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The New Chain Gang
Following the 1995 benchmark revisions to the 

national income and product accounts, the Bureau 
of Economic Analysis will replace the present fixed- 
weighted indexes o f real GDP and prices with chain- 
type indexes. A  fixed-weighted index is the ratio 
between a weighted average of prices or output in the 
current period and a corresponding weighted average 
for a fixed base period, using weights from the base 
period to calculate both averages.

Fixed-weighted methods are simpler, but distort 
current output or price changes when there are large 
changes in the composition of prices and output over 
time. The chain-type index attempts to remedy this 
problem by averaging the changes in two fixed-weighted 
indexes, one based in the previous period and the other 
based in the current period.

A  simple example illustrates the advantage of a 
chain-type price index using two goods, apples and 
oranges, over four time periods labeled April through 
July. Four fixed-weighted indexes are shown, each using 
a different base period. In May the price of apples 
rises compared to the price o f oranges, leading to 
increased relative consumption of oranges. Inflation 
for May is best measured using a base period closer 
to May, because the relative quantity weightings are 
more current. With a July base period, the quantity 
of apples is much smaller, lowering their weight in 
the index and thus greatly reducing the impact of 
the price increase on measured inflation for May.

Likewise, inflation for July is best measured using 
a base period nearer July. With an April base period, 
the quantity of oranges in the weighting is much smaller, 
greatly reducing the impact o f the price decrease for 
oranges on measured inflation for July.

Inflation measured by the chain-type index is

approximately equal to the simple average of the two 
fixed-weighted values, using the previous and current 
periods as the base periods (shown in the shaded 
areas). Thus, a chain-type price index is a compromise 
that better reflects the current consumption mix.

By interchanging the roles of prices and quantities 
(using prices as the weights on quantities of the various 
goods produced), a parallel example could be constructed 
to show how a chain-type output index addresses the 
measurement problem presented by a fixed-weighted 
index of real GDP.

— Stephen M. Stohs

Hypothetical Prices and Quantities of 
Apples and Oranges

April May June July
Price o f apples 12 20 20 20
Quantity of apples 6 3 2 2

Price o f oranges 4 4 4 2
Quantity o f oranges 7 10 15 30

Fixed-Weighted Price Indexes
Base Period April May June July
April Index 100 148 148 134

Inflation Rate 48% 0% -9%
May Index 76 100 100 80

Inflation Rate 32% 0% -20%
June Index 84 100 100 70

Inflation Rate 19% 0% -30%
July Index 144 160 160 100

Inflation Rate 11% 0% -38%
Chain-Type Price Index

Index 100 140 140 92
Inflation Rate 40% 0% -34%

Note: The chain-type index measure of inflation approximately equals the arith
metic average of the inflation measures for the two underlying fixed-weighted 
price indexes.
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