A globally-harmonised Consumer Price Index: a review of the need for such an index and the extent to which it is and can be met and the implications for the ILO resolution on Consumer Price Indices.
David Fenwick

Director, International Comparison Programme and Statistical Capacity Building Africa, Office for National Statistics,

1 Myddleton Street, Islington, London EC1R 1Uw, United Kingdom.

email: david.fenwick@ons.gov.uk
Abstract

This paper considers the demand and need for greater harmonisation of consumer price indices and what the conceptual basis of such an index should be and the extent to which the indices currently produced by national statistics institutes meet the needs of the international community. It will identify what issues remain to be resolved and their importance.  It will consider how much the lack of harmonisation is a barrier to the monitoring and analysis of inflation globally. It analyses the experiences of both developed and developing countries. It argues for greater proactive involvement of the international community in defining and producing a globally harmonised CPI facilitated by an updated ILO resolution to facilitate this.
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1. Background

The 2003 ILO Resolution concerning consumer price indices does not adopt a prescriptive approach particularly in areas of CPI construction where there was at the time limited international consensus on the correct methods or where compromises needed to be made by CPI compilers for operational reasons. Against this background it can be noted that:

· In the relatively short time since the adoption of the ILO resolution the consensus on what constitutes a “fit-for-purpose” CPI has increased. This is particularly so in the context of a family of CPIs, with a growing realisation that no one construct is fit for all purposes. We are seeing more statistical offices adopting a “family of indices” approach and re-computing the same prices data to produce alternative and equally legitimate measures of consumer inflation. There is also greater awareness and understanding amongst producers and users of published indices of how these compare with the “ideal”.  
· Harmonisation was not high on the agenda when the 2003 Resolution was drafted. Although the preamble to the resolution mentions “recognising the usefulness of such standards in enhancing the international comparability of the statistics” this is not followed-up in the resolution itself. 
2. The current position
The current position is as follows:

· The ILO resolution itself. The wording of the current ILO resolution can sometimes as best be rather vague and at worst unhelpful in a number of key areas. For example:

· Geographical coverage. Paragraph 11 of the resolution states that it “should be defined as widely as possible”, which by implication means that institutional households should be included but does not state this explicitly, and that restrictions should be specified. It then in the same paragraph unhelpfully for international comparability and for users wishing to make international comparisons, gives the compiler a choice of expenditure coverage without offering a comparative evaluation – consumption of the resident population (resident consumption) or consumption expenditure within the country (domestic consumption).
· Owner-occupier housing costs. Paragraph 13 of the resolution states that “in accordance with its main purpose, the CPI should cover all types of consumer goods and service of significance to the reference population”. But then in paragraph 14 states as a matter of fact without any making judgement on its appropriateness, that “some countries regard expenditures on the purchase of houses entirely as a capital investment and, as such, exclude them entirely”. This may be the case in some countries but is not consistent with either national accounts protocols or the concept of a cost-of-living index. 

