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SOCIAL SECURITY OVERSIGHT:
COST-OF-LIVING ADJUSTMENTS

... WEDNESDAY, JUNE 24, 1981

U.S. SENATE,
SpEcIAL COMMITTEE ON AGING,
Washington, D.C.

The committee met, pursuant to recess, at 2:35 p.m., in room
6226, Dirksen Senate Office Building, Hon. John Heinz, chairman,
presiding. )

Present: Senators Heinz, Percy, Cohen, and Chiles.

Also present: John C. Rother, staff director and chief counsel; E.
Bentley Lipscomb, monority staff director; Larry Atkins and Doro-
thy Watson, professional staff members; Ann Gropp, communica-
tions director; Kathleen M. Deignan, minority professional staff
member; Robin L. Kropf, chief clerk; Nancy Mickey, clerical assist-
ant; and Eugene R. Cummings, printing assistant. '

OPENING .STATEMENT BY SENATOR JOHN HEINZ, CHAIRMAN

Senator HEeINz. Today, the Special Committee on Aging holds the
third of a series of hearings on the problems of assuring adequate
financing and restoring public confidence in the social security
system.

The purpose of today’s hearing is to examine the issues sur-
rounding the indexing of social security benefits to match cost-of-
living increases. There is no question of greater importance to
retired Americans than that of how the Congress will reconcile the
need to protect social security benefits from erosion with the need
to protect the financial stability of the social security system when
rapid inflation and low wage growth are combined.

In 1972, Congress amended the Social Security Act to provide for
automatic adjustments in benefits for the annual rate of increase
in the Consumer Price Index. This automatic indexing was intend-
ed to provide for a more timely and predictable increase in benefits
that could be accomplished through ad hoc changes. It made social
security more secure for the retired person concerned about keep-
ing up with inflation. Many persons also saw indexing of benefits
as a way to restrain political forces supporting even larger ad hoc
benefit increases. ’

The results, however, were completely unanticipated. Automatic
cost-of-living increases have raised the dollar value of social secu-
rity benefits by 62 percent over the level of benefits paid in June
1975. As a result, we now hear critics argue that benefits to the
elderly have been raised too much. They maintain that the method
used to adjust social security benefits has overcompensated the
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elderly and has actually increased the relative purchasing power of
their benefits since 1975. ]

At the heart of this controversy is the contention that the Con-
sumer Price Index, because of peculiarities of its construction, has
risen more rapidly in recent years than the prices actually paid by
the average consumer. However, finding this to be true for the
average consumer does not necessarily make it true for the elderly
consumer. Evidence, which we hope to review at this - hearing
today, suggests that older people experience higher-than-average
rates of inflation, and therefore may warrant the adjustment in
benefits they are currently receiving. :

Even if the social security benefit is adequately adjusted for
inflation, let us not forget that much of the income retirees and
their families depend upon is not. Few private pension plans have
automatic cost-of-living increases. Most plans provide ad hoc pen-
sion benefit increases which rarely keep pace with inflation. In
addition, earnings income for the elderly has dropped significantly
over the past decade.

Despite these shortcomings in retirement income programs,
‘there can be no denying that automatic cost-of-living indexing, at
least the way it is currently structured, is producing serious prob-
lems in the financing of social security benefits. Last year’s 14.3
percent increase in benefit payments cost the social security
system over $16.8 billion. This increase in payments came at a time
with unemployment at 7.1 percent and wage growth at only 9.1
percent. These together were slowing the rate of increase in rev-
enues.

Hearings before this committee last year touched on the prob-
lems of indexing social security benefits. These hearings, as many
may recall, were exploratory, addressing a variety of options and
concerns in this area. Now that the Congress is prepared to signifi-
cantly cut spending in a wide range of domestic social programs,
attention has focused more directly than ever on the automatic
increases in social security payments.

This concern has led to several proposals to alter the method for
cost-of-living adjustments in order to restrain benefit increases
when inflation is high and wage growth low. In May, the Senate
approved by a vote of 49 to 42, an amendment to the First Concur-
rent Budget Resolution, an amendment later dropped in conference
between the-House and Senate, which called for indexing social
security benefits in each year by the lower of either the price or
wage index. Today, we address this issue in the context of a grow-
ing inclination on the part of many Members to modify cost-of-
living adjustments.

