds correct.

Mr. WAXMAN. So we see no budget savings to be realized as a
result of any adjustment in 1998 or 1999, and therefore any budget
agreement that contains budget savings of 0.4 or 0.5 percent reduc-
tions in CPI in 1998 and 1999, would result not from a BLS deci-
sion but from a political decision by the budget negotiators.

Ms. ABRAHAM. I can’t think of anything that we are likely to do
that would have any immediate impact on the rate of growth of the
CPI, other than introducing the new, updated market basket in
January 1998, which we announced a long time ago, and which I
think is already well taken into account in people’s thinking about
the budget.

Mr. WAXMAN. So would you agree that, if there is to be savings
in a CPI adjustment, it would have to be through legislation that
mandates it, not through BLS?

Ms. ABRAHAM. As I said, there is nothing that we have planned
between now and January 1999, that I would anticipate would
have an impact on the rate of growth of the index.

Mr. WAXMAN. Thank you very much.

Thank you, Mr. Chairman. I yield back the balance of my time.

[The information referred to follows:]



36
JUN 171997

Honorable Henry Waxman
House of Representatives
Washington, D.C. 20515

Dear Congressman Waxman:

At the April 30 hearing of the Subcommittee on Human
Resources of the House Committee on Government Reform and
Oversight, you asked about the trends in earnings of workers
in different parts of the earnings distribution.

I have enclosed two charts and several tables containing
data on workers‘ earnings that you may find of interest.
The data are from the Current Population Survey (CPS), a
monthly survey of some 50,000 households. Since 1979 a

subset of those regponding to the survey each month have
been asked to report their usual weekly earnings.

Enclosure 1 is a chart that shows median usual weekly
earnings of full-time wage and salary workers aged 25 years
and over by educational attainment, for each year from 1979
through 1996 in constant (1996) dollars. 1In 1979, college
graduates earned 38 percent more than high school graduates
($§743 versus $538, in 1996 dollars). By 1996, the
percentage advantage in earnings enjoyed by college
graduates as compared to high school graduates had risen

to 71 percent (3758 versus $443, again in 1996 dollars).
Enclosures 2A and 2B contain the data that were used in the
chart, together with some additional information. You will
notice that the educational attainment categories changed
slightly in 1992. This change had a modest effect on the
comparability of data in particular educational categories
over time.

Enclosure 3 is a chart that shows weekly earnings of
full-time wage and salary workers aged 25 years and over at
the upper limits of the first, fifth, and ninth deciles of
the earnings distribution, for each year from 1979 to 1996
in constant (1996) dollars. At the first decile level of
earnings, for example, ten percent of a given population
earn less and ninety percent earn more. Between 1979 and
1996, the ratio of earnings at the 90 percentile of the
earnings distribution to earnings at the 10*" percentile
rose from 3.65 ($1,065 divided by $292) to 4.45 ($1,113
divided by $250). Enclosure 4 shows a distribution of
usual weekly earnings of full-time wage and salary
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Honorable Henry Waxman-—2

JUN 171997

workers aged 25 years and over by sex at the upper limits
of selected deciles and quartiles, in both current and
constant (1996) dollars.

If you have any questions about these data, please let me
know, or have a member of your staff call Philip Rones of
my staff on 202-606-6378.

Sincerely yours,

Katharine G. Abraham
Commissioner

Enclosures
CKerr
KGA/OEUS/st

cc: Gen.F. Com. R.F. Abraham Cong.Liaison Kerr
Rones Nardone Herz
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Mainment, arnudl avernages. 1976-66 in current doliars.

stai coth sexes

Enclosure 2A

3tle 1A Medan usuai weekly earmings of tull-time wage and salary. workers 25 years and over by sex and educctional

4 vears of high school or mare
7 7 1 Cotege. 4 years ot more
e e | or s Rars) High school. d vears | Cotlege, 1 ;
ear S 1e1 g serost Tetal g 1= A yeors Total 4 years only
1979 1 4268 3210} s280 5249 5282 $344 $320
198C 286 222 302 266 304 376 352
1981 308 240 324 286 324 407 385
1082 327 248 349 302 351 438 a0
1983 343 256 365 31 363 461 423
1984 362 263 382 323 382 485 454
1985 379 270 308 333 399 506 a8
1986 391 78 410 344 409 525 497
1637 403 84 422 350 421 564 513
1938 414 288 438 368 430 585 527
1089 427 67 457 375 452 60% 563
1990 a5C 3Ca 478 38¢ 476 639 595
1901 468 309 49) 398 490 567 608
+gh school graducte or more
Scme college or associate degiee College graduates
Lessthana high | High schoot T Some college.} Associate Bachetor's
Tt | senool aioiema | 19! graduates, no college foral no degree degree fotal degree
1992 | $480 33127 $499 $404 5485 $475 $509 5697 $640
1993 493 316 312 416 495 484 819 716 661
1994 500 207 32 421 499 487 522 733 670
1995 510 09 338 432 508 496 537 747 686
1966 520 317 256 443 S18 504 556 758 697
~OTE Since 1992, daia 21 educational attanment have been based on the "highest diploma or degree received”

rather than the "rurmcer of vears of school completed.” Data for 1994 forward are not directly comparable
with gata for 1993 and eartier vears due to the CPS redesign
Scurce Bureau of Lakor Statistics, Current Population Survey.
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Tapke 1A Medicn usudl weekly earnings of fulitime wage and salary workers 25 years and over by sex and ectucational
attanment. arnudt averages, 1979-96 in cutrert acllars

Total, men
4 vaars of righ sshool of more
_jtessthand veans] | High scheol. 4 yeors | Callege, 1

Year | ol a1t Pagh sencol oral ot ' 3 veors 4 yecs only
1979 | 8314 5252 | 5334 $308 $329 3381
1980 139 267 362 327 358 411
1981 372 286 392 3% 389 453
982 393 23 415 37 411
1983 407 301 430 388 422
1684 422 308 483 30 46
1785 443 314 476 a7 472 ¢
3588 463 321 488 ale 485
1987 ar? 324 &R 423 497
1988 487 332 510 437 503
1989 500 346 523 450 $17
1990 514 352 549 460 544
1991 1 525 3521 569 472 565 &

High schoot groduate of more

Some college or associate tegree College graduates

rorgt | eSS thanahighl High schoot Ttent Some college.} Associate ¥ Bochelors
OIS L onoot digtoma fotal groduates. rocoteel 0O no degres degree ordt degres
1992 | 8539 $385 | 5879 $480 $557 $541 $587 $793 §736
1993 550 360 592 488 874 564 91 807 757
1094 578 342 607 494 587 578 07 826 756
1995 588 347 618 567 94 588 413 845 m
1998 309 357 531 56 04 593 625 974 795
NCOTE Since 1992, data on educationa attainment have been Bosed on the "highest dipiema or degree received”

sather than the “rumber of years of school completed.” Data for 1994 forwerd are not dirgctly comparatle
with data for 1993 ond sorier yeors due 1o the CPS redesign.
Source: Bureau of Labor Statistics, Current Population Survey.
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“arie 1A Median usual weekly earnings of full-time wage and salary workers 25 years and over by sex and egucational
Manment, 2nnual averages, 1979-06 in current dollars

Totol women
4 years of high school or more
; College. 4 years or more
. Less than 4 years Hign school. 4 years | Coilege. }
ecr { Total ot ugh schoo Total anly 10 3years | 4 years only

1379 | s198 $152 | S206 $185 s211
1280 213 164 24 200 231
1081 233 175 247 217 255
1682 255 184 269 236 204
o33 268 195 282 246 288 §
192 283 200 298 289 305 [
1985 296 202 311 268 37 B
1956 308 208 323 277 330
TI87 321 214 340 288 347
1388 335 221 385 298 360 B
1989 361 231 37 304 379
1950 370 241 389 315 395
195 388 250 405 320 409

High schoot graduate o more

Some coliege or associate degree College graduates

Less than @ high High school Tot Sorme coliege, [ Associate Bachelor's
Total | Chool diploma | 12" lgracuates, no colege] 1 nodegree | degee | 1O degree
1992 | $400 $256 | sal6 $337 $408 $395 §445 $594 $545
1993 416 264 435 348 423 | 407 471 o1 573
1064 42t 257 a42 351 423 408 461 634 587
1905 428 262 451 356 427 412 468 644 598
1966 444 268 466 365 442 423 482 657 608
~CIE Since 1992, dota on educctional attainment have been based on the “highest diploma or degree received”

father than the "number of years of school completed.” Data for 1994 forward are nof directly comparable
with gata for 1993 and earlier years due to the CPS redesign.
3ource Bureau of Labor Statistics, Current Population Survey.
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Enclosure 28

“able 18, Medion usudl weekly earnings of ull-time wage ond salory workers 25 vears and over by sex and educationgt
attainment, annual averages, 1979-98, n constant (1996) doltars
"ol both sexes

4 vears of tigh schocl or more

. ’ Less than 4 vears) Migh scrool dvecrs | College. 1
va0 Tata of gk school fotal only o 3 vears
1979 $£73 5454 3605 $538 5609
1980 3545 5423 $575 $806 $579 g
1981 $532 s414 $559 5494 $559
1982 §832 5403 3567 5491 8571
1983 8540 3403 $575 549G $572
1984 5547 3397 3577 $488 $577
1985 $983 $394 5580 $486 $582
1986 $560 $398 3587 $492 $586
1987 $557 5392 5583 5492 5581
1Be 8549 3382 $681 5488 $57C
1989 $540 $376 3578 $474 3572
1990 $540 $365 3574 3463 $571
1991 3539 S356 3566 3458 $564

High schoo! groducte of more
Some coliege o associcte degree Coliege graduote:
Less than a high Higih schoot graduates,| Sorne college,i Associate
Toral schoel diptoma Total no collegR Total no degree degree Totar

1902 $537 s3] 3558 $452 $542 5531 $569 776
1903 $535 $343 | 3556 5452 $537 $526 §564 $777
1994 $529 $328 $553 $446 $528 $51& $553 §778
1995 §825 $318 3554 5445 $523 8511 $553 $7¢3
199 5520 §317 3556 5443 $518 $504 $556 $75¢

NQTE: Since 1992, data on educational aftainmant nave been based on the highest diploma o degree received”
rather than the "number of years of schoot campleted.” Data tor 1994 farward are not directly comparoble
with date for 1993 ang earlier years due to the CPSredesign. Constant aollar medicn earnings were colculated
using the CPIL U as the defiator for the current gollor medion eamings senes.

Source. Bureou of Labor Sratisiics. Current Peputation Survey.
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Taple 1B. Median usual weekly eamings of wull-hme wage ard solar, aomers 25 years and over by sex and educationat
AMainmer* annual gveraqes. 1979:25 in canstant (1996) dcilars

‘oral men
4 vears of high school or more
TISGE, X 7S o
3 meve
Ve Less than 4 vears| High screai 4 .25 | College. 1 ]
Yeor Total of hugh school Total ey 1o 3years | Total dvears oriy
1979 $679 $545 $722 M $7H1 l $856¢ S8z
1580 $645 5508 $691 % 5682 $813 S78%
1981 S642 8494 $678 $673 5820 $782
1982 $639 $476 8675 668 ¥ $818 $75%
1983 $641 s474 $677 $665 $816 $7¢8
1984 5637 $465 $684 $674 5849 $795
1085 S646 5458 8694 5638 $860 SB12
1330 $663 $460 $699 3694 $885 $840
1587 3659 5447 5689 $686 $902 $840
1588 $646 $440 5676 3667 $901 $824
1989 $633 sazg $662 5654 $892 $8zz
1590 $617 5423 $65¢ $653 5891 5822
1991 $605 5405 $655 $651 5882 $8°2
High schoo! graduate or more

Some college or associate degree College graduates
. tessthanangn{ ,  _  [Hignscrcc gracustes. . Some college.{ Associate Bachelor s

70100 s ehool diplorno oral ne coilege foral no degree degree fotdl degree
1062 $603 $397 $648 3537 $623 5605 5656 $887 882z
1963 5607 8391 $643 $530 $623 5612 5642 $876 $8zz
1994 S610 §362 5643 3525 se21 $612 S643 $874 S80C
1995 $608 8357 3636 $522 $614 $605 5631 $870 §764
1666 $599 5357 S631 3516 S604 $503 $625 $874 $762

NCTE. Since 1992, data on educotional attanment have Seen based on the “highest dipioma or degree received”
rater than the “number of years of school compieted ™ Dara for 1994 forward are not directly comparable
witn data for 1993 and earlier years due to the CPS fedesign  Constant dollar medion earnings were catculated
using the CPI-U s the deflator for the current dellar median sarmings series.
Bwreou of Labor Statistics. Current Pepulation Surves

Source!
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‘aple 18 Median usual weekl ¢ sarmings of fuli-tme wage and salaty workers 25 years and ovet by sex and educational
Sttainmient annudl gveniges, 1979-96 in zenstant (199¢) dollars

" 510l wemen

4 vears of high school or more
GIEge. T years o
e
. Lessinan dvears] | Hign schocl. 4 vears | College. 1 | . o
Year fofal 1 nign schoot oral oniv to 3 vears Total  {dvearscr
1979 $421 $328 $445 $40C $456 85N 8827
1980 $406 s312 $427 $383 5440 $552 $5i2
1981 5402 ss02|  sa26 $375 $440 $549 $507
1082 $415 5299 3437 5384 $448 §563 $5°7
1983 $422 $307 S4a4 5388 5454 $581 $532
1984 $427 $302 $450 5391 $461 $589 §547
1985 $432 $295 $453 5391 $462 $604
1986 $ad1 $208 $462 §397 5472 $624
1987 $443 $296 $470 3398 5479 $644
1088 S444 $293 $47% $395 $477 $643
1980 $444 $292 $469 $385 5480 $642
1900 $a44 5289 $467 3378 5474 $643
1991 $447 5288 $467 $37¢ $471 $649
-igh school groduate or more
Some college or associate degree Coliege graductes
Less than @ high High school graguates, Some coliege.} Associcte - Bachelors
Tota! scheal diptoma fotal no coliege Total no degree degree fotal degree
1992 $a47 $286 $465 $377 $456 $442 $498 $664 $609
1993 $452 $287 $472 3378 $459 $442 $s1 $663 s62z
1994 $446 272 $468 $372 $448 $432 $488 $671 S62°
1995 Sa41 §270 S464 5367 $440 $424 5482 $663 S615
1966 $444 $268 $466 $368 5442 $423 $482 5657 S60E

NOTE. Snce 1992, data on educational gttainment have been based on the "highest diploma or degree received”
rather than the "number of years of school completed.” Data for (994 forward are not directly comparable

with data for 1993 and earlier years due to the CPS redesign. Constant dollar median earnings were calculated
using the CPI-U as the defiator for the current dolior median earmings seres.
Source' Bureau of Labor Statistics, Current Population Survey
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Mr. SNOWBARGER. Mr. Shays.

Mr. SHAYS. Mr. Chairman, I got here late because I was testi-
fying before some other committees. I'm really happy to have my
colleagues ask questions. I would suggest this is such important
testimony that Members may want to have a second round. So I'm
not asking to get the last word, but I will let my colleagues go
ahead of me.

Mr. SNOWBARGER. OK.

Mr. Sanders.

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

Let me restate a concern that I have. I think that it is not an
accident that there is such a preoccupation with the CPI. I frankly
believe, as others have implied, that this is a back-door way to bal-
ance the budget. I think it’s a cheap way. I think it’s a vulgar way.
And I think it’s going to come down on the backs of the elderly and
the poor, rather than look at corporate welfare, military spending,
tax breaks for the rich.

There are some people who think they can save a few bucks by
telling a senior citizen in Vermont, who is trying to survive on
$7,000 a year, “We can take away $100 from you.” And I think that
stinks.

No. 2, I wrote to Bob Reich a while ago, because this whole issue
of how you develop statistics is so very important. We hear a whole
lot of statistics floating out there. And what we’ve been hearing for
the last year, every time you read the newspaper, is, the economy
is booming. Right? The economy is doing great.

Yesterday we learned that the CEOs of major corporations saw
a 54 percent increase in their compensation. So I'm sure the econ-
omy is doing very well for them. And yet I read today, on page A—
22 of the Washington Post, about the Employment Cost Index.
Now, that is, as I understand it, the cost that an employer incurs
in terms of wages and benefits.

Now, what it says in the Washington Post, and the information
comes from the Labor Department, is that for the 12 months end-
ing in March, the ECI was up 2.9 percent, the same as for the year
ended in December, 2.9 percent. That tells me that for workers, in
fact, their total wages and benefits went below the cost of inflation.

What was inflation last year, over 3 percent?

Ms. ABRAHAM. I don’t have those figures here.

Mr. SANDERS. I thought it was 3, 3.5 percent. Anyone have that?

Ms. ABRAHAM. No, it was not 3.5 percent; it was 3.3 percent.

Mr. SANDERS. OK. So, in fact—and here’s the point, colleagues on
the committee. When we hear so much about there’s a booming
economy, what these statistics tell us is that, for workers, their
wages and benefits, in fact, did not even match inflation.

And if you take another step and understand that that’s a mix
of upper income employees, the CEOs, and your $20,000 or $15,000
a year employees who do worse, what you can probably argue is
that, for low-wage employees, their standard of living has contin-
ued to decline precipitously.

Ms. ABRAHAM. The CEOs probably aren’t in there, but I don’t
think that changes your basic point.

Mr. SANDERS. At what level would you go? Is the basic point that
I'm making correct?
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Ms. ABRAHAM. The basic point that the Employment Cost Index
is an average across all wage and salary workers is correct.

Mr. SANDERS. OK. And if he makes $100,000 a year as a middle
level manager, and I make $15,000 a year, you're going to average
those two in. Statistics would indicate that the people who are
making $100,000, even if they are not CEOs, are doing pretty well.
Would it be fair to say that, based on these statistics, the average
worker, say, making $25,000 a year or less, his or her compensa-
tion has not matched inflation?

Ms. ABRAHAM. There is some information in the Employment
Cost Index on what’s happening to the hourly costs of labor, for,
for example, production workers, administrative workers. It’s bro-
ken out by occupation. The rates of growth for the different occupa-
tion groups haven’t looked terribly different.

Mr. SANDERS. All right. But based on these statistics, which say
that overall it’s a hair below inflation, combining everybody, every-
thing that I have read indicates that the higher paid people are
doing better than the lower paid people. Is my assumption correct
that for, say, lower-paid workers, $25,000 a year or less, they are
continuing to fall below the growth rate of inflation?

Ms. ABRAHAM. I'd want to take a look at the data, but you cer-
tainly are correct that over the period since the late 1970’s, there
have been increases in the inequality of earnings.

Mr. SANDERS. Well, the point that I'm trying to make is that
every day we hear about how the economy is booming, and it seems
to me, reading the statistics, what we’re finding out is that perhaps
for the majority of workers, their revenue, their compensation falls
below the rate of inflation.

I would strongly urge, and I had urged this of Bob Reich, is that
I think the one statistic—and I know your job is a very difficult job,
it really is. I mean, having to balance southern California and
northern Vermont, those are two different worlds, and you’ve got
to come up with some match, and it’s hard, I know that. And you
probably get criticized no matter what you come up with.

But I would think that really what we need in this country is one
statistic which tells us how the average working person is doing,
and get that statistic out. Because I think there is a lot of confu-
sion in matching the incomes of upper income people with the in-
comes of the vast majority of the people. You add them together,
and you divide by half, you know. If I'm making $1 million a year
and he’s making $10,000 a year, on average, we’re making a half
million dollars a year, but our reality is a little bit different.

I think, if you did that, the statistics would show that the econ-
omy, despite what the President is saying, and despite what other
people are saying, is not booming, but that the middle class and
the working class of this country are hurting and hurting very
badly.

I would hope very much you would work on that statistic. What
is life like now? How is the average working person in this country
doing, comparing compensation, what’s coming in, and what they
are paying for. I would hope that we can get that statistic.

The second point, picking up on a point that—and maybe we can
talk about that at some other point.
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Ms. ABRAHAM. I was going to say, we do have data that you
might find of interest, and I would be happy to sit down to discuss
it.

Mr. SANDERS. Are you advertising that data? Does it get into the
newspapers much?

Ms. ABRAHAM. We have very little control over what gets into the
newspapers, Sir.

Mr. SANDERS. Well, what I hear is that the economy is booming,
and I would perhaps like some statistics to suggest that, for the
working class of this country, the economy is not booming.

Ms. ABRAHAM. I don’t know what the statistics suggest precisely,
but we do have information that you might find of interest on earn-
ings by decile of the earnings distribution, and so on.

Mr. SANDERS. I will give you a ring, and perhaps we can discuss
that.

Ms. ABRAHAM. Good.

Mr. SANDERS. OK. Now, my third point again, picking up on the
point Mr. Towns made a while back, if we just look at the issue
of Social Security and 35 million Americans who receive Social Se-
curity, many of them are heavily dependent upon that Social Secu-
rity check. And it would seem to me to be incumbent upon the Bu-
reau to come up with some good statistics for those folks. And if
it requires some money to do that type of study, then I think we
should invest that money.

I think, as Mr. Towns and many people have pointed out, there
is at least some evidence to suggest that because seniors are more
dependent upon health care, seniors need warmer homes, for exam-
ple—you know, when you get old, you need to keep your house a
little bit warmer—that what seniors depend upon may be going up
faster than the general cost of inflation.

Given that we have 35 million people on Social Security, I think
that that is an area that we can focus on. Can we expect some
work in that area of devoting money and energy to come up with
a good statistic for seniors?

Ms. ABRAHAM. That’s certainly something we could go back and
take another look at. This was discussed, it is my understanding,
at the time that Congress first expressed an interest in a CPI for
the elderly. I don’t know the ins and outs of why it was not decided
to go forward with a separate index. As I did indicate, it would
have amounted to essentially duplicating our entire program of
producing the CPI. For whatever reason, we didn’t end up doing
that.

Mr. SANDERS. Let me ask you a question: When you come up
with the CPI, which impacts on Social Security, correct?

Ms. ABRAHAM. Mm-hmm.

Mr. SANDERS. How many seniors do you get information from?

Ms. ABRAHAM. Our samples of people who are surveyed for the
consumer expenditure surveys are a rolling panel of about 5,000
households, and seniors would be represented in those samples in
proportion to their share of the urban population.

Mr. SANDERS. Which is? This is urban, which is roughly what?

Ms. ABRAHAM. It’s the urban population, which is about 80 per-
cent of the total population. But I should add to that, when I said
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that they would be represented; we then take expenditure weights
from that overall survey and use them to construct the CPI.

We actually have two CPIs. We have a CPI for all urban con-
sumers, and we have a CPI for urban wage earners and clerical
workers.

Older people’s expenditures, older urban consumers’ expendi-
tures, are represented in proportion to their share of total expendi-
tures in the CPI-U, which is used, for example, to adjust tax
brackets.

Mr. SHAYS. Excuse me. I'm sorry to interrupt. Could someone
just shut the door.

Ms. ABRAHAM. We also have a separate CPI for urban wage earn-
ers and clerical workers, which includes essentially no elderly indi-
viduals. For reasons of historical accident, that’s the index that
gets used to adjust Social Security. So older people are not rep-
resented at all in that index.

Mr. SANDERS. I would think—I mean, unless I'm missing some-
thing here—that given, again, the fact that we have 35 million sen-
iors, I think that they deserve to have an independent assessment
of their particular needs, which I happen to think will show that
the CPI underestimates their needs.

I would hope very much that that’s something that we can move
toward. And if it requires extra money—I know some of us have
talked about that—we’re prepared to vote for that money for the
studies that you may need. But I think that we do need an inde-
pendent look at the needs of our seniors.

With that, I yield back. Thank you, Mr. Chairman.

Mr. SNOWBARGER. Mr. Barrett.

Mr. BARRETT. Thank you. Thank you for holding this hearing.

One of the things that surprised me was your comment that, if
you were going to do a separate study for seniors, you would have
to duplicate the entire survey. It strikes me as though there is a
core element of products or of living costs that are going to be con-
sistent regardless of your age, and that you would make some addi-
tions and some subtractions, based on a person’s age.

Ms. ABRAHAM. It may be, if we really got into it, that we could
find some overlap of that sort. What I had in mind when I said
that was that we would have to greatly expand our consumer ex-
penditure survey to get a better fix on how elderly individuals
spend their money. We would have to do a separate or at least
much augmented survey to find out where they shop. When we
went into stores, we might find ourselves in many of the same
stores, but we might find ourselves in different stores. It might be
that, when we went into the stores that overlap, we would find el-
derly consumers buying the same things; it might be that we
wouldn’t.

So you are right that there might be some overlap in the end in
what we ended up tracking, but we would have to do separately a
lot of the work that would be involved.

Mr. BARRETT. I'm going to show my ignorance about the Con-
sumer Price Index. For example, housing, what are the factors? Is
it mortgage rates or rents?

Ms. ABRAHAM. No. This may be something I should have men-
tioned when Mr. Snowbarger was asking earlier about how we re-
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sponded to the Stigler Committee report. We used to track housing
costs by tracking the kinds of things you are referring to, looking
at actual outlays on housing, if you will.

But that proved to be unsatisfactory, for a variety of reasons, and
a decision was made in the late 1970’s, and then implemented in
the early 1980’s, to move to a so-called “rental equivalence” ap-
proach to tracking housing costs. This essentially means that, for
people who own their own homes, we try to match those housing
units up with rental units, and track what’s happening to the cost
of the rental units. What we’re saying, in effect, is that the cost of
living in their own home is the amount of rent that they are giving
up by not renting it out.

In the long run, if mortgage rates went up, that presumably
would affect the rents that get charged in the housing market and
then would show up in our measure. But it’s not a one-for-one
thing. We don’t track interest rates directly, for example.

Mr. BARRETT. That confuses me even more. You can see why I'm
not a statistician.

Ms. ABRAHAM. It’s very complicated.

Mr. BARRETT. So if you're in an area where there is a rapidly in-
creasing housing market, how is that reflected then?

Ms. ABRAHAM. Where prices of homes are going up?

Mr. BARRETT. Right.

Ms. ABRAHAM. That would be reflected, indirectly, to the extent
that it showed up in higher rents being charged for rented housing
units in that area.

Mr. BARRETT. OK.

Ms. ABRAHAM. If it didn’t show up in rents, it wouldn’t be re-
flected in our measure.

Mr. BARRETT. OK. Again—and excuse me for trying to under-
stand this, which may be dangerous—if you live in the area—I rep-
resent, part of Milwaukee, and we have suburban areas where the
price of housing is going up. We have elderly who don’t live in
those units, primarily. They will live in areas where the price of
housing is stagnant or even dropping. What type of bias will that
create?

1 1\/1[s‘.? ABRAHAM. For the measurement of housing costs for the el-
erly?

Mr. BARRETT. For the measurement, yes.

Ms. ABRAHAM. Well, the CPI is really an average measure. So it
would track the average, what was happening to rents on average,
but it isn’t necessarily going to give you a very good reflection of
what’s happening to rents for particular groups.

Mr. BARRETT. OK.

Ms. ABRAHAM. Which is true, in general, about the CPI. It’s an
average. It doesn’t necessarily reflect the experience of particular
groups.

Mr. BARRETT. You mentioned, or I thought I heard you mention,
that the substitution factor index would overstate.

Ms. ABRAHAM. Because the CPI doesn’t take into account con-
sumers’ ability to substitute.

Mr. BARRETT. Give me an example, please.

Ms. ABRAHAM. Perhaps a small example, if consumers are pur-
chasing two kinds of lettuce, they are purchasing Romaine lettuce
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and red leaf lettuce. And if, for some reason, the relative price of
Romaine lettuce goes up, they would buy less Romaine lettuce and
more red leaf lettuce.

What that would mean is that, in order to get lettuce that gave
them the same value, if you will, they wouldn’t have to spend as
much in total lettuce as they would have if they had just kept buy-
ing the same amounts of Romaine and red leaf lettuce as they
bought to begin with.

Mg BARRETT. So does your original index just use generic let-
tuce?

Ms. ABRAHAM. No, we price specific items. So we might be track-
ing the cost of, you know, a pound of Romaine lettuce. That might
be one of the specific items in the index. So we wouldn’t take that
kind of substitution into account in our index.

That’s the reason why we’re looking at possibly adopting a new
formula, the geometric mean formula for constructing the sub-
indexes in the CPI. At least under certain assumptions, it would
give us a better approximation as to what consumers were actually
doing at that level.

Mr. BARRETT. I also heard, when Mr. Waxman was asking ques-
tions about your timetable and the analysis that you have done, I
thought I heard you mention the figure a quarter of a percent. Is
that accurate?

Ms. ABRAHAM. That’s correct.

Mr. BARRETT. And you were referring there to what?

Ms. ABRAHAM. I was referring there to the upper bound on the
potential impact on the rate of growth of the index of our switching
over to using this new geometric mean formula in putting together
the subindexes. If we did it in all parts of the index, our research
indicates that the rate of growth of the index would slow by about
a quarter percent per year.

We are unlikely to adopt it in all parts of the index. There are
some components where it seems appropriate. If relative prices of
Romaine and red leaf lettuce change, people will substitute. For
prescription drugs, it’s probably not appropriate. If the price of
ulcer medication goes down and the price of heart medication goes
up, the fact that ulcer medication costs less doesn’t help me much
if 'm a heart patient.

Mr. BARRETT. OK. But you’re saying overall the change will be
a quarter percent?

Ms. ABRAHAM. Overall, the change will be something less than
a quarter percent per year, because we won’t make the change
across the board, most likely.

Mr. BARRETT. OK. And, again, now shifting gears to the political
world, the article that referred to a 0.4 or 0.5 change, is one of the
articles that I saw. Is it accurate to say, then, that any change—
and we will use a quarter of a percent, or 0.25 percent—beyond
that would be more of an arbitrary decision?

Ms. ABRAHAM. Not necessarily. There isn’t anything that we are
likely to do in the CPI itself that would take effect right away or
that would have as large an effect as—I don’t know where this 0.4
number is coming from.

It is, however, well agreed, and I would agree, that the CPI tends
to be an upper bound on what’s happening to the cost of living, be-
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cause it doesn’t take substitution behavior into account. We will
have an estimate by the end of the year of how big we think the
lower-level substitution bias is, although it will take us some time
to implement the change we think is appropriate in the index.

We have now an estimate of how big the upper-level substitution
bias is. That’s substitution bias associated with shifts in consump-
tion across item categories, in response to relative price change.
That, for reasons you may or may not want to get into, is really
not possible for us to deal with in the context of producing a
monthly index. But we could give you an estimate, if you wished,
of how big that is.

So there are some things, I think, where we can agree. We can
even quantify what the bias in the CPI is. Going beyond that, I
think, there 1s more dispersion of opinion.

Mr. BARRETT. You also mentioned that you’re going to have a
new market basket in January 1998. Can you tell me what the
major changes are in the market basket?

Ms. ABRAHAM. Gosh, it’s been a while since I looked at that. It’s
an updating of the expenditure shares from 1982 to 1984, to 1993
to 1995.

We've seen some increase in the share of consumer electronics,
and related items, over that period. Personal computers, for exam-
ple, weren’t particularly important in 1982 to 1984, and they will
be somewhat more important in the new market basket. Medical
care, perhaps surprisingly, is a smaller share of out-of-pocket ex-
penditures than it was in 1982 to 1984.

I can give you, for the record, if you would like, a more complete
breakdown of how it’s changed.

Mr. BARRETT. I would appreciate that.

I would yield back my time.

[The information referred to follows:]
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JUN 0 5 1997

Honorable Thomas Barrett
House of Representatives
Washington, D.C. 20515

Dear Congressman Barrett:

At the April 30 hearing of the Subcommittee on Human
Resources of the House Committee on Government Reform

and Oversight, you requested detailed information on the
anticipated change in the expenditure weights used in
constructing the Consumer Price Index (CPI). As was
discussed at the hearings, these weights will be updated
effective with the data for January 1998, when the current
weights based on 1982-84 consumer expenditures will be
replaced with new weights based on 1993-95 expenditures.

Enclosure 1 contains the information you requested. This
table shows the expenditure shares by major item category
and for all 207 detailed item categories based upon the
1982-84 and preliminary 1993-95 urban consumer market
baskets. The last column of the table shows the relative
importance of each component in the CPI for All Urban
Congumers as of December 1996; these are based on 1982-84
expenditure shares updated to reflect price change that has
occurred since that time. Please note that the 1993-95 data
show the current item structure, not the new item structure
scheduled for introduction along with the updated weights at
the time the Jariuary 1998 data are published. I also have
enclosed a copy of the revised item structure, labeled
Enclosure 2.