· Expenditure weights. Paragraph 19 of the resolution states that the composition of the weights “follows directly from the scope as well as the choice between the “acquisition”, “use” and “payments” approach” but unhelpfully doesn’t elaborate. Paragraph 25 states that “where the weight reference period differs significantly from the prices reference period the weights should be price updated but that where it is likely that price-updated weights are less representative of the consumption patterns then this procedure may be omitted”. The omission of “likely” and the replacement of “may” with “should” would provide a better basis for guidance in a resolution. The resolution is clear on keeping weights up-to-date, stating that they should be reviewed “at least once every five years”
.  
· Expenditure classification. Paragraph 20 states that “for the purposes of international comparability the classification should also be reconcilable with the most recent version of the UN Classification of Individual Consumption according to Purpose (COICOP), at least at Divisional level”. At best this leaves the analyst to undertake a mapping across from the national classification to COICOP to facilitate an inter-country comparison of inflation rates.
· Acquisition, use or payment. Paragraph 15 of the resolution quite rightly points out that “it is important to consider whether the purposes for which the index is used
 are best satisfied by defining consumption in terms of acquisition, use or payment” but then rather than positively affirming which concept should be used for which purpose describes the circumstances in which countries “often use” the different concepts. Then, when in paragraph 17 owner-occupier housing costs are covered, a description of the different applications is given without providing direction. In part this reflects the lack of consensus on the latter – possibly the most major outstanding issue in index construction.
· Compliance to the ILO resolution. There is variable compliance with international best practice as laid down in the ILO resolution despite advances made by a number of countries in recent years in terms of their individual CPI methodologies and the lack of positive direction in the resolution itself. This is true not only in developing countries, such as in Africa
 but, more surprisingly, also amongst countries more generally, including some of the more developed countries where statistical capacity and user demand can be expected to be greater. An analysis of CPI meta-data for 37 countries is given at Annex A. The data has been taken from XXXXXXX. A word of caution is appropriate when looking at this information given the number of cells where no information is given and also the ambiguities in some of the returns provided, for example lack of clarity to the referencing where more than one CPI measure is published by the national statistics institute (NSI), as is the case in many European countries where NSIs publish the European Harmonised Index of Consumer Prices (HICP) together with a domestic measure of consumer inflation. Also, investigations against other data sources suggest that some of the information is significantly out of date. Not withstanding these caveats some useful observations can be made which illustrate the current non-conformity to the resolution:

· Geographical Coverage – As already mentioned above, paragraph 11 of the ILO resolution states that the geographical coverage “should be defined as widely as possible”. Annex A indicates that 11 countries restrict their CPIs to urban areas. This includes France, India, Russia and the USA.
· Owner-occupier housing costs – The lack of proper guidance in the ILO resolution has already been referred to. It is instructive to note the 9 countries exclude owner-occupier housing costs from their CPI. For some this may be because the expenditure is not significant and for some European countries this may reflect the lack of progress in incorporating owner-occupier housing costs in the European HICP. Amongst those countries excluding owner-occupier housing costs are France, Italy, Canada and Brazil. 
· Expenditure classification – The meta-data on this is limited with many countries not providing a response. It is noteworthy that Canada doesn’t use COICOP. Whether this is also the case for the USA is not known.
· Expenditure weights – It is ironic that in the one area where the ILO resolution is prescriptive (the updating of weights at least every five years) a third of countries are non-compliant.
· Basket update - Few countries reported the frequency of their basket updating but of those that did only one reported weights more than five years old and therefore in breach of the resolution. But what is notable about this is that that country is the USA where the entry states that “the current CPI basket of goods and services is derived form the consumer expenditure survey over the years 1998 to 2000”.
3. The need and benefits of a globally harmonised measure of consumer inflation.

The arguments for developing a globally harmonised measure are two-fold:
· User need and demand. It should be noted that the two are not necessarily synonymous.