In reviewing the alternatives we have, it is important to bear in
mind the tremendous responsibility the Congress has for the eco-
nomic well-being of our older, retired citizens. For this group of
Americans alone, income lost through changes in adjusting benefits
cannot easily be made up from other sources. In periods of normal
economic growth, price adjustments minimize benefit increases.
They are intended only to hold the elderly, at a constant standard
of living. Once on social security, older Americans neither share in
the real gains in income during periods of growth, nor do they
share in the real losses in income during periods of stagnation.
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If the Congress makes changes in the cost-of-living adjustments
to social security benefits, it must insure that those changes do not
unfairly penalize retired persons who depend on social security for
the economic well-being.

We have three witnesses today who will be assisting us in these
inquiries: Joseph Minarik, James Storey, and James Hacking.

Gentlemen, will you please come forward to the table? I am
going to ask Mr. Minarik to lead off. Then we will proceed to Mr.
Storey, and then to Mr. Hacking. When the bells go off, I will have
to disappear and go over and vote and come back. Unless a
member of the commlttee shows up, I w1ll have to temporarlly
- recess the hearing. - —

So, Mr. Minarik, would you please proceed—well would you
please withhold and the hearing will recess for about 5 minutes.

[Whereupon, a brief recess taken.}

genator CHILES [presiding]. We will bring the committee back to
order

I would like to—here comes the chairman now.

Senator HEINZ [presiding]. I want to thank you, Senator Chiles.

STATEMENT BY SENATOR LAWTON CHILES

Senator CHILES. I was going to put my statement in the record. If
you stayed a minute longer, you would not have had to hear it.

I welcome these witnesses here today to discuss cost-of-living
adjustments to social security. This is a sensitive subject.

No aspect of social security is valued more than the annual,
guaranteed automatic cost-of-living adjustment provided each July
to beneficiaries. I know that from what Floridians tell me and from
what I learned during this committee’s social security hearings last
year. That is something they consider sacred.

Any changes in the cost-ofliving adjustment could have far-
reaching effects. The protection it offers against inflation is essen-
tial to social securlty beneficiaries. That is why I have not proposed
any changes in the COLA in the Social Security Reform Act of
1981. I am committed to a full, fair, annual COLA.

I am glad that social security COLA changes are not a part of
the budget reconciliation bill now being debated on the Senate
floor—even though the Budget Committee approved a 3-month
delay and going to the lower of wages or prices to calculate the
increase.

I argued against these changes on the floor in the Budget Com-
mittee—several times, as a matter of fact. My position has been
that any decisions on COLA changes must not be made in haste.
We may not have to make any changes at all.

If some change is necessary, there are a number of ways this
could be done. Congress must calmly and carefully examine all
these positions. That is the process this committee is now engaged
in—and I commend the chairman for holding this hearing.

Senator HEINz. Senator Chiles, thank you very much. I thank
you for your great contributions to this committee this year and
many previous years.

Senator Pryor has a statement that he would like put in the
record and, without objection, his entire statement will be made a
part of the record.
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[The statement of Senator Pryor follows:]

STATEMENT OF SENATOR Davip Pryor

This is the third in a series of hearings to explore the needed changes in the
social security system. I believe that the Special Committee on Aging, under the
able chairmanship of Senator Heinz, has to date gathered a wealth of information
in this area, and am certain that this hearing will provide additional insight,
particularly regarding the cost-of-living adjustment and Consumer Price Indexing of
that adjustment.

Under current law, the Secretary of Health and Human Services is authorized to
automatically increase social security benefits effective each July 1 whenever the
cost of living, as measured by the CPI, has risen 3 percent or more over the rise in
the cost of living over the same period in the previous year. This automatic increase
was established in 1975 as a result of historic neglect of the severe financial
difficulty which many of our Nation’s retired elderly were experiencing. Before that
time, these citizens were subject to sporadic initiatives by the Congress to make
retirement income levels more adequate and equitable. ’

Most recently, however, increasing financial strains on social security have raised
some serious questions about the ability of the system to support these automatic
increases. This is primarily due to rapidly rising inflation, high rates of unemploy-
ment, and slow economic growth. .

1t is clear that we cannot just sit back and hope for the best.

The Congress must face the difficult issue of modifying the system to insure its
short- and long-term financing this year. Yet, it is vital that we not make precipi-
tous cuts in the benefits upon which many of our elderly rely as a primary or even
sole source of income.