If you have any qguestions about these data, please let me
know, or have a member of your staff call John Greenlees of
my staff on 202-606-6950.

Sincerely yours,

Katharine G. Abraham
Commissioner

Enclosures

BLS/OCOM/Kerr/KGA/st -- 6/4/97
cc: Gen. F. Comm. R.F. Abraham Cong. Liaison Chron.
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Enclosure 1

All ttems
Food and beverages
Food at home
Food away from home
Housing
Shelter
Housing less shelter
Apparel
Transportation
Motor Fuel
Medical care
Entertainment
Other goods and services

100.0
17.9
11.8

418
25.7
16.1

6.5
18.9
4.9
5.0

54

100.0
17.5
‘116
59
411
282
13.0
53
17.1
32
7.3

7.2



SE0302
$E0303
SE0304
SE030S
SE0308
SE04
SE0401
SE0402
SE0403
SE0404
SE05
SE0501
SE06
SE0601
SE0602
SE0603
SEO7
SE0701
SE0702
SE08
SE0801
SE09
SE0901
SE0e02
SE10
SE1001
SE1002
SE1004
SE11
SE1101
SE1102
SE1103
SE1104
SE12
SE1201
SE1202
SE1203
SE1204
SE13
SE1301
SE1303
SE14
SE1401
SE1402

Careal and Carsal Products

Flour and prepared flour mbxas
Corsal

Rice, pasta, and commeal
Bakery Products

White bresd

Frash other bread, biscuits, rolis, snd muffing

Cookies, fresh cakes, and cupcakes
Other bakery products

Beef and Veal

Ground beef cther than canned

Other park, including sausage
Other meats ,
Other meats

Pouitry

Frash whole chicken

Fresh and frozen chicken parts
Other pouttry

Fish and seafood
Canned fish and seafood
Fresh and frozen fish and seafood
Eggs

Eogs

Fresh milk and cream
Fresh whoie mik

Other fresh mik and cream
Processed dairy products
Other dairy products, including buttar
Cheess

Ica cream and reiated products
Fresh fruits

Apples

Bananas

Oranges. inciuding tangerines
Other frash fiits

Fresh vegetables
Potatoss.

Lettuce

Tomatoes

Other fresh vegetabies
Processed fruits

Fruit juices and frozen fruit
Cannied and dried fruits
Processed vegetables
Frozen vegetables

Other processed vegetabies
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0.272
0.108
o.108
0.444
0.134
0.250
0.598
e.116
0.308
0.174
0.502
0.085
0.104

0.243
0.492
0.097
0.065
0.077
0.253
0.338

0.071
0.278
0.097
0.179

0.443
oo
072
0.100

1.03¢
0.261
0.238
0.252
0282

0.955
0317

0.051
0.347

0.074
0.615
0.115
0.145
0.143
0.212
0.398
0.398
6.453
0.149
0.218
0.086
0.378
0.072
0.303
0.208

0.365

0.178



SE18
SE1301
$E1502
SE16
SEi801
SE17
SE1701
SE1702
SE1705
SE18
SE1801
SE1802
SE1803

SE1808

SE19
SE1901

SE2801

Sugar and sweets
Sweets, inchuding candy

Sugar and artificial sweatsrers

Fats and oils

Fats end ol

Nonaicoholic drinks

Carbonated drinks

Coftes

Other noncartonated drinks

Other prepared foods

Canned and peckaged soup

Frozen preparsd food

Snacks

Seasonings, condiments, sauces, and spices
Miscellaneous prepared f0od, including baby food
Food away from home

Lunch

Dinner

Other meals and snacks

Unpriced

Alcoholic beverages

Seer and sla

Wina

Alooholic beverages away from home
Pure rent-renter occupled
Rent, residential

Lodging whike out of town

Lodging while at schaol

Rental and

Maintenance and repair services
Maintenance and repair services

and repair
Materials, supplies, and equipment
Other maintenance and repair commodities
Fuel oll and other fuels
Fuel oF
Other housshold fusl commodities
Gas (piped) and electricity
Electricity
Utiity Natural Gas Service
Other utilities and public services
Local charges
Water and sewerage maintenance
Cable talevision
Refusa collection
Interstate toll calls
Intrastate tol calls
Textile housefurnishings
Textée fumishings
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0473

0217
0.645
7.268
5519
1577
0.173
18.234
17.841
0.393
0.12¢
0.129
0.096
0.042
0.054
0.564
0.409
0.155
4.614
2919
1695
3.308
1.089

0410
0.145
0.683
0.401
0.439
0.439

0.322
8.384
8.558

0217
19.962
19515
0.447
0.111
0111
0.089
o.027
0.062
0.260
0.162
0.078
3.925
2868
1.057
3.986
1148
0654
o770
0.247
0729
0.440
0.387
0.387

0.307
1.871
0.42¢

0.188
0751
7.961
5731
200t
0.229
19.999
19816
©.383
0.123
0.123
0.077
0.035
0.042
0.424
0.203
0.131
3.463
2.334
1119
3.225
1123
0778
0.564

0.325
0.225
0.329
0.329



SE3104

SE303

SE3409

SE3

Fumiture end bedding

Badrom fumiturs

Sotas

Living room chairs snd tables

Other fumiture

Household appHances
Refrigerators and home freezers

Laundry squipment

Stoves, ovans, dishwashers, and air condidoners
Television and sound squipment
Televisions

Video products other than televisions

Audio products

Unpriced

Other and
Floar and window coverings. infants. laundry, o
Tableware, serving pieces, and nonelectric kitchen
Lawn equipment, power toois,

Sewing, floor cleaning, smak kitcher, and portabl
Indoor plants and fresh cut flowers

Unpricad

Housekeeping supplies

Laundry snd claaning products.

Househokl paper products and siationery supples
Other housshoid, lawn, and garden supplies
Housekeeping services

Posiage

Babysitting

Domestic service

Gardening and other housetioid services
Appiiance and fumiture repair

Care of invalida/eidarty/convalescents
Ungriced

Tenant's insurance

Tenant's insurance

Men's apparel

Suits, sport coats, coats, and jackets
Furmishings and special ciothing

Stts ’

Dungarzes, jeans, and trousers
Ungriced

Boys' apparel

Boys apparel

Ungriced

Women's apparel

Coats and jackets

Dresses

Separates and sportswear
Underwear, nightwear, hosieryand accessories
Suits

Unpriced
Giris’ apparel
Gifs apparel
Unpriced
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1,549

0372

0161

0970
0.345
0.127
0.023

0.338

0.010

0.118
0.168
0.080

1.093
0.282
0.368
o343

1.481

0.283



SE4s01
SE4902
SE4903
SE4904
SE4909
SES0
SES001
SES1
SE5101
SEs109
SES2
SE5201
SES205
SES209
SES)
SES201
SE5302
$E5303

SES4
SES401
SESS
SES502
SES503
SE5509

Footwear

Mens
Boys and gifls.

Womans
Infants’ and toddlers’ apparel
Infants’ & toddiers’ epparel
Unpriced
Sewing materlais and luggage
Sewing materials and luggage
Jowelry
Watches
Javeairy
Apparel services
Other appare! sarvicas
Laundry and dry cleaning other than coin oparated
New vehicies
Mew cars
New trucks
New motorcycies
Used vehiclas
Used cars
Unpriced
Motor fuel, motor oil, coolant, and fluids
Motor fued
Motor o8, coolant, and other products
A parts and equi
Tires
Other parts and squipment
Automobile maintenance and repair
Body work
Automobile drive train, brake, and misc mech repair
Maintenance and servicing
Power plant repair

Unpriced

Automobile insurance

Automobie insurance

Vehicle finance charges

Vehicle Finance Charges

Unpriced

Vehicle rental, registration, and inspection
Automobie registration, licansing, and inspect

Other automobiée-related fees

Unpriced

Public transportation

Aitline tares

Other intercity ransportation

Intracity public tranaportation

Unpriced

Prescription drugs and medical supplies
Prescription drugs and medical supplies

Nongprescription drugs and medicai supplies

Intemal and respiratory over-the-counter drugs
Nonprescription medical equipment and supplies
Unpricsd
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0.187

0.454
0.232
0.210
0.022
0907
0.107
0.482
0.100
0.382
0.536
0255
0.280
6.617

0.953
0.080
1.482
1272
0.210
4.922
4847
0.075
0.818
0427
0.391
1.528
0.156
0427
0.524
0.396
0.022
1.708
1.705
0.923
0780
0.163
0.656

0.324
0.023
1.328
o862
0.139
0317
0.010
0.577
0577
0.363
0.232
0.131
0.000

0.123

0.153
0.338
0.187
0.185
0.018
0.088
oceg
0.412
0.080
0.332
0.545
0.268
8.290
4.355
2952
2910
0.083
1.278
1.185
0.113
3.231
3471
0.080
0.529

0.261
1.633
0.163
0.450

0.411
6.023
2622
2629
0.598
0.492
0.107
0.745

0.353
0.026
1.841
1.108
0.141

0012
0.890
0.890
0.383
0.246
0.137
9.000



Profesglonal services
AN 3IVIRS
Diintal senvices
Eye care
Sarvicas by other medics) profossionats
Houpital and other medical care services
Hospitat rooms:
Other npatient seinices
Chepaiiont servions.
Unpricad
Heelth insutance
Comenortisl
B Cross-Bive B
NG
vy heath insurancs
Reading matorialy
Newspapers
Magazines, perioicals, and booky
Unprived
Sporting gonds and aquipmernt
Spast vehides. inctuding bicycles
Other sporting goosts

‘Toys, hobbies, and other entertalnment sommodities

Toys, hobbies, and musis equipmant
Photographi: supplias and equiomest
Pet suppiies and sxpense

Unpriced

Entertainment services

Club memberships

Faes for partcipant sporis, axcluding club membership
Admissions

Faes fo lessons o instructions

Cther entertainment services

Unpriced

Tobatco products

‘Yobwox and Sencking products

Vnpriesd

Toltet goods and personal care appliances
Other todat goods and small parsanal cary appiiance .
Cosmatics, bath and nail preparations, manicure and
Personal care ervices

Beauty partor sarvices for females

Maircuts and other Darber 3hop SETVICes T maies.
Unprioed

Schoo! books and supplies

Unpriced

Day care, tition, and other school feee
Gollege tution

Elementary and high school tuion

Ray care and nursary schoot

Tuition for techibusinean/s other sch

Unpriced
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o.487

0374
012
2463
0.356
5.308
2.563
0208
0.676
6.02¢
1.418
1396
0.000
0.673
8382
0281

L2
0114
8000

0138
©122

8010
1588

0275
0258
53
0.068

2518
1487
or77
8340
0.235

1,834
o387
9829
Ba07
8011

8.250
2124
0018
0.041
0087

0.880
0.282
6.928
2.00

6.809

0383

3472

1601
0.000
0.588
8328
262
0.556
0.441
LAY
0.000
0.264
0.+88
0,062
o016
2778
1838
0.492
0377
c.a50
Bt



SE6801  Logal sarvice fees
SEBB02  Personai financial services
SEBB03  Funeral mxpenses
SE6809  Unpriced

p
SE6901  Information processing equipment

Source:

DEPARTMENT OF LABOR
Bureau of Labor Stat'stics

Page &

0.996
0.363
0.259
0292
0.08%

0.238
0.238

0.996
0.338
0.262
0.307
0.088

0.561
0.551

0.380
0.106
0.074
0.074
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1987 and 1998 Item Classification Structures

Enclosure 2

- INTERMEDIATE AGGREGATE - Expenditure Class - lem Strata

1987 item Classification Structure 1998 ttem Cl jon Structure
EOODANDEEVERAGES:. .. EcOnXnEiNRROGES:
FOOD FOOD
FOOD AT HOME FOOD AT HOME

CEREALS AND BAKERY PRODUCTS

Cersals and carsal products

Flour and prepared flour mixes
Cereal

Rice. pasta. commeal

Bakery products
White bread
Other breads. rolls, biscuits, and muffins
Cakes, cupcakes, and cookies
Other bakery products

MEATS, POULTRY, FISH, AND EGGS
MEATS, POULTRY ARD FISH

MEATS

Beef and veal
Ground beef
Chuck roast
Round roast
Other steak, roast, and ather beef
Round steak
Sioin steak

Pork
Bacon
Pork chops
Ham

Other pork, including sausage

Other meats
Other meats

Poultry

Fresh whole chicken

Fresh or frozen chicken parts
Other pouttry

Fish and seafood
Canned fish and seafood
Fresh or frozen fish and seafood

CEREALS AND BAKERY PRODUCTS

Cereals and cerwal products
Flour and prepared flour mixes
Breaklast cersal

Rice, pasta, commeat

Bakery products
Bread

Fresh biscuits, rolis, muffins
Cakes, cupcakes, and cookies
Other bakery products

MEATS, POULTRY, FISH, AND EGGS
MEATS, POULTRY AND FISH

MEATS

Beef and veal

Uncooked ground beef
Uncooked beef roasts
Uncooked beef steaks
Uncooked ather beef and veal

Pork

Bacon, breakfast sausage, and related products
Ham

Pork chops
Other pork including roasts and picnics

Other meats
Other meats.

Pouttry
Chicken

Other poultry including turkey

Fish and seafood
Fresh fish and seafood
Processed fish and seafood



Legens:  HAYORIGROUP.
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1987 and 1998 Item Classification Structures
- INTERMEDIATE AGGREGATE - Expenditure Class - item Streta

1987 tem C Structure 1998 item C Structure
Eggs Eggs
Eggs Egos
DAIRY PRODUCTS

Fresh milk and cream

Frash whole milk

Other fresh milk and cream

Processed dairy products

Butter and other dairy products
Cheesa

loa cream and refated products

FRUITS AND VEGETABLES

Fresh fruits
Apples
Bananas
Oranges.
Other fresh fruits
Fresh vegetabies
Potatoes
Lettuce
Tematoes,
Other fresh vegetables
Processed fruits
Frutt juices and frozen fruits.
Canned and dried frutts
Processed vegetables
Frazen vegetables

Canned and other processed vegetables

OTHER FOOD AT HOME

Sugar and sweets

Dairy and refated products
Mitk
Cheese and related products
Ice crsam and related products
Other dairy and related products

FRUITS AND VEGETABLES

FRESH FRUITS ANO VEGETABLES

Fresh fruits
Apples
Bananas

Citrus fruits
Other fresh fruits

Fresh vegetables
Potatoes

Lettuce
Tomatoes

Other fresh vegetabies
Processed fruits and vegetables

Canned friits and vegetables
Frozen fruits and vegetables

Other processed fruits and vegetables including dried

NONALCOHOLIC BEVERAGES AND BEVERAGE MATERIALS

Juices and nonalcoholic drinks

Carbonated drinks

Frozen noncarbonated juices and drinks

Nonfrozen noncarbonated juices and drinks

Beveorage materials inciuding coffee and tea
Coffee

Other beverage materials including tea

OTHER FOOD AT HOME

Sugar and sweets
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1987 and 1998 Item Classification Structures

Legend  MAJOR GRODP:

1987 item C|

- INTERMEDIATE AGGREGATE - Expenditure Class - ltem Strata

) 1998 ftem C
Candy and other sweets Sugar and articial sweeteners
Sugar and antifical sweeteners Candy andg chewing gum

Other sweets.
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1987 and 1998 Item Classification Structures

tegsnd  MAJORGROUP - INTERMEDIATE AGGREGATE - Expenditurs Class - tem Strate
1987 tem Classification Structure 1998 Item C
Fats and olls Fats and oiis
Fats and oils Butter and margarine
Saled dressing

Othar preparsd foods
Canned and packaged soup
Frozen prepared foods
Snacks
Spices. seasonings, condiments, sauces
Other prepared food

Nonaicoholic bevereges
Carbonated drinis
Coffes
Other noncarbonated drinks
Food away from home
Lunch
Dinner
Other meals and snacks
Unsampied board and catered affairs

Alcoholic beverages
Beer, ale, and alcoholic mait
Distitied spirits at home
Wine at home
Alcoholic beverages away from home

Other fats and oils including peanut butter

Other foods
Soups
Frozan and freeze died prepared foods
Snacks
Spices, seasonings, condiments, sauces
Baby food
Other miscellanecus foods

Food away from home
Full service meals and snacks
Limited service meals and snacks
Food at employee sites and schools
Food from vending machines and mobile vendors
Other food away from home

ALCOHOUIC BEVERAGES

Alcoholic baverages at home
Beer, ale, and other malt beverages at home
Distiled spirits at home
Wine at home

Alcoholic beverages awny from home
Alcoholic beverages away from home

SHELTER

Pure rent-renter occupied
Rent of awelling
Lodging while out of town
Lodging while at school

Rental equi and
Owners' equivalent rent
Unsampled househoid insurance

Tenants’ insurance
Tenants' insurance

Maintenance and repair services

Property maintenance and repair services

SHELTER

Rent of primary residence
Rent of primary residence

Lodging away from home
Housing at school, excluding board
Other jodging away from home including hotels and motels

Owners’ equivalent rent of primary residence

Owners’ equivalent rent of pimary residence

Tenants' and household insurance
Tenants' and household insurance
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1987 and 1998 Item Classification Structures

Legend: WAJORGROUP~ - INTERMEDIATE AGGREGATE - Expenditure Class - item Strata

1987 item Classification Structure o 1998 ltem Ci
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4987 and 1998 Item Classification Structures

Legend: MAJOR GROUP

1987 itam Classi Structure

- INTERMEDIATE AGGREGATE - Expenditure Class - tem Strata

1998 item Classification Structure

Waintanance and repair commodities
Materials, supplies. equipment for home repairs
Other property maintenance commodities

FUELS AND UTILITIES

FUELS

Fuel oll and other fuels
Fuel oil
Other fuels

Gas (piped) and electricity
Electricity

Utifity natura gas service

Other utilities and public services
Telephone services, local charges
Water and sewerage maintenance
Community antenna and cable television
Garbage and trash coliection
Interstate telephone services
Intrastate telephone services
HOUSEHOLD FURNISHINGS AND OPERATIONS

Textile house furnishings

Linens. curtains, drapes, sewing matenials

Furmiture and bedding
Bedroom fumiture

Sofas

Living room chairs and tables
Other fumiture

Housahold appliances
Refrigerators and home freezers
taundry equipment

Stoves, ovens, portable dishwashers, window air conditioners

Other

and ing

y equipment

coverings,

Clocks, lamps, and decorator ftems
Tablewars, serving pieces, nonelectnic kitchenware
Lawn and garden equipment. tools. hardware

Small kitchen appliances, sewing machines. portable heating/cooling equip

Indoor plants and fresh cut flowers
1

parts, small

Housekeeping supplies
Laundry and cleaning producis

FUELS AND UTILITIES

FUELS

Fual oil and other fuels
Fuel ol
Other household fuels

Gas (piped) and electricity
Electricity
Utiity natursl gas service

Watar and sewer and trash collection services
Water and sewerage maintenance
Garbage and trash collection

HOUSEHOLD FURNISHINGS AND OPERATIONS

Window and floor coverings and other linens
Floor coverings
Window coverings
Other linens

Furniture and bedding

Bedroom furniture

Living room, kitchen, and dining room fumiture
Other fumiture

Unsampled furniture

Appliances
Major apptiances.
Other appliances
Unsampled apphances.

GCther

and
Clocks, lamps, and decorator flems.
Indoor plants and flowers

Dishes and flatware

Nonelectric cookware and tableware

Tools, hardware, outdoor squipment and supplies
Tools, hardware and supplies
Outdoor equipmert and supplies
Unsampled tools, hardware, ctdoor equipment and supplies

Housekeeping supplies
Household cleaning products
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1987 and 1998 ltewn Classification Structures
Legonc.  WAJOR GROUPL ' -INT HATE TE - Class - liam Strats
1967 them Clasgificaticn Structure o 1438 tom Ci i Structure

Household paper products, nciuding stationary Housahold peper products

Other household products, fawn and garden supplies Misosllanecus household products
Housakeeping servicsa Household Gperaticns

Postage Housekeeping senices
Unsampled baby-sitting Gerdening and lawn cATe services
Domastic senvice Moving, storage, frewght expenss
Other housahok: services Repair of househokd items
Appiiance Snd fumituis rapair Unsampied househoid operations
Care of nvaiids, sklerly, snd convalescents in the home

Ursampled rent/repair of housaneld equipment, sound equipment

Telavision and sound equipment

Television sats

Video cassette recarders, Gisc playors, and tapes
Audio components. radios, recordings, and other

Unsampied accessories for electronic squipment

Information processing equipment
information processing squipment

PR R

APPAREL COMMODITIES

MEN'S AND BOYS' APPAREL MEN'S AND BOYS' APPAREL

Mer's apparal Wen's apparsi
Men's suits, coats, sportcoats, jackets Men's suits, sport coats, and outarwear
Men's fumishings Men's fumishings
Men's shirts Men's shirls and swaaters
Men's pants and shorts Men's pants and shots
Unsampled uniforms and other clothing Unsampiad men's apparel
Boys' apparel Boy's apparet
Boys' apparel Boy's apparel
Unsampied boys' uniforms and other dlothing Unsampled boy's apparsl

WOMEN'S AND GIRLS' APFAREL. WOMEN'S AND GIRLS' APPAREL

Women's spparel Womaen's appars!
Women's coats and jackets Wornen's outerwear
Women's dresses Women's dresses
Women's separates, sportswear Wemen's suits and separates
Women's underwear, rightwear. accessories Women's . rightwear, and
Women's suits Unsampled women's apparet
Unsampled uniforms and olher dothing
Girls' appare! Giris’ apparel
Giis' apparel Girls' apparel
Unsampied uniforms and other clothing Unsampled girts' apparel
Footwear

Footwesr
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1987 and 1998 Item Classification Structures

- INTERMEDIATE AGGREGATE - Expenditure Class - item Strata

Legend: MAJOR GROUP

1987 item Classification Structure

__ 1998 ftam G
Men's footwear
Boys' and giris' footwear

Men's footwear
Boys' and girs’ footwear

Women's foctwear

Women's footwear



Legend: MAJOR GROUP
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1987 and 1998 item Classification Structures

__ 1987 em Classification Structure

Infants’ and toddlers’ appars!
infants’ and toddiers’ apparal

Unsampled accessones and other clothing
Sewing matarials and luagage

Sewing materials, notions, iuggage
Jowelry

Wadches
Jeweiry

APPAREL SERVICES

Apparel servicos
Other apparei services

Apparsi laundry and dry-cleaning. excluding coin operated

- INTERMEDIATE AGGREGATE - Expanditure Clazs - tem Struta

i 1998 ften C|

infants’ and toddlers’ appare!
Infants’ and toddiers’ apparel

Jewelry and watches
Watches
Jeweiry

PRIVATE TRANSFORTATION

New vehicles
New cars

New trucks

New motorcycles

Used vehicles
Used cars

Unsampled other used vehicles

Motor fuel, motor oil, coolant, and fluids
Motor fuel

Motor oi, coolant, and other fluids

Automobile parts and squipment
Twes

Vehicle parts and equipment other than tires

Automobile maintensnce and repair
Automotive body work

Autometive drive-train, froni-end repair
Automotive maintenance ang servicing
Automadive power piant repair

Uneampled automotive repair sanice policy

Automobite insurance
Automobite insurance

Vehiche finanice charges
Automobile finance charges
Unsampled other vehicle finance charges

Vehicie rental, registration, and inspection

State and Jocal automobrle registration. icense, inspection

PRIVATE TRANSPORTATION

MNew and used motor vehicies
New vehicles
Used cars and trucks
Leased cars and trucks
Car ang truck rental

Unsampled new and used motor vehicles

Motor fuel

Gasoline (ail-types)
Other motor fuels

Motor vehicle parts and squipment
Tires

Vehicle accessones other than tires

Wotor vehicte maintenance and repair
Motor vehicle body work

Motor vehicle maintenance and servicing
Motor vehicie repair

Unsampied service policias

Motor vehicle insurance
Motor vehicle nsurance

Motor vehicie fees

Stats and locat registration and license
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1887 and 1998 item Classification Structures

Legend MAJCR GROUP - INTERMEDIATE AGGREGATE - Expanditure Cla

- Item Strata

1

7 item C

Structure

2 assitic _ 1998 item Classification Structure
Other automobrle-refated fees

Motor vehicle property tax
Parking and tolls

Unsampled docking and landing fees

Public transportation

Unsampled motor vehicle fees
Pubiic transpostation
Arine fare

Other intercrty transportation

Auline fare
Other ntercity transportation
Intracty transportation Intracity transportation
Unsampied schodl bus
bt

s
RSB
s

Unsampled public transportation

MEDICAL CARE COMMODITIES

SNy

NN

MEDICAL CARE COMMODITIES

Prescription drugs and medical supplies

Prescription drugs and medicat supplies
Prescription arugs and medhcal supphies Prescription drugs and medical supplies
Unsampled rent of repair of medical equipment
Nonprescription drugs and medical supplies Nonprescription drugs and medical supplies
Nonprescription drugs and medical supplies Intemal and respiratory over-the-counter drugs
Nonprescription medical equipment and supplies Nonprescrption medical equipment and supplies

WMEDICAL CARE SERVICES

MEDICAL CARE SERVICES
Professional zervices Professional services
Physicians’ services Physicians’ services
Dental services Dental senvices
Eyeglasses and eye care Eyeglasses and eye care
Services by other medical professionals Services by other medical professionals
Hospital and other medical care services Hosphtal and related services
Hosprtal room, :n patient Hospral services
Other in-patient services Nursing homes and adult daycare
Hospital out-patient services
Unsampled rent or repair of medical equipment

Heaith insurance
Commercial health insurance

Health insurance
Biue cross/Blue Shieic

Commercial health insurance
Blue Cross/Blue Shieid
Health Maintenance Pians.

Heaith Maintenance Organizations
Other heatth insurance

Medicare and other health insurance

Video and audio
Televisions
Cabe television
Other video equipment
Video cassetles. discs. and cther media including rental
Audio equipment
Audic discs, tapes and other media
Unsampled video and audio

Pats, pet products and sarvices
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1987 and 1998 ltem Classification Structures

Legend MAJOR GROUP -iNT ATE AGGREGATE - Clags - ltem Strata

1987 tem Clasaification Structure o . 1998 ftem Classification Structure
Pets and pet products
Pet services inciuding veterinary
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1987 and 1998 Item Classification Structures
- INTERMEDIATE AGGREGATE - Expenditure Class - ltam Strata

1987 item Classification Structure

Sporting goods and squipment

Sports vehicles, ncluding bicycles
Sporls equipment

Toys, hobhies, and other antertainment commodities
Toys. hobbies. and other entertainment commodities.
Photographic supplies and equipment
Pets and pet products

Unsampled souvenirs. fireworks, optic goods.

Entertainment services
Club membership dues and fees
Fees for participant sports
Admissions
Fees for lessons o instructions
Photographers, film processing, pet services

Unsampled renta: of recreational vehicles

Reading materials
Newspapers
Magazines

Unsampled newsletters

OTIER GOOBS AND BERVISEY 11

School books and supplies
School books and supplies for college

Reference books and elementary and figh school books
L

school p
Daycare, tuition, and other school fess
College tuition and fees

Elementary and high school tuition and fees
Child daycare. nursery school
Other tuition and fees

Unsampled miscellaneous school tems. rentals, and other services

1998 Item Classification Structure
" Spottinggoods
Sports vehicles including bicycles
Sports equipment
Unsampled sporting goods
Photography
Phatographic squipmart and supplies
Photographers and film processing
Unsampied photography

Other recreational goods
Toys

Sewing machines, fabric and supplies
Music instruments and accessones
Unsampled recrealion goods
Recreation services
Club membership dues and fees for participant sports
Admissions

Fees for lessons or instructions.

Unsampled recreation servicas

Recroational reading materials
Newspapers and magazines
Recreational books

Unsampled recreational reading materials

EDUCATION

Educational books and supplies
Educationat bocks and supplies

Unsampied educational books and supplies

Tuition, other schoo! fees, and child care
Coltege tuition and fees

Elementary and high school tuition and fees.

Chikf care and nursery school

Technicai and business schooi tuition and fees
Unsampled turtion, other school fees, and chiid care

COMMUNICATION
Postage and delivery sarvices

Postage and delivery services
Delivery services
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1987 and 1998 ltem Classification Structures

Legend MAJOR GROUP - INVERMEDIATE AGGREGATE - Expenditure Class - item Sirata

1987 item Classification Structure

1998 ltem Classification Structure .
INFORMATION AND INFORMA TION PROCESSING

Telaphone sarvices
Telephona services, local charges
Telephone sennces. long distance charges
Cellular Telephone services

Information and Information processing
other than telephone services

Personal computers and penipheral equipment
Computer software and accessories

Computer information processing services

Other information processing equipment
Unsampled information and information processing

Tobacco products Tobacco and smoking products

Tobacea and smoking supplies Cigarettes
Unsampled smoking products and accessories

Tobacco products nther than cigarette
Unsampied tobacco and smoking products

PERSONAL CARE

Toilet goods and personal care appliances Personal care products
Harr. dental. shaving. miscellaneous personal care products Harr. dental. shaving. and miscellaneous personal care products
Cosmetics.

P and

and
Unsampied personal care products
Personal care services Personal care services
Beauty parior services for females
Haircits and other barber shop services for males
Unsampled repair of personat care appliances

Haircuts and other personat care services

Legal, financial, and funeral services Miscellaneous personal services
Legal fees Legal services
Banking and accounting expenses

Cemetery lots and funeral expenses

Unsampled miscelianeous personal services

Funerai expenses

Laundry and dry cleaning services

Apparel services other than lsundry and dry cleaning
Financal services

Care of invalids and eiderly at home

Unsampleg items

Miscallaneous personal goods
Misceflaneous personal goods

Source:

DEPARTMENT OF LABOR
cureau of Laber Statistic:
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Mr. SNOWBARGER. Thank you, Mr. Barrett.

Mr. Shays.

Mr. SHAYS. Thank you, Ms. Abraham. It’s very nice to have you
here. I was thinking, in some ways, you have an extraordinarily
powerful position. I would just like to understand a few things
about your office. And I just want to say, I have no hidden agenda
in my questions. I do in some cases, but not as you coming before
us.
Ms. ABRAHAM. Good. I'm glad to hear that.

Mr. SHAYS. I start with the premise that whatever a senior’s cost
of living, that’s what it should be. It shouldn’t be less, or it
shouldn’t be more. And then I would say to my colleague from
Vermont that, if, in fact, we should be providing more, then that’s
something we should do legislatively, if we feel that it’s not enough,
that it has to be something more than the cost of living. And I
would also agree with my colleague from Vermont, if the cost of liv-
ing is not truly representing their true costs, then it should be ad-
justed.

I just want to first understand your office. And I don’t mean this
in disrespect, because I happen to like politics, but I make an as-
sumption that the Commissioner’s position is an appointed posi-
tion.

Ms. ABRAHAM. It is.

Mr. SHAYS. But I also make the assumption that you basically
have a fairly large staff that assists you in doing your tasks. And
your task isn’t just doing CPI; it’s a lot of other things. I'd like you
just to give me an idea of what some of the other responsibilities
are.

Ms. ABRAHAM. Certainly. I should clarify, perhaps. I am ap-
pointed to my position for a fixed term, a 4-year term.

Mr. SHAYS. Which is how long?

Ms. ABRAHAM. A 4-year term.

Mr. SHAYS. And is it a reappointed position or is it one time?

Ms. ABRAHAM. The historical precedent has been that Commis-
sioners of Labor Statistics are reappointed. The agency has been
around for more than 110 years, and I'm the 11th Commissioner.

Mr. SHAYS. And regardless of party, in other words?

Ms. ABRAHAM. Right.

Mr. SANDERS. You like that tradition, right?

Ms. ABRAHAM. I think that’s the appropriate tradition. Even
aside from my personal interest, I think that’s the appropriate tra-
dition.

Mr. SHAYS. But the bottom line is, a Republican President might
appoint a Democrat, a previous appointee, or vice-versa.

Ms. ABRAHAM. The prior Commissioner was Janet Norwood, who
was appointed by President Carter and reappointed twice by Presi-
dent Reagan.

You asked about the other things that the Bureau does. We have
responsibility for, in addition to price statistics, which includes the
Consumer Price Index, the Producer Price Index, and export and
import prices indexes. We are responsible for employment and un-
employment statistics; the payroll employment numbers and the
unemployment rate that will be coming out on Friday are produced
by us.
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We are responsible for information on wages and working condi-
tions. That includes the Employment Cost Index we were dis-
cussing earlier. We produce the Government’s official productivity
statistics, and we also have a program that produces employment
outlook projections.