· As an enabler for countries to improve the methodologies of their CPIs, including addressing the areas identified for improvement in the previous section of this paper.
· User need and demand. This can manifest itself in a number of ways.
· Individual sub-global initiatives to produce a harmonised index. The most significant example is Eurostat’s Harmonised Index of Consumer Prices (HICP). The compilation of this index was a landmark achievement and provides the best statistical basis for international comparisons of consumer price inflation in the European Union. However, the fact that most owner-occupier housing costs are excluded from the index reduces its relevance for many users. It is used by the European Central Bank to monitor price convergence and inflation in the Monetary Union area and for many Member States has also become the main domestic measure of consumer inflation. It has been published since March 1997 with back-data being available covering a longer period. Eurostat’s HICP is not the only example of such an initiative. For example, harmonised indices have also been produced or are in the course of being developed in a number of regions of Africa, most notably the Afristat harmonised index compiled using common software and the UEMOA HICP. Also a SADC HICP is currently under development and a UEMOA/Afristat/BCEAO study group has been convened to look to improving the UEMOA HICP. Afristat are looking to use a project designed to update the common software used to produce the Afristat HICP to improve its harmonised methodology. COMESA is looking for funding to develop an HICP implementation plan. This is good news but comes with a price. Clearly the fact that where harmonisation is taking place this is happening on a sub-global basis comes with the inherent danger that these individual initiatives will act as a barrier to global harmonisation.
· As an enabler to improve CPI methodologies. A clear vision can be the most effective enabler for progress, particularly one that draws on the benefits of harmonisation, and the increasing demand for CPIs which are comparable across countries. It is instructive to note that whilst the ILO resolution does not directly address the issue of harmonisation and international comparability, efforts towards harmonisation, like the resolution itself, have facilitated to some extent improved methodologies in individual country’s CPIs. 
4. The need’s of Central Banks and other financial institutions: monetary policy
This section takes as given with the premise, presented above, that not only is there a need for fit-for-purpose CPIs but there is also a need for harmonisation. Thus it takes as its starting point that central banks should target a common inflation measure. This is the practice followed in various parts of the world, most particularly within the euro-area of the European Common Market, and the need and benefits of harmonisation increase with greater globalisation and increased coordination of countries is setting economic policy.   

Central banks and associated financial institutions constitute one of the most important and readily identifiable CPI user groups, and one of the most vociferous. Over recent years an inflation target has been increasingly used by a growing number of countries to define and operate their monetary framework. Noting that the definition of an inflation "targeter" can be arbitrary, the IMF includes a list of countries they classify as inflation targeters in their regular "exchange rate arrangements" publication. The 2007 publication
 includes a table listing 28 inflation targeting countries according to their exchange rate arrangements (without specifying the target or inflation measure). A paper by Carare and Stone
 takes this analysis further by classifying countries that use an inflation target for monetary policy, into fully-fledged inflation targeters, eclectic targeters and inflation targeting lite regimes, using the clarity and credibility
 of the commitment to the inflation target to classify individual countries. Carare and Stone identify 42 medium and large country central banks who have some form of floating exchange rate mechanism (i.e. not adopting a fixed exchange rate) leaving their degree of commitment to  an inflation target as the defining monetary objective.  They estimated that by 2001 some seven industrial and eleven emerging markets operated fully-fledged inflation targeting, that is “have a medium to high level of credibility, clearly commit to their inflation target, and institutionalize this commitment in the form of a transparent monetary framework that fosters accountability of the central bank to the target”. Interestingly they did not include the European Central Bank in this category and neither the United States. However, the purpose of this paper is not to discuss the categorisation so much as to point to the significant (and increasing) reliance by central banks on an accurate and appropriate measure of inflation for inflation targeting. The importance of this is emphasised by the proven success of inflation targeting in improving economic performance and in consequence the standard of living. An investigation by Mishkin and Schmidt-Hebbel
 indicates that that the evidence suggests that “inflation targeting helps countries achieve lower inflation in the long run, have smaller inflation responses to oil-price shocks, strengthen monetary policy independence, improve monetary policy efficiency, and obtain outcomes closer to target levels”.
 

It is interesting to note that all countries that have adopted inflation targeting saw anchoring of inflation expectations as an important element, having previously experienced periods of very high inflation and suffering the economic consequences resulting from employees understandably attempting to maintain their standard of living in the short-term
. This can be seen in the UK, for instance, where there was a dramatic reduction in long-term inflation expectations following the adoption of a 2.5 per cent target for the Retail Prices Index in May 2007. The inflation premium on long-term bonds fell in line with the target and has remained close to the latter ever since.
5. Defining a globally-harmonised CPI
This is not a trivial issue as can be illustrated by the European Union HICP and its role in the context of the Monetary Policy of the ECB. This index took a number of years to develop to first publication
. A number of issues remain to be taken forward, where the lack of resolution severely undermines the credibility of the inflation target. The HICP’s exclusion of most elements of owner-occupier housing costs is one of these outstanding issues. Its exclusion lessens its relevance for some users. The inclusion of owner-occupier housing costs will improve the representativity of the index and the comparability of national HICPs across countries. However, two major concerns have been expressed regarding the use of an HICP including owner-occupier housing costs as a headline rate. These concerns refer not only to the Monetary Policy for the euro area, but also to the analysis of inflationary developments in euro area and EU countries and its assessment:

· First, including owner-occupier housing costs could impact on the level and the volatility of annual HICP inflation.
· Secondly, it could also add to cross-country divergence in terms of HICP inflation. It is also worth noting in this context that from a countries' perspective, it might become more difficult to meet the convergence criterion on inflation for non-euro area EU countries in situations in which there are divergent movements in house prices in EU countries.

On top of these fundamental issues are ones of data availability. Data on HICPs including owner-occupier housing costs, will most likely be not as timely as the results of the current HICP. Moreover, at least for some countries, the compilation of representative owner-occupier housing costs-indices might only be feasible on a quarterly basis. Both aspects would impact on the availability and use of the HICP for Monetary Policy decision making.
With this in mind, the ECB might need to consider adapting its definition of price stability if and when owner-occupier housing costs are included. 
Conceptual purity versus pragmatism (the axiomatic approach)

Putting aside the issues raised above, the UN Manuals on Consumer Price Indices and Producer Price Indices
 provide a comprehensive overview of the conceptual and theoretical issues associated with consumer (and producer) price indices and translate these into the available options for practical measurement, the latter being constrained in large part by the lack of up-to-date and relevant data. The two manuals were developed in parallel taking advantage of the latest research into index number theory and practice and are essentially based on the same underlying economic and statistical theory. The Manual on Consumer Price Indices also acted as a catalyst for the 2003 ILO Resolution on Consumer Prices Indices.  

The challenge of statistical offices is fourfold: to identify user needs; to conceptualise user needs in terms of economic theory; to translate the underlying concept into statistical measurement terms following the fundamental principles of price index measurement; to construct the indices so defined and evaluate them against purpose. In doing this a distinction can be made between underlying conceptual frameworks used to define different methods of index compilation, in follow up to the identification of different user needs, and higher-level frameworks designed to identify gaps in the provision of price indices which can then be compared with user needs.
The system of National Accounts provides the basic guidelines for the higher level framework, covering as it does all major economic activity including, most particularly, production and consumption and intermediate outputs. In theory it also provides a methodology for developing and extending the core system of price indices to meet specialised needs whilst maintaining consistency of approach, both in concepts and practical measurement, and coherence in terms of the definition, classification and measurement of flows and stocks of goods and services. 
The system of National Accounts and the ILO manual on Consumer Price Indices, insofar as they are prescriptive, steer users towards a fixed basket approach except for a compensation index. But other practical issues arise which extend beyond the conceptual. These relate not just to the capacity of statistical offices to compile indices on a regular and timely basis but to the behavioural characteristics of the indices themselves which lead to dilemmas, such as the one already described above relating to the inclusion of owner-occupier housing costs. The other, most notably, is:

· The formulae used at the elementary aggregate level. At its most basic we can consider the choice as between an arithmetic and geometric mean. The starting point for deciding which approach we might take should depend on the conceptual basis.  In particular for a COLI framework, where consumer substitution is taken into account, we would be likely to use some variable formulation of the geometric mean (GM), in that we would use the GM where we feel that elasticities of substitution are near to or greater than 1, and use a ratio of averages (RA) for those where we feel substitution is near to 0. For a fixed basket approach we would likely to use RA but with careful sampling design to guard against a situation where parts of the index are dominated by the change in a single quote and should not be preferred.  But the choice between elementary aggregation formulae is not necessarily solely a conceptual issue; the axiomatic properties also need to be taken into consideration.  Whilst it is difficult conceptually to justify the use of GM in a fixed basket, it is a well behaved formulae which displays are great deal of resilience, producing stable results not dependent on the vagaries of the sample design for price collection. Thus it is ideal for international comparisons of CPIs where there can be enormous variation in the construct of the sample. But it is very important that users understand the numerical relationship between the different formulations of the elementary aggregates. It can easily be shown that the Geometric mean ≤ Arithmetic mean and it can be observed from past movements in the UK Retail Prices Index (which uses arithmetic means) and the UK Consumer Price Index (which, apart from a few exceptions uses geometric means) that the difference in the published annual inflation rates due to the “formula effect” can be as much as 0.5 percentage points even when inflation is running at relatively low levels and that, despite the geometric mean being a relatively stable formula, this difference can vary over time and may lead to differences in relatively levels of inflation both temporal and over time. 

In the final analysis it can be argued that harmonisation requires a degree of prescriptiveness relating to detail about sample design to reduce the variance in prices – for example by using homogeneous elementary aggregates and highly specified item descriptions. This goes beyond the aim of most harmonisation programmes but may generate additional benefits including:

· Not only CPIs which are technically better but also closer integration between CPIs and data collection for the international comparison programme (ICP)
.
It  can be noted that consumer price indices aim to measure either the rate of price inflation of goods and services experienced by households or changes in their cost-of-living 
although in practice most consumer price indices (CPIs) published by National Statistical Institutes measure neither one nor the other. Thus most published CPIs are somewhere along the continuum between a pure price index 
and a cost-of-living index (COLI)
. This reflects five things:

· The evolution of CPIs, which in large part began as compensation indices, where the latter were formed in the context of socio-economic policies prevailing at a particular point in time in the past.

· The more limited appreciation in National Statistical Institutes, in the early years, of index number theory and the underlying economic concepts of CPIs
. This restricted discussion, particularly of conceptual issues, and it is only over recent years that there has been a closer alignment between theory and practice and a more rigorous and critical evaluation of outputs.

· Practical limitations of measurement. These limitations have become less restrictive with the increase in computer power and data. 

· A lack of informed debate with users. The latter are becoming more expert in consumer price indices and more demanding with increased expectations.
· Relative isolation and lack of need by countries to consider some of the issues, compared with the need under the increased globalisation experienced today.
Against this background, a clear conceptual basis for an index is important as is an understanding of the compromises made during compilation. The conceptual basis provides the benchmark for evaluation against the measurement goal of what is published in practice.

This paper takes the view that:

· The design of a globally harmonised CPI needs to consider conceptual, axiomatic, and practical compilation issues. The ILO Manual on Consumer Price Indices, particularly Section 2 on the theoretical aspects, provides a starting point.
· User consultation should be an important element of the process of moving forward.

· Experimentation should be undertaken to measure the practical and numerical impact of different options. Much work has already been undertaken in the context of the development of the European Union HICP.
Finally it can be noted that many countries publish a range of price indices but these tend to be presented separately as specialised, stand-alone measures. This rather haphazard approach can constrain the use made of the large volume of price data that is collected on an ongoing basis and restricts the analytical value which could be enhanced by drawing together the different series and presenting them as a system or “family” of price indices in a coherent statistical framework. The use of such frameworks also facilitates the examination of the relationships between different price inflation measures and can help analysts in their understanding and interpretation of inflationary signals. Users also need up-to-date metadata. Such considerations become increasingly important with the development of harmonised consumer price indices which more than likely will be published alongside longer-standing domestic measures. 