In addition to basic financing issues, there are other vital issues which must be
addressed today. i

Recent congressional actions have threatened reduction in annual adjustments
through an indexing formula change on the pretext that these adjustments are
overly adequate for retirement needs. However, I have serious concerns that current
price’ indexing may actually be inadequate for our senior citizens needs. Recent
studies suggest that three of the most rapidly rising household expenditures are in
the areas of health care, food, and energy costs. Our Nation’s elderly expend most of
their disposable income in these three areas.

Mr. Chairman, I commend you for the timely scheduling of these hearings, and
look forward to the testimony of our distinguished witnesses. :

Senator HeiNz. Mr. Minarik was just about to begin his state-
ment when the bells went off.
Would you begin?

STATEMENT OF JOSEPH J. MINARIK, WASHINGTON, D.C., RE-
SEARCH ASSOCIATE, ECONOMIC STUDIES PROGRAM, THE
BROOKINGS INSTITUTION

Mr. MiNarik. I am Joseph Minarik. I am a research associate
from the Brookings Institution. I have been urged by the staff to
nﬁake my opening statement in great haste and I will try to do
that. .

Taking the statements of the two Senators at the opening of the
hearings as a kind of prolog, I would like to get right down to my
conclusions on this subject.

I believe that the Consumer Price Index is subject to a very
serious error in its construction; that over the last 5 years, it has
seriously overestimated the rate of inflation in consumer prices in
the United States. As a result, I believe that the indexing of social
security by the Consumer Price Index over the last 5 years has
exceeded the actual rate of increase of prices in the United States.

I have written in my own research on the distributional effects of
inflation that the elderly are the disaster area of inflation. That is
not because of the indexing provision in social security benefits.
This is perhaps the main protection of the incomes of the elderly
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relative to inflation. The elderly are hurt relative to inflation for
the most part because they have accumulated assets which, due to
market conditions, they are generally forced to save at rates of
interest that are less than prevailing market rates. Therefore their
wealth is eroded over a period of time.

The indexation of social security is not a part of this problem
and, therefore, I believe it should be considered separately.

The question is whether the inaccuracy in the Consumer Price
Index that overstates actual inflation might be used as a protection
for the losses of the elderly in other connections, for the erosion of
their wealth by inflation. That is apart from the question of wheth-
er the social security benefits themselves keep up with inflation. I
believe that using that error in the Consumer Price Index as a
means of protecting the elderly is a very serious mistake.

In effect, what it is doing is using a lottery to provide a certain
amount of -protection for the elderly in any given year which is
- dependent on forces which are not correctly, scientifically meas-
ured in the CPL ,

I think it would make much more sense if we had a systematic
policy that dealt with this question directly.

Another question that has been raised frequently is why it is
that poverty among the elderly has been increasing over recent
years. I do not believe that this has anything to do with the
indexing of social security benefits.

No. 1, by definition, social security benefits keep up with the rate
of indexation because they are indexed.

No. 2, we have to keep in mind if the CPI overstates the rate of
inflation in consumer prices, then the poverty standard is being
increased more rapidly than it should be because the poverty
standard is indexed by.the CPI. So it is important to keep the
question of the accuracy of the CPI in mind in all estimates of this
question. . ,

I would recommend that the first step in dealing with the prob-
lem of indexation would be to fix the Consumer Price Index. The
best alternative that is available would be to go to something like
the CPI X-1 variant using a rental equivalent of the cost of owner-
occupied housing. Once this is done, the conflict that we have
experienced in recent years between the rates of increases between
wages and prices will be greatly mitigated. A great deal of the
problem we have had with overindexation and the excess of indexa-
tion of social security benefits over the rate of growth of wages is
directly a function of the fact that CPI has been mismeasuring
inflation.

After that is done, I believe that a wage cap with a catchup
provision to allow any pain of falling real wages to be spread
between taxpayers and beneficiaries of the social security system
would be a reasonable way to help share the pain of a stagnating

economy. .

" It should be kept in mind that in recent experience it is the
definition of the CPI which makes us think the wage cap would be
frequently used. In fact, over recent years, the problem we have
had is not that wages have fallen behind prices but that wages
have fallen behind the CPL
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If beyond that point we believe that the elderly need greater
income support, I think it more reasonable to attempt to measure
what those needs are and to legislate well directly, rather than to
use a faulty measure of the rate of increase of consumer prices to
decide for us what additional support is necessary for the elderly.