Mr. SHAYS. I have always been curious, because in some cases,
with the CPI, whatever statistic you come with costs potentially
the taxpayers billions of dollars, or it reduces their costs, or when
you come up with labor statistics, it has a significant impact on,
say, the market, the stock market. It obviously has an impact on
a lot of other decisions.

Statistics you do with, for instance, the Consumer Price Index,
we have legislation that says “plus the CPI,” or “the CPI minus,”
so I'm interested to know what ethical process or protocol you have
to just protect the American people from abuse. In other words,
would some people love to get what your employment statistic is
a little ahead of the market?

Ms. ABRAHAM. I’'m sure they would.

Mr. SHAYS. Well, what’s the process?

Ms. ABRAHAM. There are many things that we do to ensure our
independence.

Mr. SHAYS. The process to ensure the integrity that the statistics
aren’t known to the general public until—I mean, not to individ-
uals until they are generally known to everyone.

Ms. ABRAHAM. Right. We have a process for all of our sensitive
economic indicators, and there are a number. The only people who
see the information before it’s published are people who are work-
ing on it directly and have a need to know what the data are show-
ing in connection with their work.

The data are not shared with anyone outside of the Bureau of
Labor Statistics until our press release has been drawn up. We
send the information over to the Council of Economic Advisers, to
share with the President, late in the afternoon before the data are
released.

At 8 o’clock on the morning of the release, press are allowed to
come into a locked room to look at the data so that they can work
up their stories, and the data are then released at 8:30 a.m.

Mr. SHAYS. How many people see the statistics or are aware of
the statistics, say, before the White House is aware of it?

Ms. ABRAHAM. Only staff at the Bureau of Labor Statistics.

Mr. SHAYS. How many would that be?

Ms. ABRAHAM. I’d be taking a guess, and it would vary, depend-
ing on the particular thing we’re talking about. Twenty, maybe. I
don’t know. If you really wanted to know, I could get numbers for
you.

Mr. SHAYS. Well, I would like to know.

Ms. ABRAHAM. OK.

Mr. SHAYS. But that will be a followup question.

Ms. ABRAHAM. I may be off in my guess, and it may also vary
by which statistics we’re talking about.

Mr. SHAYS. Has there been any case that’s either been public or
not been made public where someone has these statistics and has
provided them to someone else outside?
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Ms. ABRAHAM. To my knowledge, there have been no incidents
where anyone in the market has gotten any of these data ahead
of time.

We did have one incident, which we took steps to address imme-
diately, in which some of our Producer Price Index data were put
up on the Internet overnight, and they were up there for a few
hours in the night, and we then yanked them back. There were two
people overseas, researchers as best we could tell, who ended up
downloading PPI data during that period. We don’t know whether
they saw the prerelease data.

Other than that incident, I know of no premature releases, and
I know of no cases in which people in the market received access
to data before release.

Mr. SHAYS. Just say Bernard Sanders would not want me to
have undue influence over you, or any influence over you, frankly,
nor would I want him to, based on our perspective. What we re-
quire you to do is not really outlined significantly in statute. It’s
almost common law. It has just evolved over time; is that correct?

Ms. ABRAHAM. That is correct. I think it would be very hard to
write down in statute what you want us to do, in that we learn
new things on an ongoing basis about how to improve our meas-
ures.

Mr. SHAYS. So a lot of the power that you have is over time, it’s
tradition, it’s practice.

Ms. ABRAHAM. Yes. That is right. I think that that’s been a very
effective way of ensuring.

Mr. SHAYS. No, no. I'm not asking you to pass judgment. I'm just
trying to understand.

Ms. ABRAHAM. Right.

Mr. SHAYS. Because it gets into this whole issue of, ultimately,
what can the White House do, or what can Congress do to influence
it. Because I've heard statistics of 4.5 percent, as well.

There is a group of Members of Congress who say that it over-
inflates the cost and that the Bureau of Labor Statistics is not in-
clined to change it; therefore, you do need statutory oversight to
change that, because they are not going to do it internally.

There is another group in Congress that says—and Senator Moy-
nihan, frankly—I know this sometimes tends to be Republican and
Democrat, but 2 years ago I was on an airplane with Mr. Moy-
nihan, and he had solved the world’s problems by solving this issue
of the CPI. So it’s not a Republican or Democrat thing. He really
believes that it overstates, and he’s a highly respected Member of
the Senate.

The issue I'm getting to is that there’s also another group in Con-
gress that believes that you could and should be re-evaluating how
you determine the cost of living, and you need to act more quickly.
And they believe that that ranges from 0.2 to 0.5 of a percent.

What I want to do now is get to what Mr. Waxman was asking,
and that was, isn’t it true that if you move the—is this my first
5 or my second 5?

Mr. Towns. Third 5.

Mr. SHAYS. I've done 10. I can go around the next round.

Mr. SNOWBARGER. Why don’t you go first in this round.
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Mr. SHAYS. Yes, and then if we could go around, I'll take another
5.

Isn’t it true that if you moved more quickly on what you are con-
sidering, there would be a potential reduction in the CPI of some-
where between 0.2 and 0.5 percent? Isn’t there something in that
range?

Ms. ABRAHAM. We have a number of things in the works that I
described in my opening remarks. The only thing that we are con-
sidering to which I can attach even a range, in terms of its likely
impact, beyond updating the market basket next January, is the
possible adoption of the geometric mean formula in some compo-
nents of the index.

We need some time to think about what it makes sense to do.
We need to do an evaluation. I think speeding up the timetable for
making those decisions would be extremely difficult. I don’t know
how we would do that. I think it’s important, as well, that we pro-
ceed at a deliberate pace to make changes. Our past practice has
always been to give people substantial advance notice of changes
that we were making, and I think it would be a grave mistake to
depart substantially from that.

Mr. SHAYS. I need to understand, because I do have sympathy
with Mr. Snowbarger’s comment. I'm not sure, in this day and age,
that we can wait years and years and years. The marketplace
c{langes very quickly and I don’t know if Government can be so
slow.

I will voice a concern. I feel you are an expert for instance, on
the issue of breadbasket. I would think, unless I just have a totally
distorted view of what the breadbasket is, that you would be able
to almost say without notes exactly what constitutes the bread-
basket—market basket, I'm sorry, when you were asked that ques-
tion, just before I was given the floor.

I guess what I'm saying to you is, I need to be convinced that
so much time is necessary. Tell me why. There’s all this data. We
don’t have to reinvent the data; it’s out there.

Ms. ABRAHAM. I'm not quite sure exactly what it is you think is
taking too much time. Maybe I can give you a better answer if I'm
clearer on that.

Mr. SHAYS. Well, you're talking about readjusting how you deter-
mine the CPIL.

Ms. ABRAHAM. Using the geometric mean formula in the index.

Mr. SHAYS. Right. Now, is this something that you just started
thinking about this year?

Ms. ABRAHAM. No, we’ve been thinking about this for a couple of
years.

Mr. SHAYS. I want to pin you down a little bit.

Ms. ABRAHAM. In December 1993, we first published an article
that was authored by Brent Moulton, who is here, that took a look
at the use of the geometric formula as opposed to what we cur-
rently do now.

It turns out that our understanding of what that formula does
and how we ought to think about it really has evolved over that
time. So we are still working on understanding exactly what it does
and thinking through under exactly what circumstances it might
be more appropriate than the formula we’re using now.
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That was research. It wasn’t a step directly toward making
changes in the official index. We just published, in March of this
year

Mr. SHAYS. With all due respect, even publishing in 1993, De-
cember 1993.

Ms. ABRAHAM. It was a research paper.

Mr. SHAYS. Right. So you were thinking about it before December
1993.

Ms. ABRAHAM. We could ask Brent when he started working on
the paper. We could ask Brent, who is here, when he started work-
ing on the paper. It wasn’t a great long time, is my sense.

Mr. SHAYS. It almost sounds like a facetious answer. I think you
get the sense that 1993, or let’s say the beginning of 1994, and
we're now into 1997. I just don’t think we have the luxury to wait
that long.

What I'm going to do is, 'm going to come back. I'm going to let
other Members ask questions.

Ms. ABRAHAM. Could I respond?

Mr. SHAYS. Sure.

Ms. ABRAHAM. If we were just talking about knowing what need-
?d to be done and doing it, I would agree, we would want to move
ast.

We realized, after publication of Brent’s paper, as we started
thinking more about his findings, we began to figure out that there
was this “formula bias” problem that was related to the findings
he was getting.

His paper was published in December 1993. In January 1995,
just over a year later, we took steps to substantially correct that
problem. We then figured out that we hadn’t got the whole job
done, and last summer we made the remaining changes that were
necessary to fix that problem.

So when it was a matter of realizing that there was a problem,
figuring out that we could do something to fix the problem and
doing it, we have moved very quickly. I don’t think that these other
things that we've been talking about are in the category. I don’t
think we really have thought through where this geometric mean
formula makes sense and where it doesn’t. And it’s far from a triv-
ial matter to really work that through.

Research and development, in the private sector, often can take
a very long time, and what we’re talking about here is much more
akin to that than just accelerating production cycles.

Mr. SHAYS. Let me take the second round—I mean, wait till my
colleagues have asked some more questions. I guess the term
“fast,” T just don’t want us to act slowly. I just feel we need to be
a little more timely. Maybe some of it requires us to give you some
more resources. I just think the implications of this—and I know
you know this—are just extraordinary.

Just as Mr. Sanders can tell you about what it’s like for seniors,
I'd like to tell you what I think it’s like for kids, and what I think
it’s going to be like for kids when they have to pay the bills, if, in
fact, we are overstating the inflation rate.

I have some other questions, but let me just come back after
other Members have had some time to ask some more questions.

Mr. SNOWBARGER. Mr. Towns.
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Mr. Towns. I will pass.

Mr. SNOWBARGER. Mr. Sanders.

Mr. SANDERS. Let me just make a few points and maybe com-
ment on what Chris Shays said.

No. 1, it seems to me what I've learned today, mostly, Ms. Abra-
ham, it is terribly important that you remain independent and not
be swayed by political pressure. I think Mr. Shays suggested that
I am concerned about senior citizens. I am, but that’s not your job.
Your job is just to come up with the information. It is, in fact, our
job to make the legislation to deal with it as we want. And I agree
with Mr. Shays on that.

But the caveat of that, the other side of that is that because poli-
ticians want to balance the budget in a certain way, they may be
leaning on you to say that the CPI is lower than it is, and therefore
we can cut benefits.

I would hope very much that you and your colleagues would have
the professional integrity to say you're not politicians, you don’t
make legislation, but you are going to come up with the best, sta-
tistically honest information that you can, and resist any effort to
force you to go one way or the other. Because we can’t run a gov-
ernment unless we get honest information. I'm sure Mr. Shays
would agree with that.

We have to, then, take your information and do with it as, you
know, we will argue about. But we need independence from you,
and I would hope that whether its right-wing Republicans or—well,
there aren’t any left-wing Democrats—but whoever it might be, to
resist that and just maintain your intellectual integrity on that.

Do you agree with that?

Ms. ABRAHAM. Absolutely. And I am very happy to be able to say
that the Bureau of Labor Statistics has a long, long tradition of
proceeding independently, based on the best technical judgment of
the staff.

Mr. SANDERS. That’s right. OK. And I think we can all recognize
what a terribly difficult job it is. I'm trying to sit here and think
that I have a 25-year-old, affluent young man, say, from Los Ange-
les, and he has spending habits; right? And you have an 80-year-
old, low-income person in Newport, VT, who has spending habits.

They are living in different worlds. And how you balance that,
that is what your job is about. It’s a tough one, because they are
living in very different worlds, in terms of what they purchase and
what their needs are. I would again reiterate, my hope that, to deal
with that problem, you would put more focus on the needs of senior
citizens, in particular, especially as it relates to Social Security.

I am not an economist, and I don’t know all that much about
substitution theory, so maybe help me out here. If we have, theo-
retically, somebody who loves to eat steak and hates chicken, OK;
the cost of steak goes off the wall, the price of chicken goes down.
So this guy says, “Boy, I hate to eat chicken, but that’s what I'm
going to eat, 5 days a week.” OK.

Now, the cost that this person is now spending for dinner let’s
say has even gone down, spending less money. But he is being de-
prived, she is being deprived of what he or she enjoys; right? The
quality of life, if you would like. I'm being a little bit jocular here.
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How do you measure that? You can come up with a statistic that
says Mr. Jones is now spending less for food; however, Mr. Jones
is not getting what he really wants. His quality of life, in a sense,
has gone down. As an economist, how do you deal with that?

Ms. ABRAHAM. We deal with that only in an indirect way, I
guess. The way that we come up with measures of substitution bias
in the Consumer Price Index is by looking at what’s happening to
the relative prices of different kinds of items, different categories
of items, and then looking at what happens to the relative share
of aggregate expenditures devoted to each of those different cat-
egories of items.

And we, in effect, draw an inference from what’s happening to
the pattern of consumption expenditures about the substitutions
that people have made.

Mr. SANDERS. I think I understand it, but I think there’s another
point. And it’s tough stuff, so I'm not being critical here.

Ms. ABRAHAM. I should say there is a theory that underlies pre-
cisely how we do this, but that’s the intuition. When relative prices
change, we look at how people’s actual behavior changes.

Mr. SANDERS. But help me out here. If you were just to look at
the price of steak, which went up, and people were not purchasing
it, then people would correctly say you're overestimating what peo-
ple are spending. Right? The price of steak went up, but they are
not buying steak. Wouldn’t that be fair? Am I wrong on that?

If that’s what you did, if you did not look at what people were
purchasing, you just looked at the price of the product, and no one
was buying it, your statistic would be irrelevant.

Ms. ABRAHAM. Right.

Mr. SANDERS. OK. So, you know, if the price of steak doubled but
nobody was buying it, we have to take into consideration nobody
is buying it. OK. But on the other hand, the fact that somebody is
now buying chicken, which has gone down and people gravitate to-
ward that, how do you measure it? And maybe you don’t, because
you're an economist.

But in terms of quality of life, I can buy substitute products, but
my quality of life, in a sense, has gone down. I would like to get
steak. So you could argue, gee, the cost of food has gone down, but
how do you take into consideration that people are not purchasing
what they would like to purchase? How does that equate?

Ms. ABRAHAM. The only information that we really have to work
with is what people reveal about their preferences, based on what
they actually buy.

I would like to make a distinction here with respect to this sub-
stitution bias thing. If all that happens is the price of steak goes
up, then, clearly, people are worse off; the cost of living has gone
up. This doesn’t change that. All we're really saying with this the-
ory, this method of measuring, is that if the price of steak goes up,
the cost of living doesn’t go up as much as it would if you assume
they kept buying exactly what they were buying to begin with.
There are some substitutions that they can make to partially offset
the increase in the price of steak.

Mr. SANDERS. I agree. I agree with you, absolutely. But what I'm
asking is, and maybe, as an economist, you can’t do this, how do
you throw into the equation the fact that somebody is—their qual-
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ity of life, in a sense, has gone down? I mean, steak and chicken
is a poor example of that. You can get a cheaper product, a sub-
stitute product, but maybe it’s not the product that you wanted.
Has your standard of living gone down, even if it can’t be measured
in monetary terms?

Ms. ABRAHAM. We don’t try to talk to people about that directly.

Mr. SANDERS. OK. I think that might be a little bit of a weakness
in the substitution theory. Would you agree?

Ms. ABRAHAM. Well, this theory is based on a certain set of as-
sumptions about people’s preferences, and what they look like, and
how they respond when relative prices change. I would note,
though, that the CPI itself is also based on much the same sort of
assumptions. In constructing this kind of measure, you really can’t
get away from making some stylized assumptions, I think, and it’s
going inevitably to leave out how individual people feel about some
of this, and so on.

Mr. TowNs. Would the gentleman yield?

Mr. SANDERS. Yes.

Mr. TowNs. On that point, as he is raising these questions, it
sort of opens up another area which points out, in terms of my con-
cern, that now we’re getting, in some areas of the country, these
big outlets where people can go and purchase. And sometimes, of
course, the price comes down. But senior citizens that might not be
able to drive can’t get to those outlets, you know. These are factors
that I think that one would need to consider. Do you look at all of
these things, as well?

Ms. ABRAHAM. No. I'm not sure all of what you have in mind, but
I'm sure we don’t.

Mr. Towns. Well, what I have in mind is this, I come from New
York, and they have now these big outlet stores. In many in-
stances, the prices actually go down, because you're talking about
bulk buying, in terms of purchasing. But at the same time, it does
not help seniors, in many instances, that can’t get to these outlets.
So, therefore, they will not go out and make these purchases and
will not be able to substitute.

Ms. ABRAHAM. Let me try to respond on that point, specifically.
We do have discount outlets represented in the CPI, with some lag,
in proportion to the share of expenditures that occurs at such out-
lets. An issue that has been raised is the fact that we don’t attempt
to compare the prices in older, traditional stores directly to the
prices in the outlet stores. It has been suggested that we should.

There are a variety of reasons why that might not be appro-
priate. You are suggesting a reason why, if we were to do that,
which we don’t, we might get an answer that wouldn’t be accurate
for senior citizens.

Mr. TowNS. Let me give him his time back. The point I'm really
making is, isn’t it true that the poor pay more?

Ms. ABRAHAM. I don’t know.

Mr. SANDERS. Let me pick up, because that’s just what I was
going to say. The truth is, it’s very expensive to be poor, very ex-
pensive. No question about it.

No, I think you’re absolutely right. When you are rich, you have
a good bank to bank in; when you are poor, you go cashing your



84

check, what do you pay when you cash your check, in your neigh-
borhoods there?

Mr. TowNs. There you go.

Mr. SANDERS. They rip you off right and left, OK.

Mr. TowNs. Four dollars right away, right up front, $5.

Mr. SANDERS. What happens if you don’t have an automobile and
you can’t go? The same situation exists in my State. There are new
outlet stores that I suspect are cheaper. But you know what? Poor
people don’t have automobiles, and they can’t get to those places.
They go shopping in local mom-and-pop stores where the prices are
often a lot more expensive.

We can go on and on. Again, I think your job is a very difficult
job, weighing all of these factors. But I think the evidence is quite
overwhelming that it is very expensive to be poor. When you
bounce a check, if you don’t have money, then you’ve got to pay $15
to the bank, or $20 to the bank.

But, I mean, is there a prejudice that discriminates, in a sense,
against the poor who don’t have the freedom of mobility to pur-
chase certain types of products?

Ms. ABRAHAM. We're attempting to track not—maybe I can clar-
ify this point. We’re not trying to track the level of the expendi-
tures that people have to make. We're tracking the change in those
expenditures. So I can’t tell you whether things cost poor people
more than rich people.

Mr. SANDERS. But if there are changes because these large dis-
count stores are selling products cheaper, and you're going to track
that.

Ms. ABRAHAM. We don’t pick that up directly. If it’s true that an
older store is selling something and a discount store comes in and
sells it for less, the way the index is currently constructed that
would not show up.

Mr. SANDERS. OK. Thank you. Let me just conclude by saying,
most importantly, you've got to maintain your intellectual inde-
pendence from all political pressure, in my judgment, and I hope
that you will do that.

Mr. SNOWBARGER. Let me just followup on that comment. I want
to reiterate what I said my initial remarks, and that was, I don’t
think anybody is asking for this process to be politicized. What we
are trying to do, since we incorporate your product in what we do,
we need to have a sense that we are using an accurate projection,
that we are using the proper test, when we adopt policy.

I think that’s really the reason for the questions that I've had,
at least, particularly about the delays and the R&D that’s involved
in this.

Go ahead.

Ms. ABRAHAM. On that point, I certainly agree. Our objective is
very much to produce the most accurate statistics possible. And I
can assure you that, since I have been at the Bureau, I expect be-
fore that but certainly since I have been there and at the present
time, we are working aggressively toward that end.

I also would like to say that we can address some of these issues
that have been raised and we are working toward addressing them.
In the budget proposal that we currently have pending before the
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Congress, we have laid out all of the steps that we think we know
how to take, at this point, to produce the best measure possible.

Having said that, I think it’s also important to be clear that
there are some things that have been raised as issues that I just
don’t think we know how to address at this point. So I don’t want
to give the misleading sense that it is possible for us, or that any-
one knows how, to produce a perfect, true, cost of living measure.

I can elaborate if you would like. This point is discussed a bit in
my formal statement. There are things that I think the state of
knowledge in the economics and statistics professions is such that
we just don’t know how to address.

Mr. SNOWBARGER. OK. Let me go back to an earlier line of ques-
tioning. Mr. Shays picked up on it a little bit. I had indicated, in
my initial questioning, I was concerned about—well, first, with the
Stigler Committee report, that we had a 17-year lag before we at
least had major changes in how we did things. Then I had men-
tioned a decade, and you weren’t sure where that came from.

As it turns out, it came from an April 11, 1997, Wall Street Jour-
nal article where—well, the headline is, “Labor Bureau Unveils Ex-
perimental CPL.” I presume that’s this geometric mean that you
were talking about.

Ms. ABRAHAM. Right.

Mr. SNOWBARGER. And one of the comments was, “BLS officials
stressed yesterday that the change has been under consideration
for more than a decade.” That’s the kind of statement that concerns
me. I understand the lead time on a weapons development system.
I'm not sure I understand that kind of lead time on a statistical
measure.

Ms. ABRAHAM. The person who presented that press briefing is
here.

Is that accurate?

There was a misunderstanding. The quotation gives a misleading
impression.

Mr. SNOWBARGER. Well, I know the chart that they have in here
shows from 1991 projected out to 1997.

1 Ms. ABRAHAM. Right. We went back to 1991 and constructed the
ata.

Mr. SNOWBARGER. You reconstructed the data.

Ms. ABRAHAM. Yes.

Mr. SNOWBARGER. OK. Well, that’s a different line of questioning
altogether. But I am concerned that it takes us as long as it ap-
pears to, to get these changes in place.

Ms. ABRAHAM. I'm concerned, too. As I have indicated, certainly
in my time at the Bureau, we have been working very aggressively
to make those improvements that we could identify as being pos-
sible to make in the CPI.

I've only been at the BLS for getting on 4 years now. My Deputy
Commissioner, Bill Barron, has been at the Bureau for more than
25 years, and he tells me that the budget proposal that we cur-
rently have pending before the Congress is the first proposal in
which we have had the opportunity to ask for resources to speed
up our work.

So I think there may be issues with respect to a sense of urgency
at points in the distant historical past that people on the staff may
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or may not have had, and I just can’t speak to that. Certainly, at
this point, we have a sense of urgency. But I think that there are
also issues with respect to how interested the Congress, for exam-
ple, might or might not have been in funding improvements that,
in another context, could have been perceived as simply esoteric.

Mr. SNOWBARGER. Understand.

Mr. SHAYS. Would the gentleman yield?

Mr. SNOWBARGER. Yes, I would yield.

Mr. SHAYS. I just really want to be clear on the concept of “ask.”
I don’t want to split hairs here, but I blame Congress when Con-
gress is asked and doesn’t step forward, or I blame Congress when
Congress should have the knowledge and should step forward. I
blame any department that doesn’t ask for it. And so Congress
can’t prevent you from asking for something.

So I don’t understand the concept of “ask.” Are you saying the
administration didn’t allow you to ask for it?

Ms. ABRAHAM. Since I have been at the Bureau, I feel like we
have been moving forward aggressively, and that’s the only period
of time to which I can speak directly.

Mr. SHAYS. OK. But you put on the record, and it is on the
record, that this is the first time you’ve been able to ask for it. I
do not understand that. I want you to explain that to me.

Ms. ABRAHAM. This is information that was given to me by my
Deputy. Could I ask him to come forward?

Mr. SHAYS. Sure. We need to swear your Deputy in, though,
when he comes.

Would you swear in the Deputy?

Ms. ABRAHAM. He really is in a better position to provide histor-
ical context than I am.

Mr. SHAYS. No, I don’t mind. Let me just say something, if I
could, Mr. Chairman.

We're trying to understand something. If there’s any other per-
son—we’re not trying to put you on the line here, if others can
share information. So if you have anyone else you would like to
come up and have us swear in, I think we should do it, and then
we could have more dialog.

Ms. ABRAHAM. I think, in terms of the history of the BLS budget,
Mr. Barron is the best person.

Mr. SNOWBARGER. Sure.

[Witness sworn. ]

Mr. SHAYS. I thank the gentleman.

Mr. SNOWBARGER. I guess the question is before you now, of Mr.
Shays. Please identify yourself for the record.

Mr. BARRON. My name is William Barron. I'm the Deputy Com-
missioner of the Bureau of Labor Statistics.

Mr. SHAYS. One of the things that I would like to just be clear
on is that I do come with this bias. First, I don’t come with a bias
that we should use the CPI to balance the budget. In fact, I rec-
ommended to my own leadership that we should not even include
the CPI, and any dividend should be a dividend. In other words,
if there’s a change in the CPI and there’s a savings to the tax-
payers, that should just be a plus. So I just want to say that to
you.
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But what I do come with a bias on is that we should move more
quickly. I'd like to know what kind of resources you have available
and what kind of resources you think you need. And I can forget
the other question about the “ask” issue, because I think I know
the answer, and I think it won’t get us much. So tell me what kind
of resources you have and what kind you need.

Mr. BARRON. The ongoing budget for the Consumer Price Index
is about $41 million a year. That’s an estimate for fiscal year 1997.
That excludes the cost of the expenditure survey, the continuing
consumer expenditure survey, which we put in place in the late
1970’s. That was really the first time we had the opportunity to get
the funding to do that. So it became operational in probably 1979,
1980. That would be another $18 million or so.

I'd like the opportunity to provide some of these numbers for the
record, because I'm doing this from memory.

Mr. SHAYS. Sure.

Mr. BARRON. The research budget in the price program is, I
would say, approximately a million, million and a half dollars. It’s
very small. At any rate, I agree with you, Congressman, that the
agencies have a responsibility to ask for things.

So I would put it this way: I think our 1998 budget proposal en-
hancement level represents the most aggressive thinking that we
have had the opportunity to make, and it represents the most ag-
gressive set of proposals we know how to make, at this time, to
speed up this process.

Mr. SHAYS. The second part of the question is the one I care
about, not that you’ve been able to ask. But are you asking, in your
1998 budget, what you need to move as quickly as conceivable?

Mr. BARRON. As we know how to do. “Conceivable” is a tough
one, Congressman.

Mr. SHAYS. As you know how to do.

Mr. BARRON. Yes, sir.

Mr. SHAYS. OK.

Mr. BARRON. Could I add one more thing? In the past, you know,
there are a lot of constraints. I don’t want you to feel that anybody
from the BLS has blamed the Congress for things. There are a lot
of budget constraints we operate under before we are able to
present things to our appropriations staff, which has been very
supportive when we’ve had the opportunity to present things. I'm
going back in time, prior to the tenure of the current Commis-
sioner.

Mr. SHAYS. I'm not just focusing on this administration. We're
talking different administrations.

Mr. BARRON. Right.

Mr. SHAYS. But are you saying that—have you asked for more
in your research side of the budget and been turned down by—who
would you report to? I don’t know.

Ms. ABRAHAM. The Secretary of Labor.

Mr. BARRON. Secretary of Labor.

Mr. SHAYS. And then he has to—or “she,” in many instances—
reports to OMB?

Mr. BARRON. The Office of Management and Budget. Sometimes,
over my career, we’ve had sort of a bifurcated process.
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Mr. SHAYS. What I want to know is, in the last 4 years, have you
requested—is this the first time you have made a request to your
Secretary to increase the research part of your budget?

Mr. BARRON. I could answer that—let me answer that the way
that gives you the answer that’s most appropriate for your ques-
tion. You used 4 years, and that covers that time when I was Act-
ing Commissioner. During that time, we did ask for money to re-
vise the Consumer Price Index, and that money did not make it—
that request did not make it to the Congress.

Mr. SHAYS. And I accept your point, Ms. Abraham, that Congress
could have been focused on this 4 years ago, as well. So I accept
that.

Mr. SNOWBARGER. If I could, I've got three questions here, real
quickly.

The first one really kind of goes to this budget request and a
question that I have about how we go about this process. Just for
instance, on your web site, you list 12 other statistical Federal
agencies that compile economic data. Are we, in the Federal Gov-
ernment, getting the most for our money out of those 12 different
data collection agencies? Do you share information? Do you collect
the same kinds of information? Can you share information?

Ms. ABRAHAM. There currently are constraints on our ability to
share information with the other statistical agencies. That’s some-
thing that I think it would be desirable to address.

Mr. SNOWBARGER. What prohibits you from doing that?

Ms. ABRAHAM. There are statutory barriers to sharing informa-
tion. The Census Bureau, for example, is covered by a law that
says that when they collect information, either from businesses or
from individuals, that they can’t share those individual records
with anyone else, and that includes the other statistical agencies.
I think it would be desirable, for a variety of reasons, for us to be
allowed to share that information, for carefully specified purposes,
in a constrained kind of way.

Having said that, it is not my sense that there is much duplica-
tion in the activities of the statistical agencies. The only real exam-
ple I can think of is that, because of legislative constraints on shar-
ing data, the Census Bureau maintains a list of establishments
that they use for constructing samples for surveys, and we main-
tain a separate list.

Beyond that, I know of no real examples of duplication of effort.
I think that there would be things that we could do that would let
us improve our statistics, if we were able to share information, and
maybe around the margin, some efficiencies.

Mr. SNOWBARGER. Well, going back to some of the questions that
were asked earlier about specific segments of the population,
whether its the poor, whether its the elderly, however we're going
to divide up the population, don’t you have access to census data
that would at least give you some educated intuitive approach to
defining those things, and about buying patterns, things of that na-
ture?

Ms. ABRAHAM. We have information from our consumer expendi-
ture survey on what older individuals buy.

Mr. SNOWBARGER. That would be more accurate?
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Ms. ABRAHAM. I think our consumer expenditure survey gives us
the best, as far as I know, really the only, available information on
that. The problem isn’t that the information is not accurate; the
problem is that the sample is small, so there is noise in the data,
which constrains our ability to construct measures that are precise.

Mr. SNOWBARGER. Well, I would appreciate it if you could let the
committee know what barriers there are in statute to sharing this
information, so that we might take a look at doing that.

Ms. ABRAHAM. I would be very happy to do that. I would say
though, that I don’t think that the information sharing is really
going to be directly helpful in addressing the issues we've been dis-
cussing today.

Mr. SNOWBARGER. I yield to the chairman.

Mr. SHAYS. Mr. Towns, I just have one more question. Do you
have any questions?

Mr. Towns. No. I just want to find out why. I don’t understand,
if you can use census data, why it wouldn’t be helpful. I don’t quite
ungl)erstand that. Could you just sort of spend a moment educating
me’

Ms. ABRAHAM. Why the statistical agencies being able to share
information wouldn’t be helpful?

Mr. TowNs. No, no, no. If you have the information that is col-
lected, that it would not be helpful to you. The census information,
we're talking about.

Ms. ABRAHAM. I had understood the subject we were discussing
here to be, specifically, assessing the expenditure patterns of older
individuals. Census really doesn’t collect much in the way of—I
don’t know that it collects any information on those expenditure
patterns, and certainly not at the level of detail that would be help-
ful to us in producing the Consumer Price Index.

For producing the Consumer Price Index, we need to have very
detailed information on expenditures in each of 200-plus categories
of items in order to appropriately weigh the index. And Census just
doesn’t collect anything like that.

Mr. Towns. OK.

Mr. SNOWBARGER. Mr. Shays.

Mr. SHAYS. Just as Mr. Sanders was talking about, and we on
the committee were talking about the differences in cost of living
for, say, a senior versus a young family, there obviously are re-
gional differences. I just need to have a sense. My brother-in-law
has bought a home in Georgia, three and one-half baths, almost
4,500 square feet, for $215,000. In my district, that would cost be-
tween $600,000 and $1 million.

Are elderly—in concentrated areas, would I make assumptions
that cost-of-living in Florida would be lower than cost-of-living in
New York, or would it parallel?

Ms. ABRAHAM. There are really two different things, I think, em-
bed;led in your question. One is, what’s the level of the cost of liv-
ing?

Mr. SHAYS. Right.

Ms. ABRAHAM. That’s not what the CPI is trying to measure. We
have been working, on an experimental basis, on trying to put to-
gether measures that are informative as to differences in cost lev-
els across geographic areas, but that’s not the CPI. The CPI is just
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tracking how the prices that consumers pay for the things they
purchase are changing. It may well be that there are differences in
that across geographic areas, too.

Mr. SHAYS. You are saying the base is lower to start with, but
the cost of living may go up about proportional?

