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Why Use the Health Care Component of the Price Index for Personal Consumption
Expenditures PCE) instead of the Overall Medical Component of the Consumer Price
Index (CPI) to Measure Medical Inflation? (February 2014)

Craig S. Hakkio, senior vice president of the Federal Reserve Bank of Kansas City, has
summarized the difference between the Consumer Price Index (CPI) and the price index for
personal consumption expenditures (PCE):

The consumer price index and personal consumption expenditure price index are
both designed to capture changes in consumer prices. While similar, the two
measures have important conceptual differences. . . .

... Produced by the Bureau of Labor Statistics (BLS), the CPI is designed to
measure the price of out-of-pocket spending of urban consumers. In contrast, the
PCE price index is produced by the Bureau of Economic Analysis (BEA) and
measures the prices of goods and services purchased by persons, individuals, and
nonprofit institutions in the National Income and Product Accounts—so-called
personal consumption expenditures (PCE). In addition to spending by households,
PCE measures spending on behalf of households. For example, PCE spending on
medical care includes both direct purchases of medical care by households and
purchases on behalf of households by employers or government programs. PCE
also includes estimated spending on some goods and services that do not have
market prices, such as free financial services and employer-funded medical care
and insurance programs.*

As Chairman Ben Bernanke has noted, the Federal Reserve uses the PCE deflator, rather than the
CPI, to measure inflation because, among other factors, it “arguably does a better job measuring
medical inflation.”? The government agency responsible for the CPI, the Bureau of Labor
Statistics (BLS), itself points out, “The weights in the CPI do not include employer-paid health
insurance premiums or tax-funded health care such as Medicare Part A and Medicaid. ... Since
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medical care only includes consumers’ out-of-pocket expenditures (and excludes employer-
provided health care), its share in the CPI is smaller than its share of gross domestic product
(GDP) and other national account measures.”® A study by BLS analysts concluded, “In our
examination of weight and price effects we found that items related to medical care, such as
hospitals, physicians, and health insurance, play a significant role within both the weight effect
and the price effect [in the differences between PCE and CPI]. . . .”*

The Congressional Budget Office has stated, “In CBO’s judgment, the PCE price index is

a more appropriate deflator for the measures of [household] income . . . because its scope
includes health care services purchased by third parties on behalf of people (services that are
included in the measures of income. . .) and because it more fully accounts for the adjustments
that consumers make to their spending patterns as some prices change relative to other prices.””

The health care component of the PCE price index has on average exceeded the medical
component of the CPI by 1.64% between 1990 and 2011. As the bar graph below shows, during
that period the incomplete medical component of the CPI has almost always underestimated the
medical inflation rate as shown by the health care component of the PCE.
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Because of the compounding year-after-year effect of even small differences, over time the gap
between the medical/health care components of the two indices is dramatic, as the chart below
shows.
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So as accurately to reflect actual medical inflation, and not force Americans to face lower-and-
lower real ceilings on the deduction they are allowed for health insurance premiums, it is
essential to index the deduction limit to the health care component of the PCE price index.