I will stop there, Mr. Chairman.

Thank you very much.

Senator HEinz. Mr. Minarik, without objection, your entire testi-
mony, which is quite detailed and quite comprehensive, will be
made a part of the record. '

[The prepared statement of Mr. Minarik follows:]

PREPARED STATEMENT OF JOSEPH J. MINARIK

The rapid inflation of the late 1960’s and early 1970’s caused an equally rapid
growth in the frequency of indexing provisions in both public laws and private
contracts. It has been estimated that almost one-half of the Federal budget is now
subject to indexing provisions of one sort or another, and that 57 percent of the
organized workers under contract are protected by cost-of-living adjustment (COLA)
clauses. This boom in indexation is now widely regarded as more than just an
afterthought of inflation, but rather a significant phenomenon in its own right.

REASONS FOR CONCERN

Generally speaking, there are four reasons why the increasing frequency of index-
‘ing agreements and provisions has caused such interest and concern. First, it is
clear that indexing more Federal programs makes Government outlays more sensi-
tive to the price level. Given the current law, each 1 percent increase in the
Consumer Price Index increases Federal spending by almost $3 billion. Thus, a
rapid inflation adds directly to the Federal Government'’s deficit. To counteract this
tendency, the Government would have to reduce spending elsewhere, which may be
difficult in times of fiscal stringency. While this argument would be part of a case
against indexing, there is another side to the coin. The revenue side of the Federal
budget increases as the price level increases, just like indexed outlays; in fact, the
most important revenue source, the individual income tax, grows substantially
faster than inflation. Thus, advocates of indexing the outlay programs that benefit
primarily low-income persons and the elderly might ask why those groups should
suffer if the budget will keep pace despite the indexed outlays.

The second cause of concern is the implication of widespread indexation for future
inflation. One extra percent of increase in the CPI adds almost $3 billion to Federal
spending, increasing total demand, and thus inflationary pressures (unless counter-
acted by cuts in other spending programs). If the Federal Reserve steps in to reduce
the rate of growth of the money supply, it will neutralize the growth in demand, but
it will also directly increase interest rates and thus inflation in the short run.
Further, the employers of the 57 percent of organized workers who receive COLA
will have immediate increases in their costs. While COLA coverage typically com- -
pensates for only about half of the measured inflation, labor costs average over two-
thirds of total business costs economywide; so even the limited response of indexed
wages to inflation causes a substantial increase in costs, and all else equal causes
price increases and future inflation.

Again, this argument would lead us to oppose indexation in principle, but again
there are counterarguments. As was noted above, the aggregate demand effect of
increased Federal spending on indexed benefit programs would be offset by in-
creased tax revenues caused by the same inflation. Further, while indexed wage
increases do add to employer costs and thus future inflation, it is likely that an
elimination of indexation from the current economic system, however achieveti
would simply shift collective bargaining practices toward other methods of compen-
sation. Likely candidates would be greater use of deferred wage increases that are
not conditional on inflation, or even shorter term contracts that would allow more
frequent negotiation based on the recent inflation experience. Thus, an unindexed
collective bargaining system might yield wage increases that track the rate of -
inflation less precisely in the very short run, but there is little doubt that wages
would follow prices over the long haul.

A third question regarding indexation has been the fairness of a system that
indexes some incomes but not others. For example, some would oppose a growing
payroll tax on a worker stuck near the minimum wage to finance indexed and tax
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exempt benefits to an upper income elderly person. In recent years, that case goes
further; it is fair to tax a working population whose real wages are falling in order
to index the incomes of a nonworking beneficiary population? Again, the debate can
go either way; if benefits are designed to provide some minimum standard of living,
then one could argue that their real level must be maintained in the face of all but
dire emergency. This point has been debated with increasing vigor of late, and while
we all hope it will soon become moot, we should brace ourselves for further argu-
mentation, even in this testimony.

A fourth and final issue in indexation is the maintenance of fairness among the
beneficiaries of indexation. This question arises in the private sector; COLA provi-
sions vary according to the degree of protection they provide for any given increase
in the CPI, and also in whether they take effect monthly, quarterly, semiannually,
or only once a year. However, any debate on the fairness of this diversity of
provisions falls rather flat. All workers can presumably bargain for some given

amount_of_purchasing-power_based-on-their productivity (though-I-fear-that-market—— - ----

power may enter in as well), and they can choose to bargain for COLA’s, uncondi-
tional deferred increases, or cold cash up front, as they prefer.