Ms. ABRAHAM. Right.

Mr. SHAYS. OK.

Ms. ABRAHAM. But we do produce, as a by-product to what we
collect or produce, the national index, regional indexes. So that’s
something that one can take a look at.

Mr. SHAYS. Let me just nail this down a little bit more. So even
though I see wide disparities of prices, would it be your testimony
that cost of living tends to go up pretty much—you don’t see the
wide differences, in terms of cost increases?

Ms. ABRAHAM. I would want to go and look at the data, specifi-
cally, but it is not my sense that we’ve seen dramatic differences
across geographic areas in the rates of growth of consumer prices.
I would like to provide the data for the record, if I could.

Mr. SHAYS. Sure. Thank you. I appreciate the committee’s indul-
gence.

Mr. SNOWBARGER. If I can finish up with one final question. As
you've talked today, and we’ve been talking about process and the
methodology that you use, you indicated that there is a certain
methodology that you have instituted already that has made a
downward adjustment of about two-tenths of a percent, I think is
what I remember you saying.

Ms. ABRAHAM. Right. On net, over the past couple years.

Mr. SNOWBARGER. Right. And then the possible shift to a geo-
metric mean might mean an upper limit of a quarter of a percent,
but that would be a downward adjustment.

Ms. ABRAHAM. It would slow the rate of growth of the index also.

Mr. SNOWBARGER. OK. And I guess the overall question, then,
based on two things, is that thus far, as you've tried to determine
how methodology ought to be changed, all of those would seem, at
this point in time, to indicate that the Consumer Price Index, as
we have been calculating it in the past, has been overstated?

Ms. ABRAHAM. Well, we’ve made a number of changes over the
past few years. On net, those changes have led to a slowing in the
rate of growth of the index. There was a piece of the way we were
putting together the housing measure that we changed that worked
in the opposite direction.

Mr. SNOWBARGER. But the net.

Ms. ABRAHAM. The net effect has been to slow the rate of growth
of the index.

Mr. SNOWBARGER. Again, getting back to the point that, at least
from your research thus far, changes that you feel are legitimate
and need to be made would indicate that we have been overstating,
in the past, and we need to adjust it so that the—I forget what you
said—that the rate of growth is not as fast?

Ms. ABRAHAM. The changes we have made, and the one change
that we are looking at making, that I can give you any quantified
information about, have worked and will work, on net, to slow the
rate of growth of the index.

Mr. SNOWBARGER. Thank you.
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Are there other questions at all?

Mr. TowNs. No. Thank you very much.

Mr. SNOWBARGER. Thank you very much, Ms. Abraham. We ap-
preciate your being here.

Ms. ABRAHAM. Thank you.

Mr. SNOWBARGER. We will make some adjustments real quickly
here to get our second panel moving.

[Witnesses sworn.]

Mr. SNOWBARGER. Our second panel, I might just introduce you
all real quickly before we get started. Our second panel consists of
Mr. Charles Hulten, professor of economics, University of Mary-
land; Dr. Kurt Karl, senior vice president of U.S. Macro Group,
WEFA, W-E-F-A, which I presume you will explain when we get
there; Mr. Dean Baker, who is an economist at the Economic Policy
Institute; and Mr. Matthew Shapiro, professor of economics, Uni-
versity of Michigan.

Mr. Hulten, we will begin with you.

Mr. SHAYS. Mr. Chairman, I wonder if I could interrupt and just
make a suggestion, with your permission, to our panelists.

You have been gracious enough to sit here and listen to the ques-
tions already asked, and you have been gracious enough to listen
to the testimony, as well. If you are so inclined not to read your
testimony but want to just jump into those issues and make com-
ments—in other words, if you want to read your testimony, but if
you also want to summarize and respond to some of the questions,
I think the committee would appreciate it. We certainly appreciate
the fact that you listened to the others.

Mr. SNOWBARGER. I might also remind the witnesses that we
have allowed for your full statements to be put into the record in
their entirety. So keep that in mind.

Mr. SHAYS. You've got lots of options.

STATEMENTS OF CHARLES R. HULTEN, PROFESSOR OF ECO-
NOMICS, UNIVERSITY OF MARYLAND; KURT E. KARL, EXECU-
TIVE VICE PRESIDENT, U.S. MACROECONOMIC SERVICES,
WEFA; DEAN BAKER, ECONOMIST, ECONOMIC POLICY INSTI-
TUTE; AND MATTHEW D. SHAPIRO, PROFESSOR OF ECONOM-
ICS, UNIVERSITY OF MICHIGAN

Mr. HULTEN. I would like to summarize my written statement,
if T could, because there was so much ground covered earlier today
that I'm not sure I would know where to start, on a piecemeal
basis.

I would like to address my remarks today primarily to the issue
of quality change in the CPI. Of all the problems that beset the
CPI, this is undoubtedly the hardest. The redoubtable Adam Smith
looked at the issue and walked away from it, saying that it’s such
a very disputable matter that he saw the whole issue as somewhat
uncertain.

This is echoed, I think, down over the years, and it has certainly
been repeated by one of my fellow panelists who called a quality
change the “house-to-house combat of price measurement.” But just
because it’s hard doesn’t mean we can afford to ignore this issue.
Mismeasurement of quality translates directly into mismeasure-
ment of price. And according to the Boskin Commission, about half
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of the 1.1 bias that they identified across the board in the CPI is
due to the quality area.

Unfortunately, there aren’t any quick fixes for these problems. To
use a current phrase, no low-hanging fruit on the quality tree. But
there are some things we can do now. The first thing is to make
a commitment to invest in our statistical infrastructure. I have, in
my written testimony, given some of my ideas, and I would like to
give some of the reasons why I think these ideas might be worthy
of consideration.

Much of my thinking is based on some research done by BLS
staffers, Brent Moulton and Karin Smedley, who studied the CPI
process for the year 1995 and observed that, in the items that they
studied, the total price change was 4.7 percent. But this really was
not inflation. Instead, the BLS undertook a number of adjustments,
technical things like the link, and class mean, overlap, and direct
quality adjustment methods. When the smoke settled on this, the
actual change in the CPI was only 2.2 percent. In other words, the
BLS is already making adjustments to the CPI of more than half
of the total observed price change, for things that might loosely be
called quality.

And I have, in my examination of the CPI problem, zeroed in on
some of these methods and come to the conclusion that, at least in
one case, that is to say the link method, that they may be over-
adjusting for quality, not underadjusting, as is commonly believed.
On the other hand, there are other areas, another method, the di-
rect quality adjustment method, was probably biased in the other
direction.

I think that sorting out the various biases and what they already
do should be a major item on their research agenda. And these are
not the only things to worry about. Quality and new goods come
in during this process. We heard described earlier sample rotation.
About one-fifth of the CPI sample is changed every year, and this
is an opportunity for new goods to come in.

Unfortunately, the uptake process is rather slow, because it’s es-
sentially a reactive process rather than a proactive process. As a
result, we see instances like cellular telephones, which were intro-
duced in 1983 and are still not in the CPL.

This lag is only part of the problem, however, because when
items like cell phones do come in, they are brought in in a way that
doesn’t change the overall level of the index. What happens instead
is that only subsequent changes in this good are allowed to affect
the CPI. But surely there is a gain to the consumer at the point
of entry of the new good. The technical term for this is “consumer
surplus,” and in the current BLS procedure is assumed as essen-
tially zero.

This leads, I think, to a variety of potential opportunities to im-
prove the statistical infrastructure. I would say, as a first step, that
I would like to see the study by Moulton and Smedley made a rou-
tine part of the BLS study program.

I found it very useful, and I think it would be very useful to have
this provided every year, and indeed extended in a number of ways
that I have indicated in my testimony. I think, if we are going to
embark on a procedure where we urge BLS to make changes, we
need tools for diagnosing the effects of these changes.
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Another set of ideas about the BLS itself, and they are somewhat
technical, but I will mention them anyway. First, I think they
should eliminate the use of the link method. This will not be pos-
sible immediately, but it, I think, should be set up as an objective.
And this is the predominant way that they actually handle quality.

Second, I think they should accelerate the sample rotation period
for goods in which the pace of innovation is obviously very rapid.
I think they are planning to do that, in fact, but I think even more
proactive methods might be adopted. 'm not sure what they are,
but I think they should be at least considered.

Finally, I think they should adopt superior valuation for the new
goods. Instead of assuming that the consumer surplus is zero, I
think some other assumption might be better.

I think, taken together, this will move the CPI more toward a dy-
namic cost of living index. But I also want to emphasize that the
issue is not really one of just ordering the BLS to get it right. I
think part of the problem arises because they had been, histori-
cally, pursuing an objective of pricing a fixed bundle of goods, and
now the objective has shifted, and this has introduced a whole host
of new problems to be dealt with.

I think that dealing with these problems is going to cost a lot of
money. It’s my reading, anyway. But I do think the benefit cost
ratio is quite high. The Boskin Commission has estimated that
their 1.1 bias is adding about $1 trillion to the Federal deficit over
12 years. If just a few percentage error points in this estimate will
amount to billions of dollars. So I think spending a few million dol-
lars to try to improve these estimates would have a very, very high
benefit cost ratio.

The final thing I would like to say relates to something that has
been mentioned in the earlier proceedings, and that’s the question
about an externally imposed fix and whether it will happen or
won’t.

I would just say that frustration or delays and technical difficul-
ties, combined with the prospect of substantial budget savings,
might make this look like a good idea, but I personally believe that
it is emphatically the wrong approach. Because I think the uncer-
tainty about the true bias is sufficiently large that any number
that you are likely to select is probably going to be the wrong num-
ber, and it’s probably going to be wrong by quite a large amount.

And I think it sets a terrible precedent for the American statis-
tical system. I would just ask the question: Will frustration over
the upcoming decennial census lead to more external fixes? I really
think there is no substitute for accurate measurement, and I think
you ought to be prepared to fund the investments necessary to
build up our infrastructure.

Thank you.

[The prepared statement of Mr. Hulten follows:]
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I would like to address my remmxks to the issus of quality change in tha
Consumer Price Index. OFf all the prohlems chat beset the CFX, quality change
i undoubtadly the wost difficult to resolve. TIhe redoubtable Adam Mmith
wmlked avay from the problem with the cbsarvation "Quelity ... 4s so vexry
disputable & mattar, that I loock pon all informmtion of this Xind as soussdat
uncertain.* And, this uncertainty bas scarcely diminished over the past two
canturias. Quality has recently been called the "house-to-houss combmt of
Price messurement® by Matthew Shapiro and David Wileex.

Tha problem cannot be ignored just because the struggla ip difficulit.
Por, mismeasurcuent of the gualicy dlmmmsion trunslates directly into the
uisssasuresant of price changes. 2According to the repoxt of the
Commiesion to Study the Comsumer Price Index (or Boskin Comsdisgsion),
ispruvessnts in product guality and the introduction of new goods account for
over half of thw 1.1l percent dias in the CPI. The Boeiin Comission estimeres
that the growth rate of tha CFI would be 0.6 percentage points lower if the
Qquality impruvenents were socurately reflectad in the index.

There are no quiok fixes for the quality probles, o low-hanging fruit
on the quality tree. Thare are, however, steps that can be taken that might,
in time, zmaliorate and perhaps ultimataly reeolve the problem. What is
neadsd Dow 13 a comitmmt to investment in the stacistiom) infrastructura of
tha CPI program. My resarks today contain soma suggestions about the
conatxuction of this infrastructure.

1 This testimony is based, $a part, om a psper prepared fox pohliceriom
in the May/June issue of the $t. Louis Pederal Reserve Benk’'s Ravigy.
Opinions expressed Berein axe sclaly my own and should not De attributed to
any organization with which I am associated or which supported any part of tha
research on which this testimony is hased.



95

The (PX FrogTam

A BLS agant goes to an cutlet esch momth with a list of items to price.
Most of the itexs on the list are found in tha cutlet and their price is
reonrded, but about 4 percent of the items are aimsing in any momth. Por ssch
2igeing item, the agent firgt datexmines if it hss been disoontinumad or ia
temporarily unavailable. If tewporarily unavailable, a price is imputad and
altared wohen the item reappears in the outlet. On tha other hand, if the item
(& particulax bramd of aepirin, say) ie discontinued, the agent uses a
chacklist to select & subetituts item for pricing (another brund of aspirin if
available, or 2 related item like ibuprofen if not}!. Thig subetitute item is
raviawed by z BLS commodity spacialist to determina i it is comparable to the
©old item (aspirin}, in wvhich cage the difference im the price of the old and
Gew item is treatad as a purs prioce change. About two-thirds o7 the
substitute items were treatexi 43 comparable ic 1935 (see Table 1).

Por thoes subatityute items sot desmed to be comparable, the prioe of old
and new icess iz compared and some fraction of the price differsntial ie
attributed to purs price infletion and the rest to differences in quality.
This comparisecn may be accomplished by directly estimeting tha gualicy
component of the price differemtial. This can bs deme aither by using a2
hedonic-prics regressicn to mmasurs quality chemge or by astimating the dirsct
profuction costs of achisving the nev level of guality, adjustad for prodic
sargins. Price hedomice are ussd mainly for housing enfd spparel. Ths
production-cost approach i1s used mainly £or autos, but other {tams are treated
this way as wall. Omnly about 30 parcant of subgtituts items ars handiad by
the direct corpariscn method.

The vast mejority of new items axe dealt with using tha link methsd, snd
since 1992, ths class-ovam wethod.? The purs prioce change betveen two itoma
is imputed as the averags change for other items in that general category.®
In the ciass-mean wethod, the price change is imputed using the average chumge
foxr relatsd items in that category rather chan the sveruge of all items. Auy
reeidual price change ia implicitly actribnted to a change in quality. %Thue,
if the price of & package of aspirin was $3.00 last momth and the substitute
package of ibuprofen costs $3.00 this month, and thars was Do prios inflatice
in other related phazmaceuticals, the emtire $1.00 prioce differentisal would be
actribuced to gquality.

The total sffect of these procedures on the CPT is dramstic. Recebr
resaarch by BL8 staff{ merbers drant Moulton and Karin swedley indicates that
ths rav price quotes gathered by BLS sgents in 1335 rusulted in a total

2 There is alsc an *overlsp" method vhich is used for a very swall
fraction of tha nou-comparable substituts items, mainly for tachaical
corrections.

3 As described by Armknecht and Weyback (1989, p.109).
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unadjustad price change of 4.72 perceat.' Adjustammts totallisg 2.56

percent were made to this figure using the link, class-msan, overlap, and
direct goality adjustment metbods. The result wves a changs 1a the CPI for the
covared iteme of only 2.16 percent. In othar words, ELS procedures led to x
large adjusceant in the raw prices collected by agunts, contTaxy to tha
popular irpression that the CPI fails to capturs guality changes.

Nowever, thig 2.56 percent adjustment is not a measure of tha tyue zate
of quality chenge in the goods and sexvices coneumed in 1995. It La, ingcesd,
cowposed of three distinct elements:

¢ Item rgpackagipo. 7The changs in the unite with which itess are
measured. There are instances in which smeller packages (quarts of
milk) are substituted for larger packages (gallons) and vice versa.
Cn sverige. there are a3 wARY up-sizings and down-sisings, but they
do mot sancal aach cthar becwuse Of the aversging procadure ussd by
ALS.

e Saspls Chusnipg. Yhen ac L{tam like azpiric goer wissing amd 19
replaced by a bxand of ibuprofen, thare i3 & changs in guality
arising £rom the shift in sample ocowposition. HBoweves, this type of
quelicy change is differaent fxom & net change in Quality ({» the
wmndarlying assorcaent of conzumsr goods (the kind of gquality chengs
that sphancas octsunar welfare). The former arises from the fact
that a differemt subsat of goods iz being sampled mnd thut the
average guality in one sample differs froam the average quelity of the
othar, -

Trug Ooalisy Chands .

way be an improved varias
way bes n edtirely new good in ths maziket place. In much aitustions,
thare {5 a nst Quality change in
assortment of comsumar goods and therefore
welfarse.

Brrors made in estimating either ites repackaging oz zample compositiom
affects wmy not bias the CPI. Paxt of the respackaging «ffect may, for example
ba agssignad ervonecusly to tha sample cospositiot or true Qquulity categories
without affecting the size of the CPI. Omly the estimeta of true gmlity
change is affacted in this case. Damage is done, bowsvar, whem & bisa in any
cas of the categories changes the total size of the 2.5¢ parosut adjuetment.

% Tha Moulton snd Smedliey study includes items that cover 72 percant of
itemm in the CPI-U version of the warket basket. According to thess authors,
®eeluded from the studies wave price Quotes for residentisl rent and
bomsowners’ egquivaieat rent (alli yearw)}, amnd b hold ine tage,
babysitiing, and cezre ef invalids (1995) within Bousing: nsdcan{m
yoard) and automobile finance charges (1$35) within Trensportaticn; bealth
ingurance {all yeary) within Madical cere; megesinss, periodicals and books
{1983 snd 1984) and sports nue.lu. including bioysles (1935) within
Entertai .* Tha larg ma!mdnhgz!mnmm
&nd rental equivtlmhofnnd:ntial bousing, acoounting for 25 percantage
points.
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Eow muah errax actually cresps into the CPI from these sources? This
depends on which mathods are used to separute price and guality: the limk,
clagg-mean, and direct-quality smethods. Each has its owm peculiarities and
saoculd be oonsidered saparataly.

Biasss in the Link and Class-Mean Mathods

Moulton and Smedley estimate that the repackaging effect accountad for
0.8 parcant of the 2.36 percent total 'Quality* estimate in 1595. Two-thirds
of the repacking effaoct was coocentratad in ths link and class-mean methods.
They go on to allocate the remaining 1.76 percent amang the varicus metbhods.
They do not, bowevar, separate tbeir results into sample-composition and true-
quelicy effects. The Moulton-Smedley estimates, reproduosd in Table 3 of this
tastimony, thus commingle these two effects and oomplicate the discusaion of
poswnible biinses.

Table 2 reveals that the link method has the practicml effect of
attributing almost.all (99 parcemt) of the raw price increase to quality
change and pothing to pure price inflation in 1995 (after adjustment for
repackaging). This is an improbable result, in view of the poaitive price
inflation svidant in tha other items (e.g., 1.06 Dercent in nomsubstitute
items). Based on the expariefice of itens handled with the closely relatad,
but more precise, class-wean methed, cne would predict that the pure price
component of the linked items should be 0.22 parcentage points rather than the
0.02 parceatage points reported in Table 2. In other words, there is a
presumption of bias in the link method that uyndexgtatea the CPX by 0.2
parceatage points in 199§,

The olass-wsan mathod probably givas an accurate yesult for those items
which eater the CPI becmuse of sample churning. In the substitution of $3.00
ibuprofen for $2.00 aspirin, for example, some fraction of the §1.00 pxice
differsntial is cdus to pure inflatiocn but most is probably duwe to the
differsnt nature of the items. However, this is not necessarily true when the
mibstiture item is a daw good or & "nev and improved” variety of the cld item.
Indeed, ths reasocn that some items are discontinued is precisaly becsuse they
bava been displaced by superior alternatives. In such casee, tha class wmean
mthod may ovarstate. quality. As Reinsdorf, Liegey, and Stewart (19¢6)
observe in their study of apparel and autos, "sannfacturers often time real
prioa incresses (o coincide with product redasigns or the introducticm of new
models.* These real price increases will tend to bs comfused with guality -
isprovements, with a resulting overestimats of the quality effect. Moreowur,
the prodk of new goods oAD somstimes extract a momopolistic presdum
srising from patents (or from & lack of sffective substitutas) in the early
stagas of the itam’s product cycle.

Somie of the price diffaremtial attridbuted to quality by the link and
class-msans ("LON') methods mey thersfore conceal soms a hidden prioce
increass. The trus extamt of the implisd bias is not known, buc sows insight
into its wmagnitude can be glsaned dy ocaparing these methods with the direct
quality adjustment (*DOA®) methods. According to Table 3, the latter imputed
cnly about cne-third of the raw price change to Quality, ccmpared to nsarly
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150 percent with the link mathod and 79 perosnt with the class-mean method.

If the trus proportion of quality change in the raw price of the items handled
with the LOM approach vare actually the ssme as the proportionm of guality
change with DQA, & rathar large bias would rasult. Just kow large is valoacwn,
but the CPI might be understated by &3 much ag 0.97 parcestage poimcs £f all
itemg currently bandled with IOM procedures were new oxr improved goods rather
than marely ssaple raplacewments.®

2 bias of this megnitude is iwprobadle. Thare 18 po Fsascm to expect
that the itema handled with 10M wethodi should exparience the same relstive
dagrea of quality change as thosa itema subject to DOA (largely sutos and
apparel). Moreover, I will argue that the DQA methods are thewselves likely
to be biased against quality change. And, finally, the sixe of any bias
dapands on bhow tha sample of items im split Detwesn sample chiuning and txue
quality changs snd thig is not known. Fsvartheless, thars i3 2 stxong
presumption (shared by BLS staff) that tha link, snd perhsps the class-weszp,
mathods ave biased in favor of quality chapgs and tend to understate the tyue
CPI. Sorting cut this problem should be a prierity for further reseavch at
RIS,

The Pirect Quality AMijwstmemt Hethod

If quality change could be measured aocurxately using direct methods, the
LCH procedurss would bs of marginal signifioanca. Tha latter sstimate qualicy
23 a residual (the raw price change not attributed to the masn chamgs in class
price) and &re, at best, spproximations. The LOA mathods -~- the price-
hadonlc regrassions snd the production-cost appruach -- have the viztus
that theay seasure the quality content of gpecific itemg and therefore promise
mOTe aocuracy than the indirsct methoda. Put, this is a premise thet bas yet
to be fulfilled. Both types of DOA are biseed against guality dchange.

Cougidar the production-cost approach. fThis proceds ssgumes that the
sige of gquality improvements ig proporticoal to the increass iz direct
producticn costs associated with achieving the ipen . adjusted far profitc
aaxgine. This proosdure iz only accurate if the cust of quality changs is
dairectly proportional to the amount of quality change. However, there ars
wmny instamces in which the oost increaze i2 lese than propoxrtional.® M
such carzes, the increade in item cost understates the tyus smount of guality
change . :

3 fhe magnitude of this *1link® biss vas seailer in early years, growing
from -0.54 paxcent in 3983, to -0.73 pexcant in 1904, and -0.37 pervemt in
1895, .

f The production of nesv goods is often the result of siguificant
ressarch and development. Aoy RAD program fnvolving the genesetion of nevw
knoviedge is likely to g ts spill ¢ that the iznovator cannot aspoure.
In thess cases, the total amount of jrmovation (end quality chamge) is likely
te ba greater than the RED costs. Sea Bulten (1997) for edditicael
discussion.
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The price bedomioc regresaion spproack is alsc subject to this bims.
Wan the cost of quality change incrsases lass rapidly than quality itsel?,
the price-hadonic ragression yields an upderastisate of the true extect of
qoality change.’ In the extrems case in which Quality iwmprovemants are
entirely ccetless, the price hedonic spproach will give the aryoneous result
that no quality chacge has oocurred at all.

The BLS has wnade grsatsar use of DOA in recent years, st the wPanss of
the iink method. An increasad emphhais oo dirsct quality estimatiom ie e
deairabla policy abjective. However, & move to dirsct methods wmust be
accoapanied by the improvement of these bethods if ths potamtial benafits are
to be realized. And, the issue of quality-cost proportionality dilas is one of
the iseues that must be sorted out Dy further research.

Comparsble Sudstitytas

Another bias may arise from the way judgments ars mede about item
‘substitutions. Mbhen an item ie wiseing from the waxket baskst, 8 cowmadity
anslysts wogt detarmine whather a nev item is comparable to an old item.
There are guidelines for this purpose and casas sre ruviewed, but g
considerable smount of individnal judgwent ia etill involwed. In this regaxd,
it may not be easy for ageats to spot the trus extent or nature of a modal
change or to dstermipne which changes sxa cosustic and wvhich changes are
substantial. This mxy lead to conssrvative judguents, dut the directicn of
the bias is not clear. BEowever, it may indesd be more difficult to gspot an
ayosiaon ia quality than to cbsarve positive improvemsnts, since producers bave
mtmmuvc:oooncanlmlomzmmmﬂu:hhetu.

About two-thirds of item substitutions ware treated as rubstitutes in
1983, up from around 40 parcent in the sarly 1980s. When 2z sudbetituce item ias
dosmad to be comparable to an old item, the entire differemce in price is
attributed to pure price change. If thare actually wars quaiity improvements,
they would not be reflected in the CPI. This omiggicn will tend to ovmrstate
the CPX.

Bew Goods and Sample Rotaticm

The *phiiosophy* of tha CPI is to measure price inflation with ruspect
to a market basket of item wbich is beld fixed over time. By repricing the
same items wmonth are month, a measure of inflation is obcained that does sot

7 Tha quality-induced changs in price is the variablo on the left-kaod
side of the hedosic xegression. If price and guality ore not proporticmml,
the regressicn of prios oo ths guality charactaristioe on the right-hand side
of the hedonic regression does Dot yield a pura estimmte of qualiry change.
Rathar, it yields tha degres of quality change scaled by & cost-of-quality
factox. Additional detaile are provided in Bulten (199¢,1997).
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confuse abangas 15 price wich changes in the itese cwnmmed. There is a
sireue in this simplicity, MT there iz axiso & dafect: =0 cthe prices of
items rise faster than others, coofusese are wnlikaly to buy the e wix of
gooda. and will instesd shift spending eway from the itess which are becoming
raleatively wors expensive. 5Since the CPI tracks the oost of the fixed mmrkot
basxat, it tends to orferzlata U OoEt incressss thal Ccongukers actually
exparianoe, Tha terwm of art for this plancmencr is "substitubics dims.®

hoother $mplicetion ¢f the fixed asrksat basks:r philosophy iz thas
superior new goods would pever, in theory, be incorperated imto the wiz of
gooda. Quality changs is thus impossidle undar & pare flrsd-buskat spprosch.
Bcregver . theory is defeated by practioe. 0ld itame are discontlausd at & rete
ef about & percent pex month and new itams are substicutsd during the
repricing process. Thisz seguite in a large smwusl tueneesr of itsme in the
tmrket baskat, scas of which are ioproved versioos of old itesms {though oha
rete of ‘uptake” of suxd geods s unknows) .

Boy or ismproved itens also snter tha (DY warket bmsket doring cha
procesy of “sample yotatism.® This is & procass by which ooe-flfth of the
markat busket iz chenged aschk year. It prevides smother suDSyiamity IoX new
goods to find thelr way isto the (PI sasple. This process is, bowewey,
Tenaccive instesd of proective asd, »é & result, wajor (mmovations often take
Fouars 0 sntay tha CPI. Callulsr telephb wers introduoed in the wariest
place in 3933 snd 1584, but still ave pot representsd in the CPI sarket
baskst. Aalr copditioners, micvowava ovens, VB, asd personal couputers have
211 beem cited as evasples of the slov introductiss of walor naw goods.®

The lag in introducing Dew goods is coly balf the probiee. Ounoe Chey
are hrought inke the SPI, new goods emter the mexket basket withsut changing
the lovel of tha CPI at the time of estry. Ooly subssqueat chenges iz thailr
grice are countad. Yms, the Leplicit price reduction that ocours at the time
shen the bew jbex is “votatsd® imto the (PI {the concumers swplos) is aissad.
he nat reeult i€ to overstats the CPI and umdevoowms suality imcrovesants.

comalvsions md Recommspidsticns

Theve 18 widsspread sgrssmmot with the Boskin Comaissicon’s
recospanderion that tha (PI should be & cour-af-liviny index. Zaowsy renerios
by B8 Crenisdicagr Katbarine Abrabsm ijodicabs thet LS has wdopred thise
reccmmendntior 48 2 lohg-run goal., Bowevey, attalosmt of this goel wiil not
be mo gasy task and will Be partionlarly diffioule in che ares of goaliey
shangw .

Hack of the pecent discuasico bap focused ot those qualivty biawaes uhich
rvsTFTass the trus prige levsl, ur there are aleo bisses waich spermte in the
ether Qirection. The %8t result ie probably sm upwesd Biss lo whe OB, but
ths vange of uncertalinty is Quite layge. It is possidls, thowgh sot prebsble,
het fizing 211 of the gulity-relaved problems in the (PT {inndwding new
Foods) would lesd to little chsnge is the imdex and wight seem lesd ¢ & small

®  The Adeisory Comalssion (19%4) and Seusssn {1936,1997).



101

reduction.?

Bot everyons would agree with this diagnosie. Rowever, the ame point on
vhich almost all cbservars agree 1s that thers is & large rsnge of umcertainey
about ths total sisa of the CPI biss (0.8 psromnt to 1.6 percent in the Boskin
Commission report, larger on both ende in wy anslynis). As a first step in
reducing this uncertainty, I believe that mors informatios adbout the snatomy
of the CPI is neoded. specifically, it would be sxtremely helpful to have the
type of dats assesdled in Moultcan-Smedley study provided oo a regulsr basis.
Theso data would be useful in diagnosing prodblem areas and in tracking the
effacts of changes Bade to the CPI as & result of the BoeXin Cosmiszsicn’'s
rsport and its aftermath. I therefore recommend that the BLS comsidex the
following spticns:

& Produce an Anmual muovey of the iaternal structure of the CPI aloog the
linea of the study by Brext Mouwltom aud Karin Smedley.

s Extend the scope of the Moultan-Smedley frumgwozk ¢o ineluds the emtira
range of CPI items.

Othar ugeful sxtengions might isclude:

¢ mxjarge the gcope af the Moulton-Swodlsy framework to idemcify those
acncomperable substiruta itome that are simply sample replacements from
those that axs nes, o signifisantly, improved items. Thiz may require a
special sudeample of iteme foxr follow-up atudy or specially coding iteme at
the time of zample colleotion or review.

o RBxanine a subeaspla of substitiute items trearsd as oomparabls to look for
hiddan changes in quality (positive and negaciva).

s Study ths ssmple rotatiom process te determine the extent to which nev or
jmproved items entex the CPI sampls dQuring rotation, and intagrate this
study witk the Noulton-Smedley framework.

® Provide an overall zasessament Of how such "trus* guality change has entersd
the CPI swch yusr, i.s., the extant to which new or improved goods are
reflected in the caleulation of the (DI,

Fogt of thase staps can be achieved in the nedr texm, although a study of thae
sample rotation process {and any new saspling procediires) mey taks soma time
to accomplish. Informal discuesions with ELS officials suggests that wenmy of
chesa optiong are currently under oansideratioo.

? This conclusion refers only to quality change smd the new goode
problas. There is alse a substitution bies, which the Boekin Commiesion puts
&t 0.¢ peroent par year, It is possible that some oF all of this 0.4 perocmt
oould be exoded $f the link-BDias turns out to Dé large, but this oxy
pacoblematia.

.
is
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ioother get of reccumendatiors inmvolves changas in the CFI itsalf. Ths firge
{mvolvas the 1ink mathnd of bandling boncomparable gsubstitutss. This method
is, at dest, ar approximation and smy be siguificantiy biased. Thme,

. mm-houldowmumzreuunyfmmxukuthndhnmofm
class-mean mathod and direct quality adjustment vhers possible.

Zecond, noncoaparadble substitute itess are currently handled exclusively by
ane of tha four methods discussed above. Insights into the bias in each
®athod would be gained if, for some subset of items, wore than one method i
applisd to the same item and the resulte cowparad. Thus,

® Tha link, clasg-maan, and direct quality adjustment wethods should be
applisd sisnltanecusly to & subget of items in the CPI smepls.

Third, direct quality adjustment methods (the price bedonic regreasiom and the
Production cost ssthods! cuxrently used by BLS are subject to quality-oost
bius. This slso applies to the link and clasa-mean mathods.

¢ Thia souroe of hize should be studied by A8 and the diffarent metbods
improved to tha extent posaibdle.

Fourth snd finally, 815 abould also focus oo the two general pxoblems
associated vith the introducticn of Bew items. XL is currently considering
the possibility of accelerating the sample rotation period of those classes of
items in which iznovation oocurs st & rupid pace. I sndorse this way of
reducing the introduction lag of mew goods. BEowever, I aiso heligve that aven
BOTe prosctive steps sbould ba takes to {demtify product imnovationg.

L] uacupum-umim,mumwmmmuuuam
class and publish estimates of the avarags tims lag with vhich important
Daw goods sre i - d into the CPI sesmple. Scamner data uay be of use
in this effort.