6. Conclusions and way forward.
For the purpose of the current paper, suffice it to be noted that, despite the current lack of compliance, there is a danger that from a strategic viewpoint the ILO resolution, with its lack of prescriptiveness and its failure to address directly the issue of harmonisation will be overtaken by what is happening on the ground and will reduce in relevance as time goes by with the result that a sub-optimal solution will be offered to the user. With increased globalisation the time has come to redress this by implementing an international programme of work with a view to coming up with a recommended definition for a globally harmonised CPI for inclusion in the next review of the ILO resolution on consumer price indices and in the next edition of the ILO manual on CPIs. 
� There are a number of other issues relating to “weights” where the resolution isn’t particularly helpful, for example whether “net” or “gross” expenditure weights should be used for second-hand goods (paragraph 31 of the resolution). 


� At this point the resolution could usefully have re-iterated the idea of a “family of indices”.


� For instance, an analysis of metadata on CPIs for 18 countries in Africa, as held on a database managed by the African Development Bank, indicates that 10 cover urban areas only, 15 use weights which are at least six years old and 12 have a pre-2000 base year. See “The challenges facing compilers of CPIs in developing countries: and the need for a supplementary handbook to the International Manual on CPIs and implications for the ILO resolution on consumer price indices”. Fenwick. The 2008 World Congress on National Accounts and Economic Performance Measures for Nations.





� IMF. (2007). Review of Exchange Arrangements, Restrictions, and Controls. 





� IMF Working Paper (2003). Inflation Targeting Regimes. Alina Carare and Mark R Stone.


� Clarity is gauged by the public announcement of the inflation target and by the institutional arrangements for accountability. Credibility is proxied by the actual inflation outturn and by market ratings of long-term local currency government debt. 


� NBER Working Paper No. 12876. “Does Inflation Targeting Make a Difference?. Frederic S.Mishkin and Klaus Schmidt-Hebbel.


� This does not imply that countries with an inflation target have better monetary policy performance


  than those without, rather that it helps countries to close the gap on performance. The performance


  attained by industrial-country inflation targeters generally dominated the performance of emerging-


  economy inflation targeters and is similar to that of industrial non-inflation targeting countries. Thus


  it can be a very effective tool for underperforming or developing economies. See Mishkin and


  Schmidt-Hebbel for more detail.


� This raises the issue of a “Cost-of-living-Index” (COLI) issue. The need for harmonisation in the specific context of a COLI is essentially the same although the extent to which pensions, state benefits and wages are indexed to a COLI is a matter for negotiation and/or democratic processes.


� HICPs were developed in the European Union (EU) expressly from a macroeconomic perspective, and launched in 1997. Initially, HICPs were used to assess which EU Member States passed the inflation convergence criterion for membership of Economic and Monetary Union (EMU), and so cross-country comparability was a key issue in designing the HICP. Since EMU has been established, it is used by the European Central Bank to assess price stability in the euro area.





� ILO/IMF/OECD/UNECE/Eurostat/The World Bank: Consumer price index manual: Theory and practice Geneva, International Labour Office, 2004 and ILO/IMF/OECD/UNECE/Eurostat/The World Bank: Producer price index manual Washington, International Monetary Fund, 2004.


� “The challenges facing compilers of CPIs in developing countries: and the need for a supplementary handbook to the International Manual on CPIs and implications for the ILO resolution on consumer price indices”. D.Fenwick. The 2008 World Congress on National Accounts and Economic Performance Measures for Nations


� The expenditure required by a household in order to maintain their standard of living or utility.


� Essentially a theoretical construct involving no expenditure weights.


� The Schultze Panel refers to the traditional fixed-weight basket CPI being a cost of goods index (COGI), where “goods” includes services and the continuum is between a COGI and a COLI.  Schultze & Mackie 2001 Panel on Conceptual, Measurement, and Other Statistical Issues in Developing Cost-of-Living Indexes . Committee on National Statistics, National Research Council.


� But note that forty years ago the Stigler Committee evaluated the difference between the US CPI and a cost-of-living index and recommended that the Bureau of Labor Statistics moved more towards the latter.