This argument takes its real force among beneficiaries of Federal indexed pro-
grams. Why should Federal employee pensions be indexed twice a year, while social
security benefits are indexed only once (especially when Federal employee pension
benefits so far exceed contributions that it is obvious the benefits are paid by the
general public, just like social security)? And there is another entirely different
angle to this issue of equitable treatment of beneficiaries. We have only one Con-
sumer Price Index, and it is designed to represent the consumption habits of the
“average” household. Are we fairly treating classes of households who are not
“average” but receive indexed benefits? How about the elderly? The poor? Should
these groups have their own special price indices? This is a question with which I
will deal at some length. -

SPECIAL GROUP PRICE INDICES

There have been numerous pleas in the popular press over recent months for
special group price indices of one sort or another. Some groups say that the elderly
or the poor are not adequately protected by indexation, because their cost-of-living
increases faster than the CPIL. Other groups say that the CPI overstates inflation for
these groups, and that using a different index would reduce the drain on the budget.
To decide whether special. price indices for these groups would be a good idea, I will
examine three questions in turn: (1) Has any group been hurt because it was
indexed by the CPI rather than a special price index of its own? (2) Are any groups
likely to be hurt in the future by indexation by a general rather than a special
group index? (3) Should we, in principle, want to develop or not to develop special
group indices?

Has any group been hurt through indexation by the CPI?>—Central to some argu-
ments for special group price indices is the notion that inflation has hit some groups
much harder than the CPI indicates. Close examination finds these allegations
groundless, to the extent that they can be researched with existing data.

Research in these areas is limited by existing data. The Consumer Price Index
(and the Survey of Consumer Expenditures, on which it is based) is designed to
measure inflation in the prices of goods and services purchased by an average
household. Shifting over to a special group is not just a question of changing the
“mix” of products in the market basket. The survey to determine what households
buy was designed for a large, middle group of the population; if the objective were
the consumption of a smaller special group, a specially targeted survey of almost
equal size would be required. The prices now collected for the CPI may well not
include items purchased with some frequency by any given special group. Finally,
the retail stores sampled for prices paid by the average family may not be the stores
frequented by a special group, and that may have an impact on measured inflation.
But given all of these limitations, we can examine the existing data for some sign
that a significant and continuing differential exists between the average family’s
inflation rate and that for a special group. These is no such indication in the data.

For example, there is the case of the elderly. Some observers have claimed that
the CPI understates the inflation rate faced by the elderly, because the elderly
spend more of their income on medical care, a high inflation item, than the rest of
the population. While the elderly do spend more on medical care, they also spend
less than the average share of their consumption dollar on gascline and the pur-
chase of homes. A complete adjustment of the CPI market basket to represent the
consumption patterns of the elderly, for the period 1969 through 1979, shows an
average compound rate of increase of 7.1 percent—compared to 7.4 percent for the
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CPI. Further, the rate of change of the index for the elderly is léss than the CPI for
each year 1975 through 1979 (see table).

RATES OF CHANGE OF SELECTED PRICE INDICES, 1970-79

]

1970 5.5 45 46 5.5 36
1971 : 34 44 36 37 37
1972 34 35 34 41 38
1973 8.8 55 10.0 13.0 11.9
1974 12.2 10.8 12.8 129 10.8
1975 1.0 8.1 69 1.7 6.3
1976 48 5.1 46 37 35
1977 6.8 5.7 53 8.2 10
1978 9.0 6.8 8.7 10.9 8.7
1979 133 89 11.2 174 12.5
Average 14 6.3 1.1 86 71

1 December over December.
2 Fourth quarter over fourth quarter.

Sources: Economic Report of the President, January 1980, and data supplied by the Bureau of Labor Statistics.