Naw goods currettly enter the CFI in a way that undarstates ths valus of the
item to coosumers. It therefors wisses the implicit decline in price at che
time the new item is introduced {the consumer surplus).

e fTha RlS should adopt a loog-rom goal of improving this situation.
Techniques are cuxyemtly under developssnt that may provide a more acourate
tmmtdmmﬁmmmmumtmmuuw
toc sexo.
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The asourste veluation of nsw goods 1s so difficult ¢ problas that mo singls
satissticn technique or weesursuent procedure is likely to command
acceptence for the forssssable future. mExperizentation with aiternative
mpehods will undoubtedly be required, and in this procssse

¢ Grogps of iodustry or cummodity specialiscs wight be smpauslsed to appraise -
tha plausibility of valuations obtainsd using diffevent proceduras.

hese recommendaticos move the CPI toward & aore dypamis coet-of-livimg irdex.
Bowevar, thers iz no fixed trajectory for achieving this ebjective. ¥Yhe goal
of isprovipg the CPY 48 2ot sismply & @atter of sedering the KLE to "get it
right.® Much of ths *sechnclogy” nssded te Ixild a true cort-of-liviag index
is still under developient aod Pxsught with disagre 8 over spprogzizte
msthodology . 20

Moreover, mich of tha academic litersture bas fooused on itsms foxr which
the pace of technelogicel adeance bas been pertisularly rapid {e.g.,
pharmaceuticals and consumer electrondcs). A scrresponding btody of evidence
for & broad rangs of technolegiocally iess dynmmiec {or regressive ! consusers
goode does got axlst. Thiz mmy fseter a skewsd perspective ou the guality
prehlas.

Progress will cost momay, parhape wore mongy then is currently envisicnad.
Bat, it will ba v wall spant. R ber that the Moskin Coeerdigsaion
estimeted that a reduction of 1.1 percestage poiscs in the PI would gave over
ene trillion 4ollars of faderal budget dsfigit ovar the newt twelva years. An
arror of just a fev parcantage points ipvoives hilljions of dsliaxs. The
benefit-cost xatio oo a fow million dollare spant to improve the CPI is
potemtislly snormous.

Frustration over dalay= and technical difficuitias, cowbined with the
prospect of substantisl budget savings, say lead Congrese to isgoss an
axternal "fix* to the problez -- a "silver bullet® scluticm in whichk the <9t
iz reduced by o fized ameunt like .5 percent or 1.1 percent pox yoar. This
ie, ssphatically, the wyong spproach. The range of wnoertiinty about the txve
biss is sufficisntly large that «ay nuwbar selectad by Congrass is lixely eo
be wromg. and poesibly sxong Dy & large amoant. Momeover, duch £ oourme sets
& cerxible precedsnt for the mericen pestistical system. Will frustratiom
over tha ypcoming decesnial census laad to moxe sllver bullets? There 3is no
substitute for acourats Baasurssant snd Congress shouid be prepared to fund
the necessary statiatical infregiructurs, an infrastructure thet has been
sadly beglsctad in the past.

' Witneas the recent papers by Fisher and @riliches {1$95) and Bulten
{1996} . .
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Table 1

Relative Importances of Substitutions
in tha Coustruction of the CPI°

1984 19598
(%) (&)

Link method 1.71 0.57
Overlap method 0.33 a3.63
Direct qual adj. 6.30 0.41
Class-wean method B/A 0.32
Total noacomparable 2.25% 1.3%
Total cowparable 1.70 2.54
Total substitutions 3.9% 3.9
Nonsubatitutions 96.05 '96.10
Total covered CBI 100.0 100.0

*The price quotes for seversl itsm categories are axcluded. (Ses taxt faor
list of itoms, most important of which ip residential remt). The class-mean
mathod vas not used in 1584.

Sourca: Moulton and Smedlay (1997), Table 4. Total way not squal 100%
bacausa of rounding.
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Mr. SNOWBARGER. Dr. Karl.

Mr. KARL. Thank you very much.

You asked about “WEFA.” WEFA was originally, in 1963, found-
ed by Dr. Lawrence Klein, Nobel laureate, as Wharton Econometric
Forecasting Associates, hence the acronym. In 1987, the University
of Pennsylvania was bought out entirely and retained its name,
“Wharton,” about the same time we were merged with Chase Econ-
ometrics, and Chase Bank kept their name, “Chase.” Hence, we
came up with WEFA.

I would like to just summarize my comments. I will preface that
by saying that I am no expert on measuring Consumer Price In-
dexes; rather, as an economic consulting and forecasting firm, we're
experts on the U.S. economy and using the data, rather than meas-
uring these things.

The CPI is a price index which measures the cost of purchasing
pretty much a fixed basket of goods, rather than a cost of living
index, which is how it is often used. A cost of living index, of
course, would attempt to measure what really happens to people,
as opposed to what happens to the basket of goods.

It is my opinion, since the CPI is often used as a cost of living
index, by Congress in their legislation, for example, on Social Secu-
rity payments, as well as in private contracts, particularly between
labor and management on cost of living adjustments for wage nego-
tiations, that Congress should direct the Bureau of Labor Statistics
to actually create an index which is the cost of living index, and
provide the necessary funds to create that index.

I agree with the widely accepted view that the measurement of
the CPI, with respect to a cost of living, is biased upwards. It over-
estimates the rate of change of the cost of living. It’s important to
correct for that, not only because the cost of living index is used
in business and government obligations, but also because it would
provide a more accurate understanding of what’s going on in the
U.S. economy.

For example, the CPI is used in producing what we call the gross
domestic product information, produced by the Department of Com-
merce. That is used to adjust the consumption expenditures by con-
sumers and get what is called a “real” estimate of gross domestic
product, after-inflation estimate of gross domestic product.

Understanding how rapidly the economy is growing, under-
standing how rapid inflation is, it’s quite important for setting Gov-
ernment policy at the congressional level as well as at the adminis-
trative level, not to mention the Federal Reserve Board, with re-
spect to how to adjust interest rates.

In addition, businesses use the GDP numbers as well as the Con-
sumer Price Index numbers to project their product sales. Most of
our clients are large corporations or State and local governments,
as well as the Federal Government. They use this information to
project their sales of refrigerators, or the revenues, in the State of
Utah, for example, of corporate tax revenues, or something like
that.

It’s nicer to have unbiased data when you are projecting sales of
refrigerators, nicer to have unbiased data when you are projecting
your sales or your revenue.
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The estimate of bias by the advisory commission to study the
Consumer Price Index, which I will refer to as the CPI Advisory
Commission, of an upward bias of 1.1 percentage points per year,
seems large to me. An upward bias of about 0.2 to 0.5 seems more
plausible.

I do not base this estimate on a rigorous analysis of the CPI.
Again, I'm not a statistician. I have worked in statistical offices,
have a great deal of sympathy for them, but I base this more on
a subjective, intuitive understanding of what’s going on in the econ-
omy, rather than an assessment of the precise errors in quality ad-
justment, substitution, et cetera.

With that, I would concur with the previous speaker, Professor
gulten, that we should proceed cautiously with how we adjust the

PL

I also strongly would like—I think it has been expressed widely
this morning that we should keep the bias issue of the CPI sepa-
rate from the budget process issue. These are two quite separate
issues. One deals with measuring something that’s going on in the
economy; the other deals with raising taxes and revenue, and
spending money appropriately.

Mr. SHAYS. Tell me who wants to raise taxes in this group.

Mr. KARL. The fact of the matter is that we do raise taxes, and
that’s all I meant by that, not up further. I use it in the sense of,
they are raised.

Mr. SHAYS. I'm teasing.

Mr. SNOWBARGER. I wasn’t here when it was done.

Mr. KARL. Just to reiterate, a more accurate measure of the cost
of living is a worthwhile endeavor in itself, that we would like to
know what the cost of living—how it is growing over time. That is
something that the BLS provides information on, but actually
dogsn’t measure. The CPI was never intended to be a cost of living
index.

With that, I will yield.

[The prepared statement of Mr. Karl follows:]
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My name is Kurt Karl. I am the head of the U.S. forecasting unit of WEFA. a Primark
Company. WEFA is an information service company, providing economic forecasts, data
and software to business. financial institutions, \vaemncs and government agencies. It
was ouniea in 1963 by Nobe! Laureate Lawrence R. Klein. In 1987, Wharton
Econometric Forecasting Associates was merged with Chase Econometrics to form
WEFA. WE 1as growa o include over 200 economeiricians, economisis, sociologists,
researchers, system lysts, data experts and support staff. In 1997, WEFA was
purchased by Primark and became “WEFA, A Primark Company”. WEFA’s headquarters
are in Eddystone, PA. The company receives approximately $700,000 worth of federal
government revenue — or less than 5% of total revenue — mostly in the form of
subscription revenue for forecasting services, data and software.

The following points summarize my views on the Consumer Price Index (CPI):

© The CPlis a price index which measures the cost of purchasing a fixed ms *kc" hasket
of goods and services. It is not a Cost-of-Living Index (COLY). However, it is often
used in bisiness contracts as & COLI and is used by the federal government as a COLI
in, for example, making adjustments to income tax brackets and adjustments to Social
Semri:‘y payments, Cengress should direct the Bureau of Labor Statistics (BLS) to
duce a COLI which would minimize any bias and more closely measure changes
i the actual cost of living. Congress should provide the BLS with the necessary funds
to produce such ap index on a timely basis.

ree with the widely accepied view that -— as a measurement index of the cost of
g —- the CPI overestimates the true cost-of-liv rate. It s important (o

correct for this upward bias not only because of its use as a COLI in business and
government obligations, but alsc because a more accurate measure will help us to
e cier understand the U.S. economy. The CPI is used, for example, in creating the
after-inflation, conswmer expenditure data that is used in tabulating Gross
Domestic Product (GDP), the total output of goods and services in the economy. The

upward bias in the CPI would imply that we are underestimating real GDP growth in
the economy. Many businesses and state and local governments use the GDP
numbers, or Nationai Income and Product Account data, to project their product saies,
For example, real consumer expenditures on furniture and household equipment
might be used to forecast sales of televisions or sofas. The downward bias may cause
businesses to needlessly under-forecast their sales.

¢ The estimate of bias by the Advisory Commission To Study The Consumer Price
Index (CPI Advisory Commission) of an upward bias of 1.1 percentage points seems
large to me. An upward bias of about 0.2 to 0.5 percentage points seems more
plausible to me.

¢ The issue of bias in the CPI should not be connected to the budget process. The BLS
should be producing a COLI which minimizes the problem of biases in index
numbers even if movements in the CPI had no effect on the federal budget. Providing
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a more accurate measurement of changes to the cost of living is worthwhile in itself
for the points mentioned above.

CPlvs. COLi

The consumer price index was never designed to be a cost-of-living index. It is designed
to measure the price movements of a fixed basket of goods. If consumers never changed
what they bought and the goods never changed, then this type of index would be a very
close approximation of a cost-of-living index. However, the world and consumer habits
do change. A cost-of-living index would attempt to keep up with the changes in goods
and services and the habits of consumers, thus more accurately reflecting the changes in
the standard of living.

Because the CPI is designed for a fixed basket of goods, its measurement of the cost-of-
living is “biased.” The bias is a systematic error relative to the measurement of the cost-
of-living. Sometimes the price of coffee goes up and consumers purchase more tea than
the previous year, this shift in consumer behavior introduces what is called substitution
bias. Sometimes a new store opens and consumers drive to a new location and buy the
same good, perhaps at a lower price; this is referred to as outlet substitution bias.
Sometimes consumers buy a new product, while other times they, stop buying goods
which were previously purchased; this introduces new product bias. Semetimes the goods
themselves change and improve in quality; this leads to guality change bias.

Generally, the biases push up the CPI relative te a true cost-cf-living index, though not
always. Thus, changes in the CPI overestimate the rise in the cost of living. This presents
three problems for businesses. ¥irst, businesses often use the CPI as a price escalator in
contractual arrangements with other businesses. For example, a three-year contract for
electrical motors delivered to a customer may be written such that the price of the
electrical motors in the second and third year will rise by the same percentage as the CPIL
The CPI is often chosen not for its accuracy at reflecting general inflation — or for
reflecting the rising cost of electrical motors! — but because the CPI report is easily
accessible and the data is not revised. WEFA, for example, has such contracts with a few
of our clients. One that I know of is for forecasting services, another is for software
deliverables. WEFA did not choose the CPI because of its upward bias, but rather
because its escalation is readily verified and is not revised. Any improvement in the
accuracy of the CPI's measurement of general consumer inflation would be welcome by
most businesses. These types of escalation clauses in contracts are meant to avoid conflict
over a reasonable escalation rate. Hence, an improvement in the CPI would tend to reduce
disputes over escalation clauses and lead to the CPI being more widely used as a
reasonable estimate of general inflation.

Second, businesses use the CPI as the cost-of-living adjustment (COLA) in labor
contracts. The use of the CPI in COLA contracts is less widespread today than 10 years
ago, but clearly an upward bias is viewed unfavorably by businesses with such contracts.
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The COLAs are imeant to adjust only for increases in the cost of living, not the cost of
living plus some extra amount which is difficult to measure. A more accurate
measurement of the cost of living would be welcome, I believe, by both sides in the labor
contracts. The point in wage negotiations between employers and employees is to arrive
at an agreement of the appropriate compensation for performance. The negotiations
should not have to include a discussion over the best measurement of the cost of living
and the statistical biases in the CPL A cost-of-living index from the BLS would be a
welcome improvement over the existing CPI, given that the CPI is widely viewed as
being upwardly biased.

Third, the CPI is used by the Bureau of Economic Analysis (BEA) at the Department of
Comimnerce in the calculation of gross domestic product (GDP), or the total output of
goods and services in the U.S. economy. Specifically, many of the individual CPI indexes
are used to calculate real consumption expenditures. Consumption expenditures
constitute about two-thirds of the total GDP. Any bias in the CPI would affect the real
consumer expenditure numbers as well as total GDP. The upward bias would mean that
we are currently underestimating real growth in the economy. Many of WEFA's clients
are businesses which use our forecasts of the real components of GDP to forecast the
volume sales of their products. For example, our furniture, television, and household
appliance clients might use the consumer expenditure component, “consummer durables,
heusehold furniture and equipment,” to forecast their volume sales of furniture,
televisions, and appliances. Many of cur clients use real GDP as a guide for future sales
of some of their products since they have found that the general perfermance of the
economy is the best guide to next year’s sales. An inaccurate CPI distorts the
measurement of real GDP and real consumer expenditures and makes it more difficult to
get an accurate forecast of sales.

On a more technical note, the bias in the CP1 presents difticulties in building models of
the U.S. economy and research. Not only does it provide an inaccurate picture of changes
int the cost of living, but it is not a consistent data series over time. The methodology for
caleulating the CPI has changed from time fo time, but the BLS has not provided
historical revisions of the CPI using the new methodologies. For example, the BLS
recently changed the formula to calculate the CPL so as to avoid something referred to as
“formula bias.” Whereas this is helpful for more accurately tracking future changes in the
cost of living, the BLS did not provide a revised historical data series consistent with the
new formula. This presents a problem to model builders and researchers using historical
time series data. It means that we must keep track of all the methodological changes and
incorporate them into our models which seck to explain CPI inflation or use the CPI to
explain movements in other data series. Understanding inflation is extremely important
for determining the policy of the Federal Reserve Board, so | hope you will agree that this
reseurch is important and useful. Because of this technical issue, I would recommend that
the BLS provide a historically consistent daia series on the cost of living, as well as an
unrevised data series which is useful in legally binding contracts.
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Is inflation Overestimated?

The CPI Advisory Commission concluded that the CPI overstates inflation by 1.1
percentage points each year. Of that, 0.6 percentage point was attributed to inadequate
accounting for the quality improvements in products and the introduction of new
products, 0.4 percentage point was attributed “substitution bias,” and 0.1 percentage point
was attributed to increased shopping at discount stores.

There are a number of reasons why I believe the estimate of 1.1 percentage point may be
too large. First, quality improvements are very difficult to estimate. When car prices rise
due to the addition of an airbag how much of those price increases should be reflected in
the CPI1? The Commnission recommended accepting this type of safety enhancement to
passenger vehicles as a full quality improvement. This means that the price of a car would
rise by the full cost of the airbag, but the COLI for vehicles would remain unchanged.
Clearly, the consumer is getting the added benefit of a safer car, but is that worth the full
price of the additional part? Recent research has indicated that airbags have saved perhaps
less than two thousand lives and have resulted in a few deaths. Given the latest research,
is the price of airbags fully equivalent to the benefits that consumers receive from them?
The average home computers today cost about the same amount as three years ago, but
the newer machine is faster and runs more complicated software. Is the quality
improvement 30% or 50%? There are no definitive answers to these questions. The BLS
makes many adjustments to the CPI to account from improvements in quality, but the CP1
Advisory Commission believes the adjustments are inadequate. The real problem with the
measurement of quality improvements is that, to a certain extent, they are subjective: the
benefit of a faster computer varies depending on the preferences of the individual
consumers. Adjusting CPI inflation downward by 0.6 percentage point may be too much.
It would be better o have the BLS arrive at a systematic way of approximating the impact
of quality changes on the cost of living.

Second, the estimate of substitution bias seems high. Substitution bias stems from the
fixed-weight nature of the CPI index. The index assumes that consumers purchase a fixed
proportion of each good each month, even if relative prices change. However, we all
know that if the price of coffee quadrupled tomorrow, less coffee and more tea would be
purchased — consumers would substitute tea for coffee. Recently, for the new GDP data
the government introduced a set of price indexes, called chained indexes, which are
designed to eliminate most, if not all, of the substitution bias. Unfortunately, these
chained indexes at the lowest level of aggregation are based on CPI indexes. Thus, the
substitution allowed in the chain index is for relatively aggregated types of goods — the
substitution of a personal computer for a used car, for example.
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Figure 1
CPi inflation vs. Chained Consumption Index, 1985 tc 1996
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From the ter years ending in 1996, the chained consumption index — which is relatively
free of substitution bias — averaged 3.5%. During the same period, the CPI index
averaged 5.6%. Some of the recent divergence of the two inflation rates is caused by the
medical services component, which is growing very slowly in the chained index due to
factors unreiated to substitution bias.

As Figure 1 shows, there is not a lot of difference between CPI inflation and the chained
consumption index measurement of infiation. The chained index adjusts for substitution
bias by varying the consumer goods weights each vear according to the quantity of the
goods purchased. Over the ten years ending in 1996, both of the indexes averaged about
3.6% inflation, indicating that substitution bias is not much of 2 problem in the CPT, at
least at the level of aggregation implied by the chained consumer expenditure indexes.
Sometimes the CPI index is substantially below the chain index. This occurred when oil
prices fell in the mid-1980s. In this case, the fixed-weight CPI index had an outdated,
larger weight for gasoline consumption and it exaggerated the benefits to consumers.

More recently, the CPI has been higher than the chain index because of lower medical
services and lower durable goods inflation in the chain index. The lower medical services
tnflation in the chain index is the result of cost-cutting measures at companies that are
keeping down the costs of employees’ health insurance. Employer heaith insurance costs
have a large weight in the chain index, but not in the CPI, which measures services that
can be purchased directly by consumers, such as an individual health insurance plan. The
durable goods inflation is lower due to substitution, for example, of personal computers
for furniture,
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To greatiy reduce the problerm of substitution bias it will be necessary 1 have more
frequent Consumer Expenditure Surveys (CES). These surveys provide the information
necessary for adjusting the expenditure weights used in a cost-of-living index. The more
frequenily the CES i3 conducted, the more accurately the weights will reflect current
consumer behavios.

Third, the commission believes the CPI fails to account for greater patronage of discount
stores by consumers. If, each vear, a higher and higher percentage of shoppers buy more
oods from discount stores, then the CPI inflation rate would be biasec upwards. Though
e BLS does regulady adjust its survey to reflect where consumers shop, the mix of
stores surveyed tends to change more slowly than consumer behavior. Hence, it fails to
capture the benefit of lower prices at discount retail outlets. Clearly, this bias can only go
on as long as there are people not shopping at discount 8. So this problem with the
CPI is more likely to provide only a temporary upward bias to the CPY inflation rate. In
any case, it is a sinall bias and could easily be eliminated by providing more funds to the
BLS to expand their survey of stores and update the ones in the index more frequently.

Q

[y

storn

Finally, there is some counterfactual evidence which indicates that the estimate of bias of
1.1 percentage points seems high. First, surveys of consumers indicate that they believe
inflation is closer to 3% — not 2% as the CP! Advisory Comimission report would
imply.! Second, if inflation is lower than the CP1 indicates, the real income growth is
higher by the amount of the bias in the CPL This wouid mean that real per capita income
rase by about 2.3% per year for the five years ending in 1996. Yet, my sense in talking to
clients is that real per capita income is rising very stowly. Third, if the CPLis
overestimated by 1.1 percentage points, then real GDP growth is approximately 0.7
percentage point too low, since consumer spending is two-thirds of GDP and real
consumer expenditures are calculated using the CPL. The extra real GDP growth would
mean that in the last recession in 1991, real GDP feil by 0.3%. Yet industrial production,
which is not subject to the CP1 bias, fell 2.0%, while total payroi employment fell by
1.1% in 1951 (see Figure 2 and Table 1). Real retail sales fell 2.5% —- so even with an
adjustment upwards of 1.1 percentage points, real retail sales would have fallen 1.4%.
These declines in economic indicators —— some of which are totally unrelated to the
problem of measuring consumer prices — suggest that real GDP declined by something
closer to 1% in 1991,

' “Prefiminary resuits from the April 1997 survey”, Richard Curtin, Surveys of Consumers, University of
Michigan.
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TABLE 1: GROWTH IN ECONOMIC INDICATORS, 1978 TO 1986

REAL GDP REAL GDP INDUST. PAYROLL REAL REFAL
PLUS 0.7 PRODUCT. EMPLOY. RETAIL RETAIL
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The CPI Advisory Commission stated that the upward bias to the CPI “creates in the
federal budget an annual automatic real increase in indexed benefits and a real tax cut.”
This would imply that the personal income taxes would be falling relative to personal
income (adjusted for transfer payments and contributions to social insurance). Yet, in
1984 the effective tax rate was 10.7%, while in 1992 it was 10.5%. I chose these two
years because 1984 was after the full implementation of indexing of tax brackets and the
1980-82 recession and 1992 was prior to the latest personal income tax increase and after
the 1991 recession. Likewise, Social Security benefits have not risen in recent years
relative to income growth. In 1983, Social Security benefits averaged about 6.4% of
personal income. By 1996, this share of income had fallen to 6.2%. During this same
period, the percent of the population over 65 years-old rose from 11.0% to 12.0% (see
Figure 3). There are many things that could explain why personal income taxes are not
consistently falling relative to income and many reasons why Social Security benefits are
not rising relative to personal income. That is not my point. I simply would like to
indicate that the nominal, or current doilar, data (which is independent of the CPI data) do
- not strongly substantiate the view of the CPI Advisory Commission that the consumer
price index overestimates changes in the cost of living by a wide margin.
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Figure 2
Real GDP Growth + 0.7 Adjustment and Iindustrial Production, 1979 to 1996
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Since industrial production represents about 25% of the economy, virtually all of the
decline in real GDP — once it is adjusted to what is implied by the CPI Advisory
Commission — would be explained by manufacturing, mining and utilities. However,
other segments of the economy aiso experienced declines.

In short, there is reason to believe that the estimate of a 1.1 percentage point upward bias
to CPI inflation may be an exaggeration. A recent survey of the literature expressed
skepticism about the magnitude of the CPI bias and noted that since 1975 “there has been
very little new research on the problems of price measurement.”” A sensible way to deal
with the problem would be to fund the research for improving the measurement of
inflation and then implement changes to the BLS’s methodology, rather than adopting a
specific rule such as the change in CPI minus 1.1 as a cost-of-living adjustment.

2 “A Survey of Measurement Biases in Price Indexes,” Mark A. Wynne and Fiona D. Sigalla, Joumnal of
Economic Surveys, Vol. 10, No. 1, 1996.
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Figure 3
Bocial Security Payments as a % of Personal Income, 1866 tc 1996
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in this figure personal income is adjusted to exciude transfer paymemts income and
inciude contribution lo sociai insurance.

The CP! and the Budget

Movements in the CPT affect federal tax coilections and entitlement expenditures. In
1975, Congress decided to link Social Security payments to the CPL In 1981, Congress
decided to link personal tax celiections to the CFI, by indexing tax brackets and the
standard deductien. T believe that in both cases the intention was to compensate Social
Security recipients and taxpayers for cost-of-living increases. It now appears the CPI is
biased upwards and Social Security recipients and taxpayers may be receiving an
adjustment that more than compensates for the rise in the cost of living,

Though this means that federal expenditures and revenues are affected by the bias in the
CPL, [ believe these are two separate issues and should he treated as such. { believe thara
more accurate cost-of-living index shouid be produced and maistained by the BLS, even
if the CPT were not used in adjusting tax brackets and benetits. Businesses use the CPY in
cost-of-living adjustments and we should have a more accurate measurement of changes
in our standard of living. Congress has many ways to raise taxes and cut expenditures.
One way is by reducing or eliminating the CPI adjustment permanently or for a short
period of time. This shouid have nothing to do with making improvements to the CP] —
those improvements should be done in any case.
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Conclusions

The BLS should be provided funds to construct and maintain a CPI index which more
closely tracks the actual cost-of-living experience by the average American. There should
be two cost-of-living indexes. The first would never be revised and would be provided on
a very timely basis, just as the CPI is now. It is very useful for business contracts to have
an accurate COLI which remains unrevised and is published promptly. The second index
would be subject to extensive revision depending on the outcome of the latest research on
guality adjustments and substitution behavior of consumers. This second index would
provide historically consistent data on changes in the cost of living. This is very useful to
model builders, such as WEFA, and to researchers in business and academia who need
the most accurate calculation of the cost of living over time. [ agree with the view that
changes in the CPI provide an upwardly biased estimate of increases in the cost of living.
1 am skepticai that the bias is as much as 1.1 percentage points. Data which is
independent of the measurement of price increases tends to indicate that the bias is closer
to 0.2 to 0.5 percentage points. In any case, the evidence on the precise amount of bias 1s
inconclusive — further research needs to be done and this should be conducted by the
BLS in consultation with statisticians and academics outside of the government.

Finally, I believe that the BLS should be providing a more accurate cost-of-living index,
even if it had no impact on the federal budget. Businesses and academia rely on the
government for accurate and timely data on the U.S. economy. It is used in contractual
arrangements, strategic planning decisions, and research. I believe this issue should
remain separate from the budget issue. The data issue deals with providing information
on the state of the 1J.S. economy. The budget issue has to do with raising revenue and
spending it — there are many, many ways to do this other than by using the CPI as a tool
for increasing or decreasing taxes and expenditures.
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APPENDIX
DATA SOURCES

FIGURE 1:

SERIES PCIUM 15 APRY7
MONTHLY Data for 603 periods from JAN 1947 to MAR 1997
CONSUMER PRICE INDEX
All Urban Consumers
Special Indexes
All ftemns
UNITS 1982/84=100 SA
SOURCE: BLS, Consumer Price Index

SERIES PDCCE 28 MARS7

QUARTERLY Data for 150 periods from 195903 to 1996Q4
QUANTITY AND PRICE INDEXES
Personal consumption expenditures: Chain type price index
UNITS 1992=100 SAAR
SOURCE: BEA, NIPA tables

FIGURE 2:

SERIES GDP92 4 APRY7

QUARTERLY Data for 174 periods from 1939Q3 to 2002Q4
GROSS DOMESTIC PRODUCT
BILLIONS OF CHAINED 1992 DOLLARS SAAR
SCURCE: BEA, NIPA, 1.2

SERIES JiP.M 16 APR 97
MONTHLY Datia for 939 periods from JAN 1919 to MAR 1997
INDUSTRIAL QUTFUT
INDUSTRIAL PRODUCTION INDEX
TOTAL INDEX
UNITS 1992=100 SA
SOURCE: FRB, INDUSTRIAL PRODUCTION, G.i7

FIGURE 3:

SERIES NP65A 4 APR 97

QUARTERLY Data for 220 periods from 1948Q1 to 2002Q4
POPULATION, NONINSTITUTIONALIZED CIVILIAN, TOTAL, 65 & OVER
MILLIONS OF PERSONS NSA
SOURCE: BLS, EMPLOYMENT & EARNINGS, WEFA TRANS

SERIES NP 4 APRY97
QUARTERLY Data for 172 perieds from 1960Q1 to 2002Q4
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POPULATION, TOTAL
MILLIONS OF PERSONS NSA
SOURCE: BEA, NIPA, 2.1

SERIES SHARESSP 25 APR 97
QUARTERLY Data for 124 periods from 1966Q1 to 1996Q4
SOCIAL SECURITY PAYMENT AS A SHARE OF PERSONAL INCOME
FORMULA: trpgfoasdi/(yp-trp+txsp)
RATIO
SOURCE: WEFA Transformation

SERIES TRPGFOASDI 4 APR 97
QUARTERLY Data for 148 periods from 1966Q1 to 2002Q4

TRANSFER PAYMENTS, TO PERSONS, FROM GOVT, FEDERAL, OASDI

BILLIONS OF CURRENT DOLLARS SAAR

SOURCE: BEA, NIPA, 3.11

SERIES YP 4 APR 97
QUARTERLY Data for 176 periods from 1959Q1 to 2002Q4
PERSONAL INCOME
BILLIONS OF CURRENT DOLLLARS SAAR
SOURCE: BEA, NIPA, 1.9

SERIES TRP 4 APR Y97
QUARTERLY Data for 176 periods from 1959Q1 to 2002Q4
TRANSFER PAYMENTS, TO PERSONS, TOTAL
BILLIONS OF CURRENT DOLLARS SAAR
SOURCE: BEA, NIPA, 2.1

SERIES TXSP 4 APRY7
QUARTERLY Data for 176 periods from 1959Q1 to 2002Q4
GOVT RECEIPTS, CONTRIBUTIONS FOR SOCIAL INSURANCE, PERSONS
BILLIONS OF CURRENT DOLLARS SAAR
SOURCE: BEA.NIPA, 2.1
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Mr. SNOWBARGER. Thank you, Dr. Karl.

Mr. Baker.

Mr. BAKER. Thank you.

I will take advantage of the invitation to address some of the ear-
lier comments, but I do want to at least summarize some of the key
points in my written statement.

The invitation to testify here called on me to make assessments
of how BLS could more quickly implement changes to improve the
accuracy of the index. And I think that stems from a faulty as-
sumption that the index currently is highly inaccurate. I would just
present, quickly, three reasons why I would take issue with that.
First, I would say that the vast majority of economists treat it as
being accurate in their own research. Second, there is a whole
range of implications, and what I mean here are logical implica-
tions, necessary implications, of a highly inaccurate CPI, which
would lead to at least implausible, if not impossible, results in
other areas of economics. And third, I would point out that, to my
knowledge, there has not been a political figure in the country that
has yet embraced the implications of a significantly overstated CPI.

Let me just say a little bit more about each of those. The first
point, the CPI or related indices gets into just about everything we
do in economics.

I have actually run through the journals—in fact, I had a re-
search assistant of mine go through the written publications of the
members of the Boskin Commission, and we found, in 37 articles
where it would have been relevant, in only 6 of them did the mem-
bers of the commission themselves even raise the possibility that
the CPI significantly overstated inflation. In only one of those six,
an article authored just last year, did they even bother to correct
for it.

So I think you would find, virtually across the board, that when
economists do their research, they consider the CPI an accurate
measure. 1 just would like to point out, economists like to say,
we're a discipline that looks at what people do, not what they say.
And what economists do is, they use the CPI as though it’s an ac-
curate measure.

The second point I would make is, we’re saying two plus two
equals five. If the CPI is wrong, that affects just about everything
we do in economics. It affects our measures of rates of growth. It
affects our measures of relative prices, relative demand. Just about
everything we’ve done over the last 40 years would have to be re-
examined.

In my written testimony, I gave you one example. If you look at
deregulation—I took some numbers from Robert Crandall at Brook-
ings, probably the leading authority on the impact of deregula-
tion—I showed that, if you took his numbers as he has calculated
them, assuming the CPI is correct, we find that deregulation of air-
fares led to a gain to consumers of around 35 percent.

If we assume the Boskin Commission’s conclusion was correct
and apply it backward, that gain falls to about 15 percent, which
may be entirely offset by deteriorations in quality over this period,
meaning that the gains from deregulation might well have been
zero or even negative.
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That could be replicated with other areas of regulation, just
about every other area of economics. My point here is, it leads to
lots of things that many of us would find at least implausible, if
not impossible, a very different view of the world.

The last point, about how we view the political situation, public
policy, if it’s the case the CPI is overstating inflation—let’s take the
estimate of 1.1 percent—it logically implies real wages, real in-
comes are growing 1.1 percent more rapidly than we had thought.
Going backward—I've done this in some of my work—you carry it
backward, we would find out that most people who are now on So-
cial Security, in their 70’s, by that implication, were living in pov-
erty as recently as 1960.

Let’s carry it forward. It turns out that, you know, our children
and our grandchildren, who, of course, we are all worried about,
they are going to be very, very wealthy. We probably don’t have to
worry about them very much, because their incomes are growing
1.1 percent a year, more rapidly than we had thought. Come 2020,
2030, the dates we often look at, they are going to be quite rich.

So these are implications that I have yet to see embraced by po-
litical figures, including many of the people who claim the CPI is
substantially overstated.

Now, let me just very quickly address some of the things that
have been raised before. The concept of an elderly index, I know
Representative Sanders raised it; other people have talked about it.
I think there is a big issue here. Even the commission acknowl-
edged that we need more research in this area. I think Congress
would do well to consider appropriating the money that would be
needed to start a full elderly index so we could have an answer to
this question, at least if there is an interest in knowing how rap-
idly do costs rise for the elderly.

The second point I would like to make, a lot of the examples
where BLS, we could recognize, made a mistake, the cellular phone
example that we all know well, these are often goods that are used,
at least initially, disproportionately by high-income individuals.
The implication of that is that we might have overstated their rate
of inflation; we did not overstate the rate of inflation of the vast
majority of the population that still does not have cellular phones.

This raises a question about how you construct the CPI. Right
now, it’s an expenditure-weighted index. If I spend $1 million a
year, then my expenditures count 100 times as much as the elderly
person who spends $10,000 a year. We could, instead, have it con-
structed as a person-weighted index. I would suggest that that’s
something we may want to consider.

Just to make a couple more points quickly, I often talk about the
rate of inflation. I'm very hesitant to talk about the cost of living,
for the simple reason that, if we really want to evaluate the cost
of living, we have to count all the factors that affect the cost of liv-
ing, such as things like crime, pollution. I'm drinking water here.
It’s probably not tap water, if this is DC. These are things that are
very hard to take account of.

Economists have very little ability, I think, to really take account
of that, and I would urge we be a little more humble. That’s why
I think it’s more appropriate for us to say, we’re looking at a price
index. We could look at producing a better price index. I don’t think
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we really have the ability to produce a true cost-of-living index. I
think it’s really just too complicated, on its face.

I will stop there.

[The prepared statement of Mr. Baker follows:]
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Statement by Dean Baker
Economist, Economic Policy Institute

I am very pleased to have the opportunity to address this committee about the
performance of the Bureau of Labor Statistics (BLS) in maintaining the accuracy of the consumer
price index (CPI). I have been a close follower of, and participant in, the debate that has taken
place in the last two and a half years over the accuracy of the CPL I feel that the BLS has been
the target of much unjustified criticism throughout this period. Therefore 1 welcome this chance

to set the record straight

The task of maintaining an accurate consumer price index is inherently extremely complex.
The budgetary constraints that BLS has operated under miake it even more difficult. The fact that
the construction of the CPI has now been placed at the center of the political debate over the
budget threatens to make this task impossible. When this period is viewed in retrospect, 1 believe
that people will recognize that the BLS in general, and its Commissioner, Kathgrine Abraham in
particular, have conducted themselves in an exemplary manner. They have continued the ongoing
research process at BLS and implemented improvements suggested by the research they and
others have carried out. At the same time, they have resisted political pressure to make changes
that were not clearly warranted by existing research. The nation has been extremely well served by

the agency’s insistence on maintaining the integrity of its statistics.

Before discussing the possible sources of inaccuracy in the CPL, and the potential
remedies, T would like to try to dispel the belief that the index contains a significant overstatement
of the true rate of inflation. This view has become widespread as a result of the report of the
Senate Finance Committee’s Advisory Commission to Study the Consumer Price Index and the

widely repeated statements that various economists have made on this issue. However, repetition
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does not make truth. I will make three points about the alleged overstatement in the CPI:

i) Virtually no economists view the CPI as overstated when they carry out their research,

2) A significant overstatement in the CPI alters our understanding of the economy in a way that is

at least implausible, if not impossible, and

3) Virtually no political figures have embraced the altered picture of the future that is logically

implied by an overstated CPL

On the first point, there has been a considerable effort to promote the notion that all
economists agree that the CPI significantly overstates inflation. This has involved rounding up
statements from various prominent economists and even some crude efforts at opinion polling.
Economists are fond of saying that economics is a discipline where we look at what people do,
not what they say. I have looked at what economists do with the CPI and related price and output
indices in their own research. One can search through volume after volume of the leading journals
in the discipline and not find a single article where there was even a question raised about the
accuracy of the CPI or other related indices when economists applied them in their own research.
Even the members of the Senate Finance Committee’s Advisory Commission rarely noted any
problem. We examined 37 articles written by members of the Commission where it was necessary
to use the CPI or a related index. In only six of these articles did the members of the Commission
even note the possibility of a problem with the CPI. And in only one of these six (an article

written in 1996) did they make an effort to adjust for this problem. In other words, with almost no
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exceptions, economists view the CP1 as sufficiently accurate to use in their own research.

On the second point, if the CPI has been significantly overstating inflation, then it logically
implies that the economy has performed very differently than economists had thought. The CP1 is
used either directly or indirectly in constructing a very large portion of economic statistics. If the
CPlis wrong, then these other statistics are wrong, and so are the economic theories that ‘depend
on them. There is a long set of logical implications of a significant CPI overstatement that are at
* the least implausible. For example, if the Senate Advisory Commission’s conclusion is correct,
then the typical American was living below the current poverty level as recently as 1960. The real
value of the dollar against foreign currencies has fallen by nearly 40 percent since 1974. The
benefits that economists had thought consumers received from deregulating industries like air
travel, trucking, and telecommunications would largely vanish (see figure 1). The list of
implausible implications can be extended at considerable length. The point is that few, if any,
economists have been prepared to embrace the implications that would logically follow from
accepting the Advisory Commission’s claim about the CPI overstatement. To do so would require
jettisoning a very large portion of the economic research carried through over the last forty years.
If the CPI truly overstates inflation then this conclusion must be applied everywhere. Unless
economists are prepared to take this step, they have not accepted the Advisory Commission’s

claim.

Finally, there are implications for economic policy that logically follow from the Advisory
Commission’s claim. The most obvious, and important, is that people are getting wealthier much

more rapidly than had been recognized. Specifically, real incomes are rising exactly 1.1 percent a
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year more rapidly than our current data indicate. This means that people will be much wealthier in
the mid and long-term future than we thought. According to the Social Security Administration,
the current average annual wage is approximately $25,000. It is projected to rise to about
$38,000 (in today’s dollars) by the year 2030 (see figure 2). According to the Congressional
Budget Office, if we balance the budget, and keep it balanced for the next 30 years, it will raise
the growth rate somewhat, adding approximately $800 to the average annual wage by the year
2030. However, if we adjusted for the overstatement in the CPI claimed by the Advisory
Commission, our projections would show that the average annual wage in 2030 will be nearly
$56,000, more than twice their current level. By 2050, the average annual wage will be over
$80,000 (all numbers are in today’s dollars). In other words, if the Advisory Commission is
correct, our children and grandchildren are going to be far richer than we could have possibly

imagined.

1 have yet to hear any prominent political figure embrace this view. If the Advisory
Commission is correct, the future we are facing is so bright that the current concerns over the
burden that the deficit will impose seem altogether nonsensical. Our children and grandchildren
will be far richer than we are at present, and enormously rich compared to our parents and
grandparents receiving Social Security, who lived much of their lives below the current poverty

level.

It is possible to have different assessments of the accuracy of the CPL. However, it is not
possible to accept the claim that the CP1 significantly overstates inflation without also accepting

the logical implication of this view that the future is incredibly bright.
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For the reasons just noted, and others, I don’t believe that the CPI contains large sources
of bias. Therefore I think the gains in accuracy from improving the index are relatively limited.
However, there clearly are ways in which the index can be improved, many of which the BLS is
already pursuing. Il briefly discuss the treatment of geometric means as an example of how BLS
has effectively worked to improve the index, and then give suggestions for further iniprovements

that would necessitate additional funding from Congress.

The use of geometric means involves technical and conceptual questions on the
construction of indexes. Since its inception, the CPI has followed the prices of a fixed market
basket of goods and services at both the highest and lowest levels of aggregation. While there are
reasons for pursuing this approach, it clearly ignores the savings that consumers might experience
from switching from items that increase rapidly in price to items that increase less rapidly. At
higher levels of aggregation (broad categories like beef, chicken, apples and oranges), it is
possibie to pick up the impact of this substitution when consumption data becomes available,
usually about nine months after the year is over. BLS has produced series measuring this effect for

several years.

However, substitution also takes place ai lower levels, between types of steak or types of
apples. BLS does not have data at this iow a level of aggregation, so it is not possible to directly
measure the impact of this type of substitution. The alternative that BLS is currently exploring is
the use of geometric means to calculate inflation rates at the lower level of aggregation. This
method effectively assumes a particular pattern of substitution between types of goods in each

category. Recently BLS announced that it would publish an experimental index that would show
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the impact of using geometric means, instead of the current method. This will enable outside
researchers and policy analysts to gain an understanding of how the geometric mean approach
differs from the current method. After having a chance to examine the impact of the geometric

mean approach, and get feedback from outside researchers, BLS has indicated that it will apply

geometric means in categories of the CPI where the implied substitutions seem plausible.

I believe that BLS has pursued exactly the right course on this issue. First, it should be
noted that the vast majority of current research on the use of geometric means has been done by
BLS. Also, this research was initiated long before the accuracy of the CPI became a major public
issue. Second, it is well known that the use of geometric means across the whole index will lower
the measured rate of inflation by between 0.2 and 0.3 percentage points annually. For this reason,
there has been considerable pressure to adopt the geometric mean approach. BLS Commissioner
Kathgrine Abraham has correctly resisted this pressure. She has insisted that the impact should be
more fully understood, and that implied substitutions be plausible, before adopting geometric
means. Adopting geometric means throughout the index would imply that people substitute
cancer treatment for heart surgery when its relative price falls, or that consumers switch from
clothes washers to clothes dryers in response to changing relative prices. Such behavior is clearly
not plausible. Assuming that these substitutions occur would therefore understate the true rate of
inflation. Over the next several years, BLS will adopt the geometric mean approach in areas of the
index where the research indicates it is appropriate. This is exactly the procedure we should want

our statistical agencies to follow.

Lastly, I will make a suggestion for improving the CPL. There has been considerable
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© aftention to the question of whether all demographic groups face the same rate of inflation. For

© example, the experimental elderly index assembled by BLS suggests that the elderly experience a

- somewhat higher rate of inflation than the population as a whole. At present we lack the research

. to answer this question with any confidence. Even the Advisory Commission noted the need for

: more research on this issue. BLS could provide a more conclusive answer to this question if it
carried through a point of purchase survey specifically for the elderly population.. I have no
particular insight into what the results of this experiment would be. The measured rate of inflation
could move in either direction, or the difference may be so slight as to not warrant continuation of
the separate survey. Carrying out this survey would be a significant expense, but if Congress is
interested in finding an accurate measure of the rate of inflation experienced by the elderly, it

would be money well spent.
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Figure 1

The Gains From Airline Deregulation
Adjusted and Unadjusted
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This chart compares estimates of real airline fares in the period since airline deregulation using the
current CPI and a Boskin Commission adjusted CPI. The measure using the current CPI shows a
real decline in airfares of more than 30 percent, indicating substantial gains from airline
deregulation. The fare decline using the Commission adjusted CPI is only about 15 percent. A
gain of this magnitude could easily be offset by more restrictive ticketing practices or other
declines in service quality that have accompanied airline deregulation. In this case, and in many
others, economists’ assessments of the impact of economic policies will have to be re-examined, if
the Commission’s conclusions are accepted.

Source: R. Crandall and J. Ellig, Fconomic Deregulation and Customer Choice: Lessons for the Electric Industry.
Center for Market Processes, Fairfax, VA. 1996, and author’s calculations.
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Figure 2

Real Wages in the Year 2030
Deficit Reduction vs. CPI Adjustment
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This chart compares the impact on projections of future living standards of balancing the budget
with the impact of adjusting projections of real wage growth in accordance with the Boskin
Commission’s conclusion. The chart indicates that the average annual wage is projected to rise
from about $25,000 at present to about $38,400 by 2030 (in today’s dollars) if the government
continues to run significant deficits over this period. If the government balances the budget
throughout this period, the Congressional Budget Office projects that wages will increase slightly
more, to $39,120 by 2030 (also in today’s dollars). However, if the baseline projections are
adjusted in accordance with the Boskin Commission’s conclusion, then the average wage will be
nearly $56,000 by 2030 (in today’s dollars). This shows that the impact of the Boskin
Commission’s conclusions on projections of future living standards dwarfs any gains that could be
accomplished by deficit reduction or almost any other policy imaginabie. If the Commission is
correct, then the future looks far brighter than our current projections indicated was ever possible.

Source: CBO, Social Security Trustees Report, and author’s calculations.
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Mr. SNOWBARGER. Mr. Shapiro.

Mr. SHAPIRO. Thank you for the invitation to testify this morn-
ing.
The role of the CPI for indexing taxes and expenditures, as an
indicator for monetary policy, and for a source of other economic
statistics, gives rise to the great public concern about its accuracy.
In this context, it is worth noting that the CPI is one of the best-
executed statistical programs in the United States.

BLS personnel have been at the forefront of the effort to identify
and quantify problems that make the CPI a less than ideal meas-
ure of the cost of living. Moreover, their research has led to a num-
ber of improvements over the years. I hope that this testimony will
assist you in your oversight of the BLS, as it continues its efforts
to improve the CPI.

Let me begin by recommending two specific steps, relating to
issues that have already been discussed this morning, that the BLS
should take in the near term to improve the accuracy of the CPI
as a measure of the cost of living.

First, the CPI neglects that consumers economize by changing
their buying patterns when prices change. The BLS should elimi-
nate the so-called “high-level substitution bias” by changing the
formula used to aggregate prices across goods and services.

Second, the BLS uses a procedure in building up its elementary
price indexes that causes the index to have an upward bias. A
change in the way the BLS averages prices, moving to geometric
means, would greatly reduce or eliminate this bias.

By taking these two steps, the BLS could reduce the CPI’s over-
statement of the change in the cost of living by about one-half per-
centage point per year, on average. These two steps are the low-
hanging fruit of CPI biases.

The economics and statistical principles underlying them are
well understood, and the data required to implement them are al-
ready available. Hence, significant progress can be made in the
near term to improve the accuracy of the CPI, without substantial
delay, and without substantial incremental resources.

The timetable that Commissioner Abraham outlined for incor-
porating geometric means into the official index represents a rea-
sonably rapid translation of research into practice. The BLS should
%Ct with similar dispatch in addressing the high-level substitution

ias.

Let me explain how they might do that in a feasible way. The
formula that the BLS currently uses assumes consumers do not ad-
just their purchases of goods and services when prices change. To
account for the fact that consumers do, indeed, economize, the BLS
should use a so-called “superlative index” formula.

A superlative index combines data on expenditure with data on
price change to produce an index that is free of this high-level bias.
The data on expenditures required to construct a superlative index
are available with a lag of about a year, and this creates a practical
difficulty in producing an index.

Research that I have undertaken with David Wilcox shows how
to produce a very good approximation to this superlative index,
with the same timeliness of the CPI. Our method estimates the re-
quired expenditure data from observed price changes. This tech-
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nique can eliminate the high-level substitution bias, without com-
promising the timeliness or accuracy of the Consumer Price Index.

If a superlative index is, indeed, the best way to construct a price
index, you might well wonder why the BLS already does not use
it. Decades ago, when the CPI program began, the desirable prop-
erties of superlative indexes were not fully understood. Moreover,
the necessary expenditure data, which are now collected quarterly,
were only collected, roughly, every 10 years. Given this progress,
both in methodology and data collection, the BLS is now in a posi-
tion to move forward rapidly.

The issues I have been discussing concern how the BLS should
aggregate prices across goods and services. The other problem,
which we have already discussed today, is how it should average
prices at the lower level, how it should average lettuce of different
types. And I would endorse the BLS’s plans to move ahead rapidly
to use the geometric formula. This change should take about a
quarter percentage point off annual growth of the index, when it
is introduced.

These technical changes addressing the high-level bias, which
the BLS is not yet planning to do, and the low-level bias, which
they have in the works, are things the BLS can do in the short run
that would have a measurable effect on inflation within the next
couple years.

The longer term challenge is much more difficult. Measuring
prices in a dynamic economy is inherently problematic. New goods
replace old ones. Changes in outlets occur, where consumers buy
their goods and services. The quality of goods changes continually.
All of these changes make it difficult to compare the price of goods
and services across time. No simple change in the formula will
make these comparisons any easier.

To address the issue of new and improving goods and services,
there is no substitute for investigating them item by item. The BLS
should plan to review groups of items in the CPI on a rotating
basis, to study how best to take into account the quality change.
A one-time review could address the current backlog of problems,
but it would not anticipate future changes in the marketplace. So
this review, therefore, needs to be an ongoing part of the CPI pro-
gram.

Thank you.

[The prepared statement of Mr. Shapiro follows:]
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April 30, 1997

Statexent before the
U.8. Houss of Representstives
Committee on Government Reform and Oversight
Subcomni ttee on Human Rasources

Hearing on the Bureau of Labor Statistics’ Calculation
of the Consumer Price Index

by
Matthew D. Shapiro
Professor of Ecoaomics
University of Michigan
Thank you for the opﬁortunity to testify concarning the
Bureau of Labor Statistics calculation of the Consumer Price
Index. The role of the CPI for indexing taxes and expsenditures,
as an indicator for monetary policy, and as a source for other
economic statistics gives rise to great public concern about its
accuracy. In this context, it is worth noting that the CPI is
one of the hest executed statistical programs in the United
States. BLS personnel have been at the forefront of the aeffort
to identify and quantify problems that make the CPI a less than
ideal meagure of the cost of living. Moreover, their research
has led to a number of improvements in the index over the years.
I hope that the testimony today will assigt you in your oversight
of the BLS as it continues its efforts to improve the CPI.
Let me begin by recommending two specific steps that the BLS
should take in the near tern to improve the accuracy of the CPI

as 3 measure of the cost of living.
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. Pirst, the CPI neglects that consumers aconomize
by changing their buying patterns when prices
changs. The BLS should aliminate this sc-celled
high level substitution bias by changing the
formula used to aggreqgate prices across goods and |

servicea.

@ Second, the BLS uses a procedure in building wp
its siementary price indexes that causes these
{ndexes to have an upward bias. A change in the
way that the BLS averages individual price
cbssrvations could reduce or sliminata this blas.

By taking thece two steps, the BLS could reduce the CPI‘s
cverstatenent of the change in the cost of living by about 1/2
percantage Point per ysar on average. These two steps are the
low-hanging fruit of CPI biases:

J The economic and statistical principals underiylng
ther are well-understood.

s The dets required to implement them are readily

availablie.

Hence, significant progress can be made in the near tarm to
improve the accuracy of the CPI without subetantial deiay and

without substantial incremental resources.
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The formula the BLS currently uses assumes that consumers do
not adjust their purchases of goods and services when prices
change. To account for the fact that consumers do indeed
aconomnize, thae BLS should -uue a so-called superlative index
formula. A supéerlative index combines data on expenditure with
data on price change to produce an index that is free of the
high-level substitution bias.

The data on expenditures required to construct & superlative
index are available only with a lag of about a year. Research
that I have undertaken with David Wilcox shows how to produce a
very good approximation of & superlative index with the same
timeliness as the CPI. Our mathod estimates the required
expenditure data from observed price changes. This technique can
eliminate the high-level substitution bias without compromising
the timeliness or the accuracy of the CPI. [See Appendix.]

If a superlative index is indeed the best way to compute a
price index, one might well ask why the BLS does not already use
it. Decades ago, when the CPI program began, the desirable
properties of superlative indexes were not fully understood.
Moreover, the necessary expenditure data, which are now collected
Quarterly, were only collected roughly every ten years. Given
this progress in mathodology and data collection, the BLS is now
in a position to inplmi the superlative formula.

The issue I have just been discussing concerns how the BLS

" should aggregate price observations across goods and services.
Another problem arises when the BLS produces the over 200
elementary price indexes from which it builds the CPI. To
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calculate price changes, the BLS needs to average price growth
across a sample of outleta. The BLS currently uses the simple,
arithmetic mean tc calculate the average. The arithmetic mean
overstates the rate of prico change by giving too much weight to
items whose prices are increasing faster than average. The
geomstric mean, which averages price changes by multiplying them
together rather than by adding them up, does not bave this
problem.

This month, the BLS started producing an experimental CPT
using these gecmetric means. This index grows 0.3 percentage
point slower than the CPI. S8tudy is needed to asseas the
performance of the geometric means indexes, particularly where
the BLS averages across qoo@l that are bhighly beterogenous.
Ronetheless, gecmetric means should become the benchmark for
producing elementary price indexes. The BLS should use geometric
means aexcapt in cases where there is specific evidence that they
are inaccurate.

These tachnical changes in the way the BLS computes the CPI
could increase the accuracy of the CPI in the near tarm. The
long-term challenge for the BLS is more difficult. Measuring
pricas in a dynamic economy is inherently problematic. New goods
replace cld cnes; changes in the marketplace provide new outlets
for making purchases; the quality of goods and services changes
continually. All of these changes make it difficult to compare
the price of goods and services across time.

No simple change in the formula will make these comparisons
any essier. To address the issue of new and improving goods and
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services, there is no substitute for exanmining them item by item.
This is the house-to-house combat of indax number comstruction.
The BLS should plan to review groups of items in the CPI on a
rotating basis to study how best to take into account quality
change. A one-time review could address the currant backlog of
problems, but could pot anticipate future changes. This review
therefore needs to be an ongoing part of the CPI program.
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Appengdix
Constructing an Approximate Superlative Price Index in Real Time

This appendix is based on Matthew D. Shapiro and David W.
Wilcox, "Alternmative Strategiass for Aqqroqatinq Prices in tha

cpi.*® WMLM (forthcoming) .
Se2 that paper for details of these calculations.

A "superlative® price index uses information on expanditures
to account for how consumers economize on the cost of living when
prices of goods and services change relative to sach other.
Congequently, a superlative index does not hava the high-level
substitution bias that arises in the CPI. A TOrngvist index is
one commonly-used superlative price index.

Owing to delays in the aveilability of the required
ture data, a superlative index cannot be computed with the
same timeliness that is possible with the current CPI. This
appendix suggestz a procedure for spproximating a2 superlative
price index with the same timeliness of the CPIL. The method is
88 folliows: .

i. Take the most recently availablae annual
expenditure shares as 2 point of departure.

2. Update these shares based on the observed price changes
by assuming a constant elasticity of substitution (CBS)
demand system.

3. Calculate a price index using these updated expenditure
shares.

Using data for 1988 through 1995, the Teble shows the growth rate
of this feasible approximstion of the superlative index
calculated using different values of the CBS parameter. For
comparison, it shows the growth in the CPI. It alsc shows the
growth of the Torngvist index, which can omly be computed with a
lag.

In the sample, the CES index with an elasticity of
substitution of 0.7 grows at the same rate as the Tornqvist
index. The year-to-year standard deviation of the difference
between the rate of change Of this feasible index and the
Torngvist index is only 0.04 percentage point per year. Thus,
the CES index has the same growth rate on average as the
:uperlative index with only smalil year-to-year deviations from

t.
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Table

Peasible Approximation to 2 Superlative Index
(Percentage Points Per Year)

i
crl o=.6 o=. o=.8 orngeist
1588 4.43 4.13 4.11 4.09 4.07
1999 4.85 4.23 4.21 é.19 4.21
1980 6.16 5.63 $.58 5.54 5.63
1991 3.00 2.68 1,68 2.67 2.77
1992 2.56 2.64 32.61 3.58 2.61
i993 2.74 2.53 2.49 2.46 2.48
1994 2.65 2.3%9 1.58 2.56 2.54
1995 2.87 3.36 2.35 2.33 2.32
nean 3.64 3.35 3.32 3.30 3.32
etd, dev. 1.21 1.11 1.1¢0 1.09 1.11

Differsnces from TOrngvist

1988 .38 .06 .04 .02
1989 .43 .02 -.00 -.02
1990 .53 -.00 -.05 -.09
1991 .34 -.08 -.09 -.09
1992 .38 .03 .00 -.02
19903 .29 .07 .04 .92
1994 .12 .06 .04 .02
1898 .35 .04 .02 .01

.32 .92 .00 -.02
atd. dev. -13 .05 .04 .05

Source: Matthew D. Shepiro snd David ¥. Wilcox, "Altarnative Strategies
for hggregating Prices in the CPI," 8. Louis aw
(forthcoming), Table 3. The CRY indax tes 2 superlative price ex
with the some timelimess as the CPI. It is besed on projections of the

ture shares using different valuas of the comstant elasticity of
substituticn (o). The Térnqgrvist is a superlative index. It iz beased on the
actual expenditurs shares, which sre available cmly with & lag.
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Ther Uhsnorsiy of Meckhigan

(313) 7642355
FAX: (313) 764-2%69

April 29, 1997

The Honorable chx-istopher Shays

Chairman

Subcommittee on Human Resouzces

Committee on Government Reform and 0versiqht
Room B-372 Rayburn Bullding

Washington DC 20515

Dear Congressman Shays:

Thank you very much for the opportunity to cutity bsfore
the subcommittee at the hearing on the Consumer Price Indax on
April 30. I am attaching a copy of my vrittcn statement .

In the appearance bafore the subcommittes, I an representing
my own views and not necessarily raprenantinq thoce of the
University of Michigan.

I alsc am attaching a2 list of PFederal grants and contracts.
Your staff has instructed me to list only those grants and
contracts in which I participated directly.
Thank vou again for the opportunity te testify;
8incerely,

V7 St © - Meanss

‘Matthew D. Shapiro
- Professor of Economics
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FPaderal Grants and Contracts
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Bational Institute of Aging, *Wealth, Saving, and Pinancial
Security Among Older Households,® POl AG10178-03 (program project
grant to Institute for Social Research, University of Michigan),
9/92-6/97, $1,441,000 approx.

Mational Science Potmdatioxi. *Capacity and Macroeconomic
Fluctustion,® SBS-9112936 (research grant to the National Bureau
of c Research), 8/91-1/96, $126,345.

National Science Poundation, *"Capital Mismatch and Sectoral
Reallocation,® (research grant to the Rational Bureau of Bconodmic
Research), 7/97-7/00, $371,362 approx.

Board of Governors of the PFederal Reserve System, Consulting
contracts for advice on its definition of and measure of capacity
utilization, January 1995-Decembar 1996, $6,000.

Pederal Reserve Bank of St. Louis, Honorarium for participation
in Federal Reserve System namq«unt conference, 9/96, $1,500;
Bo:/:orar:\m for participation in annual research conference,
10/96, #3,000.

federal Reserve Bank of Minneapolis, visiting scholar travel
expenses, 9/95-1/96, #8,000 approx.
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Mr. SNOWBARGER. All of you have mentioned something that I
guess is becoming more and more of great concern to me, and that
is this distinction between a cost of living index, if we want to call
it that, and the Consumer Price Index.

I think all of you were saying that those are two different things,
or should be two different things, measured in different ways, or
at least there would need to be adjustments to a CPI to get to a
cost of living index. And yet, we have based a number of Govern-
ment programs, not only on the spending side, but also on the rev-
enue side, that have basically assumed that they are the same, or
that they are accurate.

I would appreciate your comments. Have we adopted public pol-
icy that’s based on this inaccurate assumption, and how significant
is that? Should we be looking to—well, I guess one of you sug-
gested—was it Dr. Karl that suggested that we now call for a cost
of living index, as opposed to a CPI?

Mr. Hulten.

Mr. HULTEN. Well, I suspect that, when the CPI program was
first initiated, the fixed market basket approach was probably re-
garded as giving a reasonably accurate approximation to the true
cost of living. I also suspect that people were not as concerned
about the rapid pace of technical change then, and certainly didn’t
face the kind of very short product cycles that we see today.

So I think that the paradigm, if you will, that was appropriate
in the past may be shifting quite a lot in the last two or three dec-
ades. But, at the same time, this has rendered the old concept of
the fixed market basket obsolete, and we need to make the appro-
priate modifications to the CPI paradigm that are implied by that.

So I would say that it’s not so much an issue of, we have a cost
of living index on the one side and the CPI on the other, but a
question of bringing the CPI into line with what we now think is
the best practice for a cost of living index.

Mr. SNOWBARGER. As opposed to two separate concepts, like Dr.
Karl seems to indicate.

Mr. KARL. All I was indicating was that you might be perfectly
happy to continue producing a CPI which is on a fixed-weight mar-
ket basket, and create another index on a cost of living basis that
attempts directly, which the BLS acknowledges that the CPI does
not, to estimate the cost of living.

Let me go into a couple of things that I didn’t particularly cover
earlier, in the summary. For example, if you want to get a more
accurate estimate of the cost of living, there are some biases. We
widely recognize those, quality, substitution, we’ve heard about
those today.

But for getting quality adjustments, that’s very, very complex,
quite difficult. So you need to adopt some method that is system-
atic, in that regard, of adjusting for quality changes. The BLS al-
ready adjusts for quality changes. The criticism from the CPI advi-
sory commission was that they don’t go far enough, and this is
often the criticism.

A second kind of thing is, we talked about substitution bias. Peo-
ple change their buying habits, depending on movements in prices.
This could be adjusted through more frequent surveying of consum-
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ers. The consumer expenditure survey is the method for getting
this basket of goods.

Mr. SNOWBARGER. How often is that done now?

Mr. KARL. Excellent question. I am not quite sure. It’s every 5
years, I think.

Mr. SHAPIRO. No, it is now done every quarter. And I think the
point is that, when the BLS started doing the Consumer Price
Index, in the early 1940’s, that survey was done every decade.
There has also been a lot of conceptual progress in the economics
profession. I know that you are frustrated that we are slow, but it
wasn’t until the mid-1970’s that economists figured out how to do
a price index that would take into account how consumers sub-
stitute.

So we now know how to do the formula correctly.

Mr. SNOWBARGER. You’ve compounded my problem with all this
process by saying that you finally figured it out in the mid-1970’s.
We'’re in the mid-1990’s now, that’s 20 years, and we haven’t imple-
mented what you apparently found out back then.

I don’t understand what takes so long, once we’ve figured out
that we’ve done it in a way that gives us maybe a skewed view of
things. We now know how to correct for that, and have apparently
figured it out, 20 years ago, and we'’re still in a process where we
think we may implement it down the road.

Mr. SHAPIRO. I'm sympathetic with the Commissioner. It takes
time to go from a highly technical paper in the Journal of Econo-
metrics into actual practice. Also, the other ingredient was col-
lecting the necessary data, moving the consumer expenditure sur-
vey from a decade to an ongoing quarterly sample, and that hap-
pened only in the late 1970’s.

So this is something I think they should move forward quickly
and can do it within the next few years.

Mr. SNOWBARGER. Dr. Karl, we kind of interrupted.

Mr. KARL. That’s OK. In any case, what you want to do, I mean,
if you just review what Ms. Abraham mentioned, she said they are
changing the basket of goods. From 1982 to 1984 was the old bas-
ket; now we’ve got 1993 to 1995. But we could more frequently up-
date that basket of goods to adjust for the substitution problem.

Finally, another way to improve the index would be to, every 5
years—they have a 5-year rolling over survey of outlets that they
use in the BLS construction of the CPI. Well, move it up to 3 years,
or something, you see. These things can be adjusted for.

I think it’s true—I can’t recall who said it, or maybe it has been
said by a number of people—you will never get to the true cost of
living for the average American. You will get a pretty good approxi-
mation, and that’s what the BLS should be directed to do, and
funded and supported in that effort.

Mr. HULTEN. If I can amplify my comments on the distinction be-
tween a pure price index and a cost of living index.

Mr. SNOWBARGER. Sure.

Mr. HULTEN. What we’re really talking about here, at least to my
mind, are two different types of price indices: one that incorporates
item substitution, and one that does not. What I was saying is, if
we really want to look at a true cost of living, the implicit assump-
tion here is that the physical and social infrastructure is constant.
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I think we clearly know that it’s not. For example, increasing crime
that affects people’s behavior, that might require additional ex-
penditures, burglar alarms, whatever it might be, that’s a cost of
living increase for many people. Deterioration in school quality
leads many people to send their kids to private schools, and that’s
an increase in the cost of living for many people.