Another special group often mentioned as more affected by inflation than the CPI
indicates is the poor. The poor, through the widely publicized ‘“necessities price
index” (using the food, housing, medical care, and energy components from the CPI),
are claimed to face dramatically faster inflation than the average family. The
necessities inflation concept has seemed so warm and cuddly that many people have
taken it to their hearts. Unfortunately for them, it proves on close examination to
be a rock in sheep’s clothing. The necessities price index in no way represents the
market basket of the poor; in fact, as of December 1980, over 52 percent of the most
quoted version of the index represents housing costs, and almost 30 percent is
principal and interest on newly purchased homes. These weights are way out of line
for any reasonable measure of the consumption habits of low-income groups. Correc-
tion for this distortion yields a price index that has inflated slower, not faster, than
the CPI over the past 10 years. (The original and the improved necessities indices
are shown in the table.)

More detailed work on these questions confirms that significant differences
among special group indices would be unlikely. Robert T. Michael found that
demographic group inflation rates do vary over short periods of time, but that the
signs of the differences often change between periods.! Robert P. Hagemann esti-
mated a rental equivalence price index for an average household and another for a
retired household over a period from 1972-73 through the second quarter of 1980,
and found that the index for the retired increased faster; but the margin can be
judged quite small. (Note that the rental equivalence price index for the average
household would have behaved quite differently from the actual CPI, so no conclu-
sion can be reached about the fairness of actual indexing experience over the same
time period.) The estimated rental equivalence price index increased at 7.54 percent
per year over the period; the equivalent index for the retired increased 0.35 percent
per year faster. The total cumulative difference would have been 2.46 percent; thus,
a monthly social security benefit that would have been $500 under a general rental
equivalence price index would have been $12.30 higher after 7% years of indexing
by a price index for the retired.? Thus, currently available evidence indicates that
indexation by the CPI has not hurt the poor or the elderly, and that the CPI and
special group indices look quite alike. Without computing alternative results for all
of the myriad possible demographic subgroups, it seems likely that divergences
would be few and small.

Would special group indices make any difference in the future?—Even if the
historical record shows no meaningful small group effects on the measured rate of
inflation, is it possible that in some future measurement period indexing outcomes

! Robert T. Michael, “Variation Across Households in the Rate of Inflation,” Journal of
Money, Credit, and Banking, 11 (February 1979), pp. 32-46.

2Robert P. Hagemann, “Inflation and Household Characteristicss An Analysis of Group-
Specific Price Indexes,” Bureau of Labor Statistics Working Paper #110, December 1980.
Hagemann emphasizes that these estimates from his work in progress are subject to all of the
data limitations discussed in this testimony. :
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would be different with specxal group price indices rather than the CPI? The answer
depends on the time horizon.

If only from sampling variation, the measured consumption patterns of small
groups will differ from one another. If at any given time some price increases at a
rate sharply different from the average, as has happened with some frequency in
- the recent past, the group specific inflation rates will differ. In the examples used
above, a price index for the elderly increased more slowly than the CPI over the
1970’s as a whole, but faster in 3 of the 10 years. An improved version of the
necessities price index also increases more slowly than the CPI over the decade, but
faster in 4 individual years. Thus, random fluctuations can be expected to cause
special group price indices to differ over short periods.

Over the long haul, however, it is reasonable to expect the prices indices to stay
more or less together. Even when prices of individual items race away from the
pack, as did petroleum in the 1970’s, there are compensating effects. For example,
* higher oil prices increased all prices through their ‘effect on wage, transportation,
and utility costs. While energy prices remain differentially high relative to 10 years
ago, the gap is not as wide as if the rest of the economy had been unaffected.

But given the existing differential between energy and other prices relative to the
past decade, shouldn’t we have group specific prices indices to protect the most
affected? Some people use this argument to protect the elderly in drafty houses.
Before we jump at the special index, we should consider the implications. First, do
we want to pay all of the additional overhead and accept all of the additional
complication to have special group indices on hand, just in case they might make a
difference? (More on the cost and complications laber) Second, are we sure the
special group indices will give us the results we want? (For example, the elderly
spend more of their budgets on household utilities, but less of their budgets on
gasoline, than the population at large; so if the purpose of a special index is to help
the elderly with their energy costs, the impact would be very small.) Finally, would
indexing with a special group index be a better way of achieving our goals than
some more direct alternative? (For example, if we want to help the elderly in drafty
homes, might we do better by insulating those homes, rather than raising indexing
adjustments for all of the elderly?)

Do we want special group indices on principle’—Given the uncertain past and
future of special group price indices, is there anything in our first principles to
suggest that we should or should not develop them? Here again, all of the answers
are in the negative.