Increased congestion which increases travel time to and from
work is another example of a real increase in the cost of living for
people, which is a reason why I am inclined to say we don’t want
the CPI to be a cost of living index. I should also point out that
in the Boskin Commission report, buried somewhere deep in its
pages, you find a section which discusses some of these issues, and
they say, but are these the sort of things that belong in a “price,”
their emphasis, index. And I would say they don’t, because we can’t
measure them very well.

Mr. SNOWBARGER. Let me ask all of you, or anybody that wants
to answer, I have a particular product in mind, and I don’t know
how the change in that product figures in, whether it’s a quality
change or what. And it’s similar to the cell phone.

I'm thinking of my own experience that, somewhere back in the
mid-1980’s, I decided to go out and buy a computer. And the com-
puter I get at that point in time was, what was it, an 8086, at the
low end, and probably cost $3,000, if you just purchased it directly.
And there weren’t that many places selling an 8086, so you got an
IBM or, you know, a Mac, or something of that nature. So there
aren’t a whole lot of outlets.

Now, fast forward to today, and I want to enter in and buy an
entry-level computer for my family, that now costs me maybe one-
third of what it cost 10 years ago. And not only that, I've got a fast-
er processor, I've got larger memory, I have access to the Internet,
I have software that’s loaded on it as it comes from the store. Is
that a quality change? Where does it fit into these categories that
we’ve talked about, I guess is my question.

Anybody.

Mr. HULTEN. Yes, it’s definitely a quality change.

Mr. SNOWBARGER. OK.

Mr. HULTEN. A dollar you spend on a computer now buys you a
lot more computing power. It does, for example, buy you access to
the Internet. The more powerful processors also allow types of soft-
ware that were just not possible 15 years ago. The appropriate way
of accounting for this quality change is very much at the center of
the debate about the cost of living.

Mr. SNOWBARGER. OK. So this market basket that we're talking
about, that we use right now, was when?

Mr. KARL. The current one is 1982 to 1984.

Mr. SNOWBARGER. The current one is 1982 to 1984.

Mr. KARL. It’s being changed to January 1993 to 1995.

Mr. SNOWBARGER. Which pre-exists even the first computer that
I purchased. So how in the world do we consider that.

Mr. BAKER. If I can clarify an issue here. I think there’s some
confusion. They set weights for broad categories as of 1982 to 1984.
They rotate items into the survey currently every 5 years. As I be-
lieve Katharine Abraham said, they are going to change that to
every year, with rapidly changing items like computers. So the
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odds are they might be looking a little bit out of date in the com-
puters; they are not looking at 1982—-1984 models.

Mr. KaRL. Yes, that’s correct. I don’t mean to say that they are
using the actual weights of what people spent in 1982 to 1984, but
it does create a bias toward the 1982-1984.

Mr. SNOWBARGER. Again, the question would be, if we’re circu-
lating all those things through, what happened to the cell phone,
which is the example that has been mentioned here, and many
other kinds of things, whether it’s, you know, electronics—opri-
marily electronics, I mean, that’s what comes to my mind anyway.

Mr. HULTEN. Could I also make a comment? The actual CPI mar-
ket basket is considerably more dynamic than the fixed market
basket intention really suggests, because about 4 percent of the
items in the CPI market basket are discontinued every month, and
have to be substituted for by a fairly elaborate and involved proc-
ess.

Over the course of a year, there is a tremendous churning within
the sample, and on top of this, you get this sample rotation process.
So, actually, the notion of a fixed market basket really is a concep-
tual notion that really we don’t see in practice.

The real question is, in the process of rotation and replacement
of discontinued items, are we pulling in the new goods, like cell
phones and VCRs and personal computers, at a rate that is appro-
priate. I think the general answer is that we have not been in the
past.

Mr. SNOWBARGER. I'm looking to my right, and I don’t see any
Democrats to call on, so Mr. Shays, I will turn to you.

Mr. SHAYS. I thank you.

First, Mr. Baker, I found your testimony very compelling, but
then I wanted to qualify it, because it seemed to sound like an all-
or-nothing. If we find that the CPI is totally out of sync, the impli-
cations are, as I went through your three points, we would have
to rework the last 40 years.

What happens if it was all right for the first 30, but simply isn’t
all right for this last 10? So I'm just wondering if you didn’t really
kind of overstate it a little bit. My sense is that this is a problem
that has been presented more in recent history than in the last 40
years.

Mr. BAKER. Well, I think not, actually. I've looked very carefully
at the history of the CPI, and I think what you find is a movement
toward improving the methodology. And there is research that
dates back—-certainly the Stigler Commission compiled much of
it—but there is research that has been ongoing since then which
has indicated, if anything, the extent of biases, particularly in the
area of quality, has diminished through time.

The leading authority here, I would say, is Robert Gordon, who
was a member of the Boskin Commission, and in his own work he
showed a very, very substantial decline in the amount of quality
bias in the CPI over the period which he looked at, which was from
the early 1950’s to 1983.

Mr. SHAYS. But your first point was, basically, that economists
use the CPI as an accurate measure. And the implication there is
that it has the support of most economists, or they wouldn’t use it.

Mr. BAKER. That’s correct.
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Mr. SHAYS. I, basically, accept that argument. I also found your
second argument, that we have to re-examine everything we do,
and that it couldn’t be out of line as much as some say, because
the implications would draw us to some absurd conclusions, pro-
vided you made the assumption that it was a problem that existed
for 40 years.

That’s the only area where I would want to differ with your testi-
mony, which I thought was very interesting. I thought all of your
testimony is interesting.

Mr. BAKER. Let me just point out, you are correct in saying that,
but I'm making the conclusion that this existed for 40 years, if it
exists today, based on research that indicates that, if anything, the
bias would have been larger.

Mr. SHAYS. Let me ask all the other three of you. Do you think,
because we say we have the problem now, that it did exist 40 years
ago and was a significant factor?

I would ask you, Mr. Hulten.

Mr. HULTEN. Well, in the quality area, my sense is that there
has been an acceleration in the underlying rate of quality change,
but it’s certainly true that, if you go back to the 1930’s and 1940’s,
a lot of new goods were introduced then, as well.

Mr. SHAYS. But the fact is that we know, don’t we, we can’t keep
up with the change. The change is astounding. It would seem to
me that change is happening so much more quickly that that would
be a factor.

Mr. BAKER. If I could give some examples.

Mr. SHAYS. I just want to finish.

Mr. BAKER. I'm sorry.

Mr. HULTEN. That’s one-half the problem. The other half is: what
has BLS done about this, and how has that changed over time? My
sense is that, based on earlier studies that I mentioned by Moulton
and Smedley, quality adjustment within the CPI has also in-
creased.

Mr. Moulton is sitting over there. He is certainly more an expert
on that than I am. But my sense is that that’s the other part of
the issue. And it’s not just a question of how much quality change
we observe in the marketplace, it’s how much of that change do
BLS procedures miss.

There are two targets which are moving: the quality change in
the marketplace and what BLS is doing to measure the change.
That adds another layer of complication and it’s very hard, at least
for me, to come up with a summary judgment on that.

Mr. KARL. If T could, one thing to clarify this, one thing I rec-
ommend is that we have two indexes. One would be the cost of liv-
ing index which best approximates the cost of living, given the re-
search at the time, and comes out on a very timely basis, and is
not revised. Why not revised? Because contracts are written on
this, and it becomes quite complicated if you revise data and then,
oh, well, it’s now 1 percent less, and give me my wages back, or
vice-versa; and another index, which takes into account the latest
research and is revised over history.

So if you look at the Consumer Price Index, it is an unrevised
history of what has happened to prices. Yet the BLS, every year
practically, consistently revises it, incorporates new methods of
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quality adjustments, moves forward on more adjustments of intro-
ducing the goods that disappear and the new goods that come in.

So it is not an animal that has a consistent bias over time, be-
cause it is not an animal that has been the same over time. And
it’s nice, for research, to have an animal that is the same over
time, because then you can, if you are using it to explain something
or trying to explain it with data that is consistent over time, then
you can get an accurate measurement of those relationships.

So it’s a dynamic thing.

Mr. SHAYS. So your bottom line conclusion is? Part of what you
said went over me a little bit here.

Mr. KARL. OK. That’s fine.

Mr. SHAYS. No, not your fault. 'm willing to blame you for a lot
of things, but not that I can’t understand something.

I want to touch on the third part of Mr. Baker’s testimony, the
third point, and that was, basically, that we couldn’t have been off
all that much, because if we were off as much as, say, a point, and
we go back 40 years and then go forward with this new data, we
would come to absurd conclusions that simply wouldn’t make
sense.

That seems like a powerful argument on the surface, and I'm just
really trying to get a better handle whether you think that some
of the problem we see now is something that is more recent, in
terms of its challenge to us.

Do you understand my question?

Mr. KARL. I tend to agree with Mr. Baker that 1.1 percent seems
to be large. As a consequence, you don’t get these kinds of
counterfactual information of, geez, we're doing so well. One thing
I use in my talks is that, well, if this is true, then the standard
of living is rising so rapidly, everybody is happy; right?

Often, in talking to audiences, you don’t find that they are feel-
ing that their real standard of living is going up so rapidly. But the
changes, the bias movement over time depends on how it was done,
at what point in time. For example, Ms. Abraham mentioned in her
testimony this thing dealing with the housing index, and that was
considered highly overestimating the cost of living for the average
person for a period of time, and they changed that, the way they
measure housing costs over to this rental kind of thing.

So the bias has always been there, and it has gone up and down,
depending on how they have actually calculated the index. How
high it is, ’'m not an expert to say.

Mr. SNOWBARGER. Mr. Shapiro, I want you to comment, as well,
if you know what my question is.

I just want to say to you, Mr. Karl, that I came from a middle
class family, in a town that had upper middle income and more
wealthy. You know, it was a big deal for my parents to take us out
on a five-horsepower boat. We would rent this little boat, and we
would go to a little island. It was five horsepower, I mean, this was
a big thrill.

And I think of people today and the boats they have, middle and
lower middle income, that things that they have that I wouldn’t
even have conceived of being able to enjoy, that they have for their
kids, and so on. I just have to believe that it is a whole different
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world out here, and I'm just not sure that we have captured it
right.

Mr. Shapiro.

Mr. SHAPIRO. We know less about the bias as we go further back
in time, but I think it’s fair to say it has probably been there for
the last 40 years. I would be willing to extrapolate back the 1 per-
cent number for 40 years.

I think it’s probably wrong to think that the pace of quality im-
provements sped up dramatically. There has always been a lot of
quality improvement, especially as bears on consumer goods. We
think back to the advent of kitchen appliances, Teflon, nylon, peni-
cillin, all these innovations happened much earlier.

We tend to focus now on the electronics, because we are quite fa-
miliar with them and they are changing a lot now, but they are not
a huge part of the consumer’s budget. There has been a tremen-
dous increase in the quality of items that individuals consume over
the last 40 years.

I would disagree with Dean Baker’s conclusion that, if there has
been this bias, much of economics has to be overturned. It’s true
that, perhaps, we are 30 or 40 percent better off in real terms than
we would measure using the CPI, but that is not an absurd conclu-
sion.

The remarks you just made about comparing the standard of liv-
ing of individuals when you grew up versus now is in line with
there having been a big bias. Things are definitely much better.
There is a huge range of goods available that weren’t available,
color TV instead of black and white TV, for example.

Part of why people feel that economic times are bad or not as
good as they have been is that the rate of growth in wages has
slowed down substantially. In the 1950’s and 1960’s, it was 2.5 per-
cent, 3 percent; now it’s zero or 1 percent, in a good year. The CPI
bias wouldn’t make that go away. It would basically say it was
growing even faster before and maybe growing a little faster now,
but the slowdown would still be there.

Mr. SHAYS. So the proportions would still be.

Mr. Baker, you had wanted to make a comment.

Mr. BAKER. I just wanted to point out that, you know, the issue
isn’t just the number of new goods but their importance. Just to
give you some examples of goods that got incorporated late into the
CPI: air conditioners, home air conditioning was not in the CPI
until 1964, when it was a fairly common item; air travel was not
in the CPI until 1964; home clothes dryers were not in the CPI
until 1964. You were mentioning boats. I would be willing to bet
it was at least 1964, and maybe not until 1978, that that got incor-
porated.

So this idea that we’re behind the curve in technology, because
there has been such a substantial improvement in BLS procedures,
even if there has been a more rapid rate of technological change,
I'm willing to bet that we are much closer to the curve now than
we were 30 years ago.

Mr. SHAYS. Yes, Mr. Hulten.

Do you want to go, and then I will come back?

Mr. SNOWBARGER. No, if you are following it through, go ahead.

Mr. SHAYS. No, no, why don’t you go, and then I'll come back.
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Mr. SNOWBARGER. Just a couple questions real quickly. When we
talk about cost of living, another problem area that we haven’t
talked about is other factors that change our buying behavior. I
don’t know if that’s going to be reflected in this CES, consumer ex-
penditure survey.

The example that was given by one of our colleagues early on
was the price of steak going through the roof, and therefore you
change to chicken, but your quality of life has gone down. When
he mentioned that example, I immediately thought, coming from a
beef-producing State, of the ripple effects that it had when dieti-
cians were coming out and saying that beef is basically bad for you,
red meat is basically bad for you.

So now we, I presume, have changes in buying patterns that
aren’t based on economics at all; they are based on something else.
That person’s love of beef and having to change over to chicken will
change his quality of life, as well, but apparently he made that de-
cision to do so, and again, made it on a noneconomic basis.

Is there any way to factor out those kinds of factors, when you
are trying to figure out an economic index?

Everybody wants to answer this at once, I can tell.

Mr. SHAPIRO. I'll take it. That’s quite difficult. We should not be
too ambitious with what we ask the BLS to do. I think we should
really concentrate on getting the best measure of the prices of
transactions and the cost of living for basically market-oriented
purchases.

To broaden your question somewhat, I would be quite resistant
to trying to have the environment or crime reflected in the Con-
sumer Price Index, or a cost of living index that the BLS produces.
Similarly, if health concerns cause substitution, that’s something
that probably should be abstracted from, and we should just con-
centrate on prices and quantities, which we can measure.

Mr. BAKER. Let me see if I can add a word on this. The point
you are raising is exactly why it has taken BLS 20 years from
when the research that Matthew Shapiro was talking about was
done to try to implement that in the index, because there are real
debates about how to appropriately implement it, and those con-
tinue today. So it’s not an open and shut question.

Mr. SHAYS. Well, it’s taken us 20 years to balance the budget, or
24.

Mr. SNOWBARGER. It’s essentially 28, and we haven’t balanced it
yet.

Mr. SHAYS. We're throwing stones.

Mr. HULTEN. If I might also add something here. You have raised
what is really, in many regards, the Achilles heel of index number
theory, and that is the problem of changing tastes. This is known
in the literature on index number theory, known as the “index
number problem.” It’s also known that it is a very, very difficult
problem, over and above the question of constructing an index for
a fixed set of preferences. In some cases, there is no one correct so-
lution.

Mr. SNOWBARGER. It would seem, though, we've got four of you
here, that you would all agree that the kind of example that I gave,
the decision based on something other than economics, should not
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be calculated in this. We came to that conclusion in about 30 sec-
onds. Why is taking 20 years?

I still don’t understand. I understand debates go on and on, but
I still don’t understand the length of time that it’s taking on some
of these things. That really doesn’t need a response. I doubt that
you will be able to satisfy my curiosity about why it takes so long.

Mr. Baker, I want to go back to a statement that you made, and
Mr. Shays, I guess, interpreted it a little bit differently than I did.
Therefore, I want to give you an opportunity to explain what you
meant by it.

I almost got the feeling, when you were talking about the current
CPI, that you were basically saying everybody uses it, therefore it’s
accurate. And that doesn’t make sense to me. It’s like, you know,
if you say it often enough, it’s true. I don’t believe that either.

Mr. BAKER. Well, what I am referring to here is, I consider it
worthwhile to know what people who are familiar with it think
about it. So what I'm saying is that there has been some effort to
say, well, economists all agree. There’s even been some crude poll-
ing done, saying, you know, so many of so many economists say
they think it’s overstated by an average of 1 percent, 1.1, whatever
it might be.

So I'm just saying, if we value what economists think about it,
my way of finding out what they think about it is seeing what they
do in their work.

Mr. SNOWBARGER. How many of them, though, go out and re-ex-
amine the CPI before they base their research on the CPI, or base
their conclusions on it? In other words, how many of you go back
and say, “Well, first of all, before I include that in my conclusions,
I'm going to go back and do my own research on CPI. And once I'm
convinced it’s accurate, then I'll move on.”

Isn’t it the case that you say, “I've got to start somewhere. I'm
going to start with that and move on.” And that doesn’t necessarily
mean that was an accurate measure.

Mr. BAKER. It’s standard for economists, when they begin their
research, to discuss the quality of their data. And if there is some
reason to believe that their data has some flaw in it, to at least
note it and, if possible, to make a correction for it. If, for example,
I was doing work, and I was convinced that the CPI overstates in-
flation by 1.1 percent, I would just say, “We all recognize this. I'm,
therefore, making this adjustment.” It’s a very simple thing to do.

Mr. SNOWBARGER. Of course, that statement came out in Decem-
ber of last year? That was the timing of the Boskin Commission.
Maybe it was out there before that. Is there more question now
about the accuracy of the CPI than prior to the time that report
came out? In other words, are more people looking into this now
that might have just taken it for granted earlier?

Mr. BAKER. I think there is more research being done in that
area, but I think you could still look at the most recent journal ar-
ticles, and you probably will not find a single article where the per-
son has done their work assuming that the CPI was overstating in-
flation.

Mr. SNOWBARGER. Well, yes, I would suggest the most recent
journal work was done prior to December, most likely, at least the
basic work.



153

Mr. BAKER. That’s correct. I should also point out that the re-
search on which they were basing this conclusion, for the most
part, dates back, in many cases, 20 years. So this is not new re-
search. This information, for the most part, was widely available
to economists for a long time. They might have chosen to ignore it,
but it was available.

Mr. SNOWBARGER. Mr. Shapiro.

Mr. SHAPIRO. It is important to ask what parts of economic re-
search would be affected by this. In many uses of the CPI data,
even if there were a bias, it would not change the conclusion. For
example, if one were trying to estimate the impact of a change in
Federal Reserve policy on the change in the rate of inflation, if
there is a constant bias, that will just go in the constant term, and
one can still estimate, consistently, what the effect of policy would
be on changing the rate of inflation.

Mr. SNOWBARGER. You are presuming the bias was consistent?

Mr. SHAPIRO. I think that would be a reasonable assumption for
that kind of study.

Mr. KARL. Speaking, if I could, more from the business commu-
nity, what we'’re really looking for is accurate data. It’s recognized,
and I think it’s widely accepted, that there are some problems with
the Consumer Price Index. It’s widely used as a cost of living index.
All ’'m suggesting is that we get more accurate information on
that, going forward as well as revised backward, clearly, if we have
a revised historical series on the CPIL.

Mr. SNOWBARGER. I think we’re saying the same thing.

Mr. SHAYS. I'd love to pursue that, if I could.

Mr. SNOWBARGER. Sure.

Mr. SHAYS. I wonder if you're not saying you want it as much
accurate, but you want consistent data.

Mr. KARL. Consistent and accurate.

Mr. SHAYS. Both, but almost if it’s consistently bad, at least it’s
consistent.

Mr. KARL. That’s exactly right. Just as Professor Shapiro men-
tioned, if the bias has been constant over time, it won’t matter for
your estimation results. It’s just a constant. It’s just irrelevant to
the study if it’s consistently wrong. The CPI, as it stands now, is
not consistent over time. So something consistent is very useful in
research, in addition to getting accuracy. They are different con-
cepts.

Mr. SNOWBARGER. Mr. Hulten.

Mr. HULTEN. I wonder if I would also add that, while the spot-
light today is on the CPI, there are many other areas of our statis-
tical system where people suspect the data is flawed, perhaps not
with a conviction that it’s biased in one way or the other. For ex-
ample, our GDP measures exclude many important aspects of eco-
nomic activity.

A researcher who wants to try out a new theory by confronting
it with data is likely just to swallow hard and use the data as they
stand, realizing that almost all the data are problematic to some
degree.

Mr. SHAYS. Just one area that I'd like to just pursue because you
both used the same imagery, low-hanging fruit.
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Mr. Hulten, I got the feeling that you were saying there isn’t any
low-hanging fruit, in your testimony. I just want to be clear on
that. You said, “There are no quick fixes for the quality problem,
no low-hanging fruit on the quality tree.” So it just related to the
quality issue?

Mr. HULTEN. Yes, I was explicitly referring to the quality issue.
I think it’s different in the area of substitution bias.

Mr. SHAYS. OK. I would like that, for the record.

Mr. Shapiro, you are basically saying, “By taking these two
steps, the BLS could reduce the CPI's overstatement of the change
in the cost of living by about one-half percentage point per year,
on average. These two steps are the low-hanging fruit of CPI bias.”
And those were “high-level substitution” and “averages individual
prices.” I don’t know what the second point is.

Mr. SHAPIRO. The second point is the move to the geometric
means.

Mr. SHAYS. Can you move the mike a little closer to you. I'm
SOrTYy.

Mr. SHAPIRO. The second point is the move to the geometric
means, Commissioner Abraham indicated that the BLS is likely to
make this change, beginning in 1999.

Mr. SHAYS. That they are focused on, but not the first part.

Mr. SHAPIRO. Not the first; right.

Mr. SHAYS. And your point is, these areas there is more con-
sensus on. It does happen to equal the amount that congressional
leaders and the White House seem to have been reporting in the
newspaper of about 0.45 percent. I suspect it’s in these two areas.

The question I would then raise is, but how quick would this
process take to deal with these two areas?

Mr. SHAPIRO. I think the timetable that Commissioner Abraham
discussed for the geometric means, or the second of my points,
seem quite reasonable.

Mr. SHAYS. Which is the beginning of 1998, so effect in 1999.

Mr. SHAPIRO. Yes. It does take time to make sure everything is
programmed correctly and to let the users know. That actually
strikes me—they basically figured this out in the 1992-1993, to get
it into the index in 5 years, given that it took some time to digest
the original result and then figure out what the right solution is.

Mr. SHAYS. How about the first point, on the substitution?

Mr. SHAPIRO. I think they could do that about as quickly, but
they haven’t started, so I think it would take another year or two,
but not 17 years.

Mr. SHAYS. So it would take another year beyond 19997

Mr. SHAPIRO. Yes.

Mr. SHAYS. Almost the year 2000. What that says to me is that,
if a budget agreement includes something higher than a 0.2 per-
cent, or something beyond that, what I'm hearing you all say is
that you support, as economists, the position of the Bureau of
Labor Statistics on this issue. I'm making an assumption all of you
do.

Excuse me. I should ask you each, on the timetable. First, maybe
I need to ask you if you view this as low-hanging fruit, Mr. Baker,
those two points?
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Mr. BAKER. Yes, the low-hanging fruit. I can live with that. One
qualification I would make, with the case of geometric means, is ex-
actly what has been discussed here before, that it’s not appropriate
everywhere. But I think BLS is going through it the right way, and
introducing it in 1999 is a reasonable timetable.

Mr. SHAYS. And substitution?

Mr. BAKER. Substitution, I think there are some problems with
adopting the method that Matthew Shapiro suggested. I think it’s
a reasonable proposal, but I don’t know if I would jump to do it.

And I would also point out that BLS, in their research on this,
it actually turns out that the average amount that would affect the
CPI is 0.14 percent over the last 8 years. In a typical year—this
is driven a lot by the high inflation around 1990 and the Persian
Gulf war—typical year, it would be just one-tenth of 1 percent.

I just think it’s important to realize there is probably a little bit
less at stake there than we might believe.

Mr. SHAYS. Dr. Karl.

Mr. KARL. I haven’t looked into the superlative issue, the first
one that Professor Shapiro mentioned. I have looked a little bit into
the geometric mean, and I think the BLS should proceed cau-
tiously. And by 1999, that would be about the appropriate time.

Let me just raise why it has to go cautiously, so you understand
the issue. Let’s take myself, as a consumer of tea and coffee. I love
coffee. Double the price; I spend as much on it. I'd double my
spending on coffee. And the geometric mean would say that I'm
going to substitute down and spend less on coffee.

So there are issues between the particular goods and choices that
the geometric mean is applied to, in the calculation of the CPI.

Mr. SNOWBARGER. Excuse me. If I could.

Mr. SHAYS. Yes.

Mr. SNOWBARGER. Isn’t that going to be handled in the CES? In
other words, isn’t your buying pattern somehow going to be con-
tained in all this?

Mr. KARL. If you had a more frequent updating of the basket
that people are actually buying, you could accommodate what the
geometric mean attempts to do, as I understand it, which is to ac-
commodate some of the substitution behavior for price changes.

Mr. SNOWBARGER. Right. But, again, are we not doing this as
often as we need to, either the CES or the market basket? Is that
what we're saying?

Mr. BAKER. There’s another issue here, and someone may be
more familiar with this particular aspect of the CES than I am, but
in this particular example, my understanding is that the CES does
not get to that low a level of disaggregation. So I believe the cat-
egory would be noncarbonated beverages, something to that effect.

Mr. SNOWBARGER. You mean—excuse me.

Mr. SHAYS. No, that’s all right. It’s an interesting hearing, actu-
ally. I didn’t come thinking I would be as engaged.

Mr. SNOWBARGER. You mean that the CES and this market bas-
ket of goods are not that closely connected, I mean, in terms of the
data that they are trying to collect? In other words, don’t they try
to find buying patterns on the same goods that they put in the
market basket?

Mr. SHAPIRO. Could I clarify this?
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Mr. SNOWBARGER. Yes.

Mr. SHAPIRO. The CES is used to get the broad weights of fairly
narrowly defined goods and services, like carbonated beverages.
Then there is another BLS survey, called the Point of Purchase
Survey, which actually tries to figure out what specific goods, down
to the size of the can and brand and store, and that’s much more
detailed.

Mr. SNOWBARGER. That’s all within CES, though?

Mr. SHAPIRO. No, that’s actually another survey called the Point
of Purchase Survey.

Mr. SNOWBARGER. You are the wrong people to answer this ques-
tion, but is that calculated into the CPI measurement?

Mr. SHAPIRO. Yes.

Mr. SNOWBARGER. It’s used as well?

Mr. SHAPIRO. They use that to figure out exactly—when they are
trying to represent the price of carbonated beverages, they actually
choose this can of Diet Coke.

Mr. SNOWBARGER. So the fact that Dr. Karl is a coffeeholic is
going to show up in this point of purchase, as opposed to CES, but
it will be taken into account?

Mr. SHAYS. You've just ruined his reputation.

M}l; SNOWBARGER. Not really. I wasn’t putting a value judgment
on that.

Mr. SHAYS. Could I just have you, Mr. Hulten, just respond to
the issue of the substitution geometric?

Mr. HULTEN. Well, it strikes me that the timetable set by the
Commissioner is reasonable, although I'm certainly not an expert
on this phase of the problem. But it may actually have a spillover
benefit on the quality side, because it’s my understanding that part
of the quality problem is really being masked by a formula bias.
I think that we would see a different quality measurement from
BLS, when this switch is implemented. This might qualify as some
mid-level hanging fruit in the quality area.

Mr. SHAYS. Do you want to say one thing? And then I'm going
to wrap this up.

Mr. SHAPIRO. I just want to clarify one point about the mag-
nitude of the high-level substitution bias. I'm putting a table into
the record, giving our estimate, and retrospectively looking over the
period 1988 to 1995. We estimate that it was 0.32 percentage point
per year. Now, that somewhat overstates what the effect of fixing
the bias would be. Because the BLS is going to update the baskets,
but our estimates would be closer to 0.2 percentage points per year,
not the 0.1 that Mr. Baker stated.

Mr. SHAYS. I might just say, Mr. Chairman, that I came to this
hearing with, first, no hidden agenda, just a general bias that said
that somewhere between 0.6 and 1.1 was probably where I would
come down in this mix, and thinking that we could take pretty
quick action. In other words, a sense that we should move more
quickly, because the thought that we would be overcompensating,
to me, would be very distressing.

The four of you have basically backed up the BLS, so I'm trying
to now figure out what your biases are, because you don’t agree
with what my original view was. But you all seem to be saying, it
seems to me, and I want to make sure I’'m clear on this, that there
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are changes that can be made, that the changes might have an im-
pact of somewhere between 0.4 and 0.5, in the near future, but not
as quickly as I would like.

We're working on balancing the budget by the year 2002. You are
just saying that we’re not going to be able to, from a budgetary
standpoint, see the benefit in the budget until the end of that ef-
fort. And you are backing the Bureau of Labor Statistics’ view that
they, at the earliest, 1999, is when you’re going to start to see the
impact of a change. Is that pretty fair an analysis?

OK. I would also, if I could, just state for the record that Mr.
Moulton, Brent Moulton, who works for the Bureau of Labor Statis-
tics, is here, and I appreciate that someone from the Bureau stayed
ti)l hear your testimony. I think that’s important, so I appreciate
that.

I found your testimony very interesting and very helpful.

And I found this hearing very helpful. Thank you, Mr. Chairman,
for having it.

Mr. SNOWBARGER. Well, thank you.

I want to thank the witnesses for both waiting through the first
panel, as well as presenting your testimony and answering ques-
tions.

I would also like to thank the chairman for the opportunity to
Chair the committee today. Thank you very much.

With that, we will be adjourned.

[Whereupon, at 1:15 p.m., the subcommittee was adjourned.]

[Additional information submitted for the hearing record follows:]
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Honorable Christopher Shays
House of Representatives
Washington, D.C. 20515

Dear Congressman Shays:

At the April 30 hearing of the Subcommittee on Human
Resources of the House Committee on Government Reform and
Oversight, you requested additional information on the
Consumer Price Index (CPI) and information on the number
of people at the Bureau of Labor Statistics (BLS) who have
access to our major economic indicators before they are
released.

Enclosure 1 contains information on the variation in the
rate of growth of consumer prices across geographic areas.
This table shows annual averages and percent changes from
the preceding year for the 1996 CPI for All Urban Consumers
(CPI-U) by expenditure category, for all 29 individually
published areas. The over-the-year percent changes at the
all-items level ranged from 1.5 percent to 4.3 percent in
1996. I should point out that the local area CPI indexes
are byproducts of the national CPI program. Each local
index has a smaller sample size than the national index and
is, therefore, subject to substantially more sampling and
other measurement error. As a result, local area indexes
show greater volatility than the national index.

The 1996 annual averages for all areas other than New
Orleans and Tampa Bay show how much the indexes have changed
between the 1982-84 base period and 1996. (Data for New
Orleans and Tampa are published on a 1987=100 reference
base.) Percent changes at the all-items level over the
1982-84 to 1996 period for the 27 areas for which they could
be calculated range from 42.7 percent to 70.7 percent.
Please note that, due to bimonthly pricing, data for all
areas are not available for any single month.

The CPI’'s for individual areas should not be used to compare
living costs among the areas. An individual index measures
how much prices have changed in that particular area over a
specified period of time. It does not show whether prices
or living costs are higher or lower in that area relative to
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another. Moreover, both the market basket and relative
prices of goods and services in the base period may vary
substantially across areas. The current market baskets
reflect 1982-84 expenditures patterns, updated for relative
price change to either November or December 1986, depending
on the particular area, and were introduced into the CPI in
1987. (With release of the January 1998 CPI, a new market
basket based upon 1993-95 expenditures will be introduced.)
Enclosure 2 presents the relative importances of components
of the CPI for each published local area at the time of
their introduction in 1986. Variation in local area
expenditure patterns may be observed by comparing these
relative importances among areas. Areas with subway
systems, for example, such as New York, San Francisco, and
Washington, D.C., have a large relative importance for
public transportation.

Enclosure 3 contains detailed information on the change in
the expenditure weights in the CPI that you may find of
interest. This table shows the expenditure shares by major
item category and for all 207 detailed item categories,

- based upon the 1982-84 and preliminary 1993-95 urban
consumer market baskets. The last column of the table shows
the relative importance of each component in the CPI-U as of
December 1996; these are based on 1982-84 expenditure shares
updated to reflect price change that has occurred since that
time. Please note that the 1993-95 data show the current
item structure, not the revised item structure to be
introduced with the January 1998 data. I also have enclosed
a copy of the revised item structure, labeled Enclosure 4.

In response to your question about the procedures for
issuing sensitive data, the BLS follows the Office of
Management and Budget Statistical Policy Directive Number 3,
which requires statistical data to be released promptly
after compilation and precludes pre-release distribution of
information except under very restricted conditions. The
processing and analysis of data for BLS news releases takes
place entirely within BLS. Procedures to provide physical
and computer security are followed scrupulously. Less than
three dozen BLS employees typically have access to the final
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data prior to release. These include between 20 and 25
people who process, review, and analyze the data; the
remaining staff provide final review and prepare the
material for publication at release time. The data are
provided to the Chairman of the Council of Economic Advisers
late in the afternoon of the day prior to release, after the
material has been finalized. We give no one else outside of
BLS the final data until the morning of release.

If you have any questions about any of this information,
please let me know, or have a member of your staff call
Cheryl Kerr of my staff on 202-606-7808.

Sincerely yours,

Katharine G. Abraham

Commissioner

Enclosures

BLS/0O/COMM.

CKerr/st 7/11/87

cc: Gen. F. Com. R.F. Abraham Kerr Chron.

Dalton Greenlees Jackman Klein Parks
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Enclosure 2

Table 2. Relative Importance of
1988

(Percant of all tems)

Miami,
Fla.

CPI-W

Expenditure category

Cereals and bakery products
Meats, poultry, fish, snd egas
Meats, pouttry, and fish
airy products .

Other renters’ costs ...
' costs .

3 rent

Owners’
Fuel and other utifities .
Fuel

s
Fuel ol and other househaid fuel

Fuet oif

Other fuel
Gas (p-ped) and slectricity ...

Uity (pipec) gas ...
Household furnishings and operation

Apparet

Men's and boys' appars ..
‘Women's and girs’ appasel
Footwear

T

Private 18D

Motor fuet

Medical care

Ctther goods and
Personal care ..

Ses icotnotes at end of table.

28511 3484

8.477i
1.184 929
17.560( 18.822
7.332: 8.183
4258 4.708
074 084
008 005
.088 078
4.183 4.624
4.043; 4467
140 187
6.707 5.964
8.914 8.2687
6.150| 5438
1.623 1238
2.544 2.483
1.017 878
18.023] 23.032
16816 21.917
3245 3818
1.407 1115
5505 4.481
3.084| 3011
5.600| 4489
1.412 1.308




Table 2. Relative importance of nthe C Price | - P areas,
1986 —Continued
(Percent of aii tems)
Battimore, Boston, Cincnnati— Cleveland, Miami,
Ma. Mass | Ohio Fia
g - Ohio—Ky.—Ing.

CPLY | CPLW | CPI.U | CPI-W | CPI-U | CP.W | CPILU | CPIW | CPIU ! CP-w

Saervices less rent of shefter
Services leas medical care

See fooinotes at end of table.

100.000( 100.000] 100.000| 100.000( 100.000( 100.000| 100.000{ 100.000| 100,000 100.000
40.697| 44.048| 49.404| 50.622) 49.285| 52175 48.525| 40.428
15.852] 18.518| 18.879| 18.917] 19.872| 19.686] 21.016] 17.931
25.045] 25.530| 30.525| 31.705] 20.413| 32.479| 27.509| 30.497
13.694( 14.823] 16.626] 18995 17.433] 17149 15.049| 14.66¢
11.3511 10.707] 13.899] 14.710| 11981 15330; 12480 15.832
59.303| 55.054| 50.506] 49.378] S50.715! 47825 51.475 51572
4494 4198/ 3.788| 3217 3.588 2.882 4.268 3.825

75.429| 74817] 75848| 74.181) 73.368
95.661] 95.410! 96.353! 94.495] 95519
90.762| 91.882, §1.463: 92.499| 91.473

32811] 31.261| 34.152] 29948 31.734
18.100] 19.280 18.822; 17.488! 15.901
35.912] 37.305| 36.845] 36.065| 32.596
25619 26.104| 24.292] 26.286| 25.654
48.161] 47.147) 44343 47.207] 47.947
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Table 2. Relative Importance of Price metrop: areas,
1988 —Continued
{Percent of all tems)
Portiand, San Diego, Washington,
Oreg. —Wash. Calif. D.C.—Md.—Va
CPLW | CPIU CPLW | CPLU | CPIW | CPLU | CPIW

Expenditure category

All iterns

Food and

Maeats, poultry, fish, and egga

Meats, pouttry, and fish .
Dairy products
Fruits and vegetables
Other food at home ..
Food away trom home
Alcoholic g

Housing -
Sheher

Renters’ costs ...

rent

Owmers' eq
Fuel and other utifities ........
Fuels

Fuel oif and other household fuel

Fuel oil

Other househoid fuei commodities

Gas (piped) and slectrcity

Utilty (piped) gas ..

Household furnishings and operal

Apparel and upkeep
Apparel

Men's and boys’ apparel
‘Women's and gir's' appar
Footwear

T

Private transportation
Motor tuel ... .
Public transportation ..
Medical care ...............
Entertainment ........

Other goods and sarvice
Personal care ...

See footnotes at end of table.

100.000| 100.000|

17.380( 19.585
15.483| 17.920

9.348; 11.018
1.293 1.501
2,453 2721
23080 2514
1.348 1.821
1.424 1.958
2830| 3.218]
6.135|  6.902|
1.897 1.664

43.310

28.231

10.183

7.880

22713

18.836,

18.629| 18.397
8.433 7.742
3.604 4120
129 265
054 .208
074 058
3.476 3.855
1.704]  2.891
1.772 864
8.442 6.338
8.114 5.664
§.773 5.301
1.582! 1020
2.547. 2.830
808 783
20.478{ 15868
19.251| 14.380
4110 2831
1.227 1.488
3.864 5.275
5288, 4.843]
€.340 5.855|
1.088 1.189

398 102 103 281 210
132 .00 001 219! 148

2769 1.909 1.828] 1.826 2038
1.817 .825 628 1.201| 1.581
7.101 7.248 6.353 8.474 8.501
6.281 5618 5.690 7.402 7.518
5.809| 4.854) 4.848 6608 €683
1.511 1.442] 1.382 1.783 2,026
2521 2178 2197 2551 2.786
1.012, 732, 850 870, 1.395

19.275| 15.904| 20.454; 18.238) 18.151
18.577| 14.33t| 19.05t| 15719] 18.553

‘ega| 1573 1403| 2518) 1598
4.201 4Nn7 3738 4.706 4,009
4.310] 4.943 4914 5375 419

5.809! 4,808 4247 6.554 5.905
1,155 1.327| 1.166 1.226 1.493
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in the C

1988 —Continued

(Percent of all tems)

St Paud,
Minn. —Wis.

Portland,
Oreg.—Wash,

St Louwss,
Mo.—HH,

Wi

ton,

ashinglon,
D.C.—Md~Va

CP-y

CPI-W

CPLU | CPLW

CPIU | CP-W

[oixcBY)

CPI-W

Services less rent of sheitar
less medical

Services care

49.742:

48.093) 43.823

20.452
52472

100.000
45911
16.488

18241
13181

3.355

72.282
95.991
82.902

30.967
17.786
32729

50735
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Table 3. Relative importance of P in the Price metr areas, {
1988
(Percent of alf items)
Anchorage. — Dallas—
Alaska Atanta, Ga. Buftaio, LY. Northwesterm FoﬂT\:orm‘
Ind. "

CPLU | CPLW | CPIU | CPIW | CPIU | CPIW | CPILU | CPILW | CPLU | CPIW

Expenditure category

PO 19.633] 21.425, 16.591] 20.188( 19.339{ 18.004| 16.480| 18.483| 18.955| 20.672
Private - 18611] 19.320] 15278 19.016 17.036| 17.378| 14.290 16.813] 17.551] 19.831
Motor fuel 2773] 3409 2847{ 3648 3160 3.797| 3.300| 3848, 2591 3587
Public 28227 2008 1315 1.150| 1402 1528 2.170] 1.850| 1.404 841
Medical care 44%1)  4385] 5.740] 5343 4821] 3.580| 4921 496y 5238 4.400
L shet] 483S] 4458 4.108] 4445] 4580] 4383 J067] 4978 4180

Other goode and services .. 5181] 4953; 5221] 5743 4834] 58400 6031 5488 5692/ 6088

1001 e7s| 1258] 1es| 1181 1282 1308|1208 1477 va2e

See footnctas et and of table.



Table 3. Relative importance of
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n the C Price Sed metr arons, D
1886 —Continued
{Percent of ai dems}
T
Anchorage, ! C‘:‘“,»_ . Dallas.~
Alasks Atlarta, Ga Butialo, N.Y, Northwastern for\Twonn,
ind. ax.
T
CPLU | OPWW | CPLU | OPLW | CPIU | CPIw | OPLU | CPLw | CRLU ‘ CPLw
Commodity and sarvics group
All ams . 100,000} 100.000| 100.000! 100.000] 1000001 100.000; 100.000| 100.000| 100.000; 100.000
[e 46004 47.833; 43.014] 46400| 49.217| %1550 46.786| 50.820) 45839 50.7
Food and g 17,865 18.253] 18455 17.026] 19.252] 21.711| 19027 20.381] 14.467; 18.87%
Commodies less 000 and beversges .. 28.439] 20.581] 27.459) 20377 20.068) 29.840| 27.765| 0.238] 31.372] 31532
Nondurabies wss 100d and beverages . 15.371] 16.084; 15.615] 15.503] 18.284] 18.487] 17.069 18.633] 18844
14.408] 11395 13782 (3.973] 11558 11.008] 131881 4739 149
52187 S8088] 53597 30783| 48450 S3214] 48380 S4.163] 49783
3. 44390 4027 aet? 3.058] 39231 3963 3879 228§
72.251] 71835 73.812] 74919| 76.832| 72754] 74.559| 71964| 74855
95.635] 94.260] 94.857| 95.179| P6.420 95.079) HL.039| 84762] 95600
93.022] 92068 91.248] 91.335] 91.088] 82.324] PLBIH 94.427! 93.067
£878] 7932 8752 &6&5] 8N02] 7676 8.185; 35573 6838
32.208] 20.247; 30.827| 31800 31636 28.807] 32182 32743 3
Nonchkraies less 1000 .. 17798 17.852] 17.085) 18.287{ 20087 18.2091 18993 18004 182N
33.424] 32518] 32.841] I5844] 30.095] 35.478; IT450{ 31301 35288
Services lass rent of sheiter 24805 28378 27.803| 26.547| 26.225{ 26.573] 24.463] 26902! 25.122
Sorvicers loss medical care 48.621] 51.848] 49.570| 46.888] 45392] 48.291| 45.412| 50 Zell‘ 45,538

See fooinotes at end of Labi.




Table 3. Relative importance of in the ( Price ditan areus,
1986—Continued
{Parcent of ali tams}
Colo. Jdich, Fiwai Tex.
Py oPiw CPLU CPi-w fes 2 LPLw cPil ! CPEW
Expanditure category
Al items. 100.000 100.000 100,000 | 100.000 100,000 | 100,000 | 100.000 100.000
Food and [ 15.892 20.040 18.404 225 2128 2578 Q34 22.848
Food 14.234 17.682 16.809 2025 19775 0817 18.008 20.354
Food at home ... 44178 10.542 10.502 12572 12879 TLB04 11.021 12.385
Cereals and bakery products 1,097 1348 1518 1.809 1.805 1843 1.361 1.520
Meats. pouitry, fish, and eggs . 2216 3.058 3778 4411 4.009 L4 2.420 4.032
Meats, poultry, and fish 2074 2.855 3614 4.195 ez 4.088 ans .79
Oairy products .. i3 1.3 1.13¢ 1.383 1.091 1030 1.422 1.8617
Fruits and vegetables 1376 1.586 1.432 1.775 2.788 2881 1.853 1.92¢
Other tood at home 247 322t 2.640 318 3.00% 2827 3,185 3.390
Food away from home . 8.055 7.140 8307 7.687 T.196 8014 ron? 7.968
Alcohoiic Q 1759 22358 1.685 1.966 1.486 1759 1.936 2.294
Housing 43.688 39.817 41.058 37.015 41,140 38542 38 504 4478
.4 28318 28.368 23.708 30070 AT/ 21,061 20.483
10,138 4.100 5958 9.008 5195 1012 7.881
8512 195 4488 7.830 8343 5513 6382
1278 2237 1.490 1208 482 1.439 %6
15.826 20031 17.683 20777 18413 13843 12.855
15830 19525 17.288 203510 18224 13.288 11.548
4827 8408 7.845 4808 4915 8,867 £.805
" Fusis . 3.58¢ 5037 4899 213 2257 3.431 3478
Fuel off and other househokt fust
2 K] Q72 78 (149 Q20 A2 A2t 1068
Fuet o 034 034 087 o3 o001 L0e 084 059
Other household fust commodities 055 037 091 B3 £l £ 087 0568
Gas {piped) anc electncrty ........... 3678 3519 4859 4751 2110 2232 3.310 3373
Y 2.408 2019 2235 2340 1914 1.948 2644 2721
Utility (DIpOd) 088 .. ..o 1,569 1.500 2624 2810 196 283 686 852
"gs and operation 7.039 6872 8.283 5.482 8.482 5.809 8.776 7.208
Apparel and upkeep ... 5.870 87N 7.068 1.728 s581? 8147 231 7.488
Apparet 5.228 6.132 s.621 7.409 5.485 5.762 6,653 6880
1.387 1.568 1.982 1.743 1458 1,603 2.0 1.862
1.930 2163 2912 3.340 2439 5 2504 2516
A9 897 .a81 1194 802 hes 1.147 1137
173 12.536 18.756 20.171 15279 18.400 19.844 21.134
15.204 17.239 17.219 18.939 14327 18821 10.292 20.427
2639 921 3.438 3856 2179 3.39%0 3348 4.166
2047 1.297 1037 1232 2052 r579 1.552 +.008
5850 4486 4400 3548 4818 425 5572 4857
Sa88 4510 2477 3838 4628 4458 4533 3854
Other goods and sanacas 5981 5910 5048 5077 5556 5871 8.182 5944
Personsl care - 1287 1828 1.32¢ 3.25¢ 1.280 1404 1389 1.807

Ses iootnotes at end of tabie.
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Table 3. Aeiative importance of in the C Price Sk < arses,
1988-Continued

{Parownt of ait Rems)

Dwover—Bouider, Datroit, Honoks, Houston,
Colo. Mich. Hawai Tox.

Py CP-W cPi-u CPLW cPil CP-W CPi-Y CPW

100.000 | 100.000 | TOO.000 | 100000 | TOO.000 { 100.000 | 100.000




Table 3. of P in the ( Price poiitan arsas, December
1986--Continued
(Percant of ali itams)
LA— New Y
Kansass City, tong Seach, Mibwacice, Y -
Mo.—Kans. Anaheim, Wi, Northeasteen
Cali. NJ.
cPy cPw cPIy CHW cPy CPLW [ V) CPIW
100000 | 00000 | 100000 | 100000 | Q000 | 00000 | 1HKLO0D
17791 17076 | 18448 | 17035 | 18531 10848 | 21188
16612 | 15488 18413 | 15257 | 18538 | 17.438 | 10.783
10.422 8.175 9.860 9804 | 10402 | 10203 | 11992
1315 1170 1279 1.442 1.583 1.443 1.859
3.180 2.722 2924 2067 2.95¢ 3542 427
2838 2507 2087 2827 3.208 3.360 217
1.304 1218 1.3%0 121% 1313 1.281 1385
1,744 1.850 1498 1372 1382 1817 2003
2.790 2.617 282 2812 2788 2.108 2488
8190 €313 8553 5853 8135 723 7,784
1478 1,689 2.004 1878 1.995 1.408 1.385
37803 | 45039 | 42822 | 44588 | 42835 | 45360 | 42772
23.087 | 3246t 3018 | 20912 | 27813 | 31428 | 20400
6857 | 10731 11,769 2565 8154 10328 | 10348
. 5360 8986 | 10.427 8025 5707 8342 .18
. 1.207 1.745 1582 2540 2.447 1.986 1.000
! 18157 | 21488 | 18225 | 21120 ; 19543 | 2075 | 18840
. 18706 | 21066 | 17930 | 20776 | 18475 | 20428 | 8548
. 7821 5471 5.389 7322 8952 7.748 7.989
Fuels 4884 4.489 2473 2385 5015 4800 4,803 AT
Fuel off and other hausohokl fuel
2 048 48 038 048 392 2 823 a8
Fue! of ... 007 005 001 00t 297 24 848 843
tuet 040 041 035 044 085 098 o7% 8%
Gas {piped) and eloctricity .. 4838 4642 2437 2340 4824 4.358 2680 3782
2383 2283 1670 1879 277 2031 238 2.350
2213 2.160 768 781 2447 2327 1.347 1432
7.551 8706 7.107 21y 7752 k210 8182 5289
6313 5955 5.953 6.193 4420 4082 7497 7.622
5826 5404 5.248 5437 4014 4842 6.388 8.0
1.805 1.423 1.432 1.433 1182 1.280 1505 1,725
2263 2313 2220 2182 1921 2320 2257 3.586
1.009 1118 808 731 A 52 1.008 1128
18862 | 24825 | 16748 19838 | 17203 | 18792 | 13888 | 14584
X 24320 | 15.001 18435 | 16085 | 37024 | 11445 | 12218
2.509 2708 3105 3977 3663 1975 258
805 1.747 1199 1.208 887 2442 2.368
4534 5341 718 4483 2508 4.508 4417
3523 4807 4498 5021 4813 3.805 3.387
5579 5138 4885 8861 8689 5.888 8043
1349 1477 1117 1265 1.061 1.2% 1210

See footnotes at end of table.
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Tabie 3. Relative importance of B inthe C Price d Han areas, D
1986—Continued
{Percent of alt tems}
LA— ‘K H New York,
Kansas City, Long Baach, ' Mitwaukee, i NY o
Mo —Xans. Anatem, Wis ! Northeastarn
Caitt { :
; .
CPy CPLW CRIY CPI-W Py oRLW cPLU CPI-W
i
Tommodity and service Group X
P
All terns s .t 100000 100.000 100.00¢ 100.000 100.000 100000 100.000 100.000
ties | 47961 52.767 41594 47.07 45.321 49221 42.766 48.141
Food and $7.728 17.191 171 {8448 :  17.435 18531 | 18846 . 21188
Commodities jess food and beverages 30235 | 34976 24418 | 28623 268.168 | 30880 | 23821 | 24573
Nondurables less 1cod and beversges . 18.430 16.209 13.720 14.300 14778 16707 | 14957 | 18891
Dwables - 13.805 18.677 10,897 14.329 15.411 13983 | 5983 8.262
Services .. . 52039 | 47.233 50406 | 52926 54879 50779 | §7.234 | 52859
Medical care 3arvicas ... 4596 3862 4430 2873 3837 2718 4181 | 3774
Specisl indexes | | ’
| H
Al dems tess shelter 74257 76813 | 67538 [ 68784 70.088 72087 | 88572 | 70510
Al dems less medical care ... 84,192 95466 | 94658 | 96.282 §5517 96.402 95.004 1 95.583
Aii tems less energy . 92085 92002 | 94821 $4.510 | §1.808 91327 93422 | 2697
Energy .. . 7915 7998 | 5479 5.490 8.192 8673 6578 | 7.303
Commodites Jess food 31574 36155 | 26106 30.658 30065 | 02885 25330 | 26.358
iess foon 17768 17.478 15.408 16.334 16653 18.702 16367 & 18.07
. 34,156 34080 | 30897 32748 31810 . 35238 33803 | 37858
Services less rent of sheiter 27.058 24,896 26.672 23.24t 25.383 ‘l 23.497 26,510 | 24982
Services less medical cata 47.443 4257 83,926 | 49.956 51042 | 48080 53.053 50.085
i L

See toowotes 8t end of table.

pi)



Table 3. Relstive importance of in the ( Price sreas, D b
1988—Continued
{Parcent of all Hems)
Pittaburgh, Sln;'r:::eo— Seaftie—Tacoms,
Pa--N.), Calt " Wash,
cPy Ch.w cPy W CPIU CPi-W CPI-J cPLwW
Expenditure category
100000 | 100.000 100.000 100.000 100.00C 100.000 00000 | 100000
17.208 19.285 20.257 21200 17.518 20.385 18.287 15653
15.974 18.083 18.597 18244 15.517 18.230 18.48C 18817
10.073 12421 12498 12077 L7 11.169 9.863 2198
products 1.454 1,080 1813 1.503 1103 1.389 1.260 1.180
Meats, poultry, fish, anc sggs .. 3.313 4439 3ms 4,043 2620 3.477 2629 2429
Maats, pouttry, and fah 3123 4304 3.601 3.82¢ 2441 3.256 2478 2.288
Dairy products . 1.158 1432 1823 1.848 1.138 1.374 1.343 1265
Fruits and vegetables 1.682 1783 2235 2265 1.586 1.899 1.803 1.400
Qthar tood at home 2467 2897 3.013 3218 2283 3.031 2820 2842
Food away trom home . 5.800 5832 8.097 8204 8787 7.081 8797 7881
Alcoholic T i 1.334 $.232 1.580 958 1899 2135 1.807 2048
Housing £1.877 43.002 2.0 39731 47.833 44,158 43019 41.881
Shettar 7418 28601 23.270 23408 35,487 31917 29.208 28413
Ranters’ costs ... 7.087 7.202 5220 5212 13.233 13.848 2.883 11.478
Rent, residential 5.208 5.002 2509 3,504 9.296 12.666 7.30% 9.802
Other renters’ costs. 2701 2110 1.822 1.817 1.937 1.282 2.488 1.874
Homeowners' costs .. 16.311 9.3 17.805 18.137 23.757 17.770 19000 14.591
© Crwners’ rent 18.87% 18544 17.580 17.79% 23.200 17.484 18.608 18270
Fuel and other utilities . 8.187 8764 e.82e 2088 .80t 5.893 6.148 8241
Fuels 5.080 431 5.204 5.242 2560 2527 3.3 3383
Fuaf oit and other housatwki tual
. 568 802 137 123 047 080 T 228
Fuet oit 483 A83 058 038 oL 004 289 203
Other foel .12% B 078 085 043 057 048 028
Gas [piped) end slectnicity ... 4483 L 820 5158 S118 2513 2.487 3031 3154
& 2990 3z 2358 2348 1824 1848 2481 2.808
Utitity {piped) 083 ... 1.502 1.706 798 274 848 818 579 548
Househokd furnishings ard opseca! 8072 5.837 713 FATF 8778 6.342 7858 7028
Apparel and upkeep ... 8.247 6.806 7.234 5.583 5229 5.888 5.268 4.788
Apparel 5.772 61168 8834 5131 4.560 5.24¢ 4742 4.384
Men's and boys' apparay . 1.705 1518 1778 1.378 1.385 1.427 1338 1214
Women's and girls’ apperei 2438 279 2788 2118 1.842 2.08% 2013 1.963
Footwear 1.042 1.3 1.248 802 822 742 725 Rard
g 18740 18.308 17.393 18819 15251 8.40€ 47,322 19.843
Private 5D0H 17.108 18.782 18.455 172.773 12.937 14,998 15117 12.482
Mot fuel 2.52¢% 2087 3327 3879 2284 2388 2893 3340
Punic 1.841 1524 E 1.048 2334 1458 2.208 2.148%
Medics! care 5203 3.883 5523 3878 3987 3215 4284 3781
Entertainment 3.960 3.267 4225 182 4837 5.041 5.304 5048
Dther goods and aervices 8.755 7.840 6328 8838 5.467 4837 6534 5993
Personat care .. ... 1.349 1.381 1.400 1.262 1.138 1.182 1.240 1.082

Sea loctnotes at and of table,

2
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Table 3. Reiative importance of ¥ nthe Price 8. tropoiitan sreas, O
1886-Continued
(Percert of &l Hems)
San .
Seattie—Ta
Pr—h.d Pa O‘.C::‘"d Wash,

CPLU CPLwW CPLY CPLW oPY oPiw cPry CPIw

Al e 100.000 | 100.000 | 100000 | 100.000 | 100.000 | 100000 | 100.00¢ | 100.00Q
2 . 45.482 50,890 50.218 38.887 44,788 44.740 47.258
19.288 20287 21.200 17.518 20.365 18.267 18.858
#3.333 29.018 21.342 24423 20473 28 400
18,444 17494 15.760 12374 14.142 14,833

54538 | 49410 | 4a7B4 | 81143 | 88212 | 55260 | S2.742
3.148 4041 2.810 3.237 2488 3484 | 352

73.398 7670 8514 84.833 65.083 70.787 71587
96.107 P4477 96.321 §8.033 98.765 95718 06.219
#1.512 91.280 91.178 #5187 94.585 $3.830 93.277
8.458 8,820 8.822 4843 5415 8370 ¢ 8.7
27.410 31043 0872 23.341 26.858 28.281 | 30.440
17.878 19,182 17.71¢6 14,373 16.277 16,441 +  16.748
38728 37,148 36.9680 29.889 34.507 32.900 33.566

51392 | 45366 | 47174 | 57008 | s27e8 | 51785 | 49591

22
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Enclosure 3

All ltems
Food and beverages
Food at home
Food away from home
Housing
Sheiter
Housing less shelter
Apparel
Transportation
Motor Fuel
Medical care
Entertainment
QOther goods and services

100.0
179
11.8
6.2
418
257
16.1

18.9
4.9
50

54

100.0



SEQ1  Carpal and Cereal Produsts 0.432 6.577 o.443

SEC101  Flour #ng prepared four mixes oose 007t ao77
SEQ102 Cereal 0.z 0348 0272
SEC103  Rice. pasts, and commeal 01g 6158 0300
5E02 Bakery Products 0.928 0.968 1.031
SE0201  wvhis bread 0.2 2130 2281
SEO202 Frosh other bread. biscuits. rolls, and mutfing 0212 0277 523
$E0204  Cookies, frean cakes, and cupcakes o2 0273 052
$£0206  Other bakery products Q288 0285 0282
BEQ3  Beef and Veal 1144 0.820 0.955
SEQI01  Ground beef wther than cained 0443 ¢34 0317
SE0302  Chuck roast () £.088 0086
$E0303  Round rasst 0.062 5051 2051
SEQI08  Other beef and veal 6388 o284 2347
$E0305  Round steak o097 0.058 0.080
$E0306  Sirloin steak 0089 0087 0.074
SE04  Pork 0.638 0.548 0.615
$E04DT  Bacon 0116 0475 2315
560402 Chops 0148 LREY o125
SEM03 Ham | 0144 6.136 0143
SE0404  Other port, mduding sausage 0230 0201 0212
SE0S Other meats Q.443 0.347 0.398
SEOSO1  Other meats 0.443 0.347 0.398
SE06  Poultry 0.437 0.450 0.453
SEGSCT  Fresh whoie chicken 0183 o088 @148
SEV602  Fresh and frozen chicken pans 0204 0.278 a2
$E0603  Other poulry 0080 0124 0.088
SEDT Fish and seafood 0.338 0.334 0.375
SE070Y Canned fist and seafood 0.083 0.082 0.072
SEO702  Fresh aod frozen Ssh and sexiood o248 2272 2302
$EOE Eggs o488 9,108 0.20%
SEOBOT Eqgs o188 6.108 0208
SE09  Fresh milk and cream 0.685 0.444 0.632
SEOU01  Fresh whoke mik ‘ c3% 0.184 0.365
SE0S02  Ofher fresh mx and cream 0.269 £.250 0267
BE10  Processed dairy products o.574 0.599 2613
SE100T  Other daity products, inciudding butter 0.428 [AE 0106
SE1002 Cheese a8 ©.308 o8
SE1004  Ice cream andl related products LRLA) 0174 0158
SE11 Fresh frulis 0.515 0.502 0.788
SEVIE Apples 0087 0.095 0118
$E1192 Bsnanas 0082 9108 2470
SE1103  Oranges, incuding lngerines. 2080 ©.060 o080
SE1104  Othor frash fruits 0269 9243 oty
SE12  Fresh vegetables a.500 0.492 0.567
SE1201 Potatoes 0,080 0.087 Q034
SEIZ02 Letuce 0068 0.065 0066
SE1203 Tomatoes 0076 o017 0.083
SE1Z0¢  Other frash vegetaties LE 0253 a3ts
SE13  Processed fruits 0.382 f.338 0.352
BE1301  Fruit juices and frazen frut 0296 0.268 0.276
$E1301 Canned and dned fruits 0.085 Qo7 0078
SE14  Processed vegetables 0.280 0.276 0.264
SE1401 Frozen vegetables 2087 o.087 0085
SE1402 Other processed vegetabies 0493 0178 6178

Page 1



SE2801

Sugar and sweets

Sweets, including candy

Sugar and artficial swosteners

Fats and oils

Fats and oils

Nonalcoholic drinks
Carbonated drinks

Cofiee

Other noncarbaniated drinks

Cther prepared foods
Carnes and packeged 30up

Frozen prepared focd

Snacks

Seasonings. condiments, sauces, and spices
Miscstianeous prepared faod, including baby food
Food away from home

Lunch

Cinner

Other meals and snacks

Unpriced

Alcoholic beverages

Beer and sie

Oistitod spirs

Wine

Alconolic beversges away from kome
Pure rent-renter socupied
Rent, resiiential

Lodging while out of town

Lodging whie at schoal

Rental i and

Owners equivalent rant

Household insurance

Maintenance and repalr services
Maintenance and repai servioss

and repair
Materiais, suppiies. and aquipment
Other maintenance and repair commodities
Fuel oil and other fuels
Fuet ot
Othr househoid fuet commadites
Gas {piped} and slectricity
Electacity
Utity Netural Gas Service
Other utilities and public services
Local charges
Water and sewersge muintenance
Catie tolevision
Refuse colecton
intersiate tok calis
intrestate lof calls
Textiie housefumishings
Tentie fumisnings
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5518
0173

17.841
6393
0.129
0129
0.096
0.042
0054
0.564
0.409
8.15%
4894
2919
1595
3.308
1.089

o410
2145
o863
o401

0.439
0439

5731



SE08
SE3S
5E3S0T
BE38
sE3801

Funiture and bedding
Bedroom furmiturs

Sofas

Living room chavre and isbhas.
Other fumiture

Household appliances
Refigersiors ard home freezers

Laundry squipment

Stoves. ovens, dishwashers, and air conditioners
Television and sound equipment
Televisions

Video products other than televisions.

Ao products

Unpeicad

Other and

Ficoe a6 window covenngs. infants, mundry. o
Ciecks. tamps, and decor ftams

Tableware, sarving piaces. and noveiscts kitchen
Lawn squipment, power fools.

‘Sewing, Soor cleaning, ama kitchen, and portadl
Intoor piants and frash ot flowers

npriond

Housekeeping supplies

Laundry and Cleaning products

Housshokt paper progieta and statonary supplies
Other househoid, lwn, and garden supplies
Housekeeping wervices

Postsga

Ingeicad
Tanant's lnsurance
Tamancs nsrsoce
Men's apparel
Suity, apori coats, coats, ad jackets
Furmishings 4nd specisl clothing
Shints

Unpricad

Buys’ appare!
Boy' apparel

Unpriced

Women's apparel
Gonts and jacksts
Dresans.

Segacstes and sportwsas
Soits

Unpriced

Girts’ appare)
Girts appars!

npriced
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k18

0.285
°.378
0.178

0122

323
0.018

0.347
0.314
2003

1270
b238
0.373

2393
0.145
0.03¢
0.380
e372
o.008

2275
0185
0368
o3
0.10%
2098
a.100
0.864
0267
2252
oz

1.30%
8478
2.254
G174

0148

0.7

12
1283

0424

G241
t018
0.302
2301
€007
1931
0187
0.308
6.670
LR
sz
©.023
0.338
.38
c01e

o199

0.478
5215

0.178
o116
o168
o.088

1093
0.382
0.368
o.343

1.481
0258

0.231



SE4n
SEQ109
3542
SEARDY

BEa20t

sestgt
sESe
SERR
SES201
SEEI8

BESY
SES301
SE8302

5E330%
SES4
SES0Y
5668
BE3B0L
SE5503
SE550%

Footwear

Mans

Boys and gins

Womans.

infants” and toddiers’ apparel

Trtasis’ & toodlery’ epparet

wnprioact

Bewing materlals and juggage
Sewing materials and lupgage

Jowelry

Watches

ey

Apparel services

Cther apparel services

ity and ary cleaning other inats o apscated
New vehicies

New cars

New trucks

New moioreycies.

Used vehicles

iisad cars

Hapreed

Hotor fuef, motor off, conlant, and fluidg
Motor fe

Motor ok, cooiant, and otser pdects
Astornobite part