First of all, once the door is opened to special group price indices, how far do we
‘go? If we give the poor their own index because food prices are rising, and the
elderly their own index because energy costs are rising, will we give the disabled
their own index because medical appliance costs are rising? Will regional indexing
follow? There is no firm guide once this process starts, so we must be prepared for
some interest group battles.

Second, if we do allow a number of indices, are we prepared for political battles
based on the results? For example: Suppose that a price index for the elderly
increases faster than another for the poor in a particular period. Would we actually
raise Federal employee pensions more than SSI benefits to the needy? And what
about SSI elderly beneficiaries, who are both elderly and poor? Or if we had
geographic price indexing, would we take the political heat if sun belt benefits were
to be indexed faster than frost belt benefits, or vice versa? The affected groups will
not stop arguing once they get their indices; the results will be political events in
themselves.

Third, who is so politically pure as to be able to mandate the details of special
group price indices? The process itself will be a political hotbed. For example:
California has developed its own low-income price index to save money on welfare
benefits (or so the motivation is described by some Californians) by eliminating
home purchase costs (among other things) from the CPl. A political judgment was
made in the formulation of the index to omit alcoholic beverages entirely; the
legislature wanted no part of raising welfare benefits because the price of liquor
increased. Once one such political decision is made, where does scientific measure-
ment end and arbitrary judgment take over? Would the legislature have chosen
differently if it had understood that the price of booze has increased far slower than
prices in general, that their necessities index was increasing faster because of this
political decision, and that omitting alcoholic beverages from the welfare market
basket was costing the State money? How will the legislature react when the next
statutorially mandated adjustment of welfare benefits yields an increase larger than
would have been required using the CPI, as it is expected to? Would the process at
the Federal level be any different?
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Finally, are we willing to accept the added costs of separately sampling any given
number of demographic groups to determine their consumption habits, and to
separately sample different products for each group, at different points of purchase?
Could we live with a social security system with different price indices for the
elderly, the disabled, and for nonaged survivors? Could we accept the same complex-
ity in the SSI program? .

In sum, a multiple price index system representing several special groups would
cause numerous administrative and political problems relative to our current, sim-
pler system. Given the absence of solid evidence that such a system would yield
different indexing outcomes over the long haul, we should probably leave special
group indices alone.

ALTERNATIVES TO THE CURRENT SYSTEM

If special group price indices would not help our ¢current system, how do we assess
our status? Is there an indexing problem? If so, what is it, and how do we solve it?
Understanding the task force’s mission as finding facts rather than formulatin
policy, I should disclose that I feel stron%ly that there is an indexing problem, ang
that 1t is a serious flaw in the Consumer Price Index; and that flaw is tﬁe treatment
of owner-occupied housing. Solving that problem alone would leave our indexation
system on the right track.

Measuring the price of owner-occupied housing.—The current treatment of owner-
occupied housing in the CPI is essentially the same as it was 28 years ago. When
the CPI was revised in 1953, inflation and interest rates were considered much more
stable in the long run. Homes increased in price at much the same rate as other
goods. The result was that virtually any system of measurement of housing prices
would have yielded plausible results. .

The measurement system chosen was to count as part of the market basket, (a)
the total selling price of newly purchased homes (except if the buyer sold another
home at the same time, in which case the difference is counted); and (b) the total
interest cost over the expected duration of the mortgage before repayment (approxi-
mately one-half its stated term). In 1953, this method was quite reasonable. Today,
putting an entire home and 15 years’ worth of mortgage interest in an annual
market basket along with 1 year’s purchases of bread, navy beans, and athletic
socks is patently absurd. The resultant weight on home purchase costs is far greater
than either cash outlays on home purchase in the average family budget, or housing
costs on the national income accounts basis as a share of total consumption.

Equally important as how we weight home purchase, in my view, is what we
count as the price. Homeownership has increasingly become an investment rather
than a mere purchase of housing services. This is obvious from the willingness of
investors to purchase homes to let, accepting monthly rental payments that fall far
short of their own mortgage liabilities. If investors are willing to accept negative
cash flows on homes, the cost of the shelter services of a purchased home must be
only part of the total; the investment value to the investor must be at least equal to
the negative cash flow. To an owner-occupier with the privilege of rolling over
capital gains, the investment value would be even greater. The obvious solution to
_the measurement problem, espoused by many policy analysts, is to count the price
of purchasing only the shelter services of a home, tﬁe rental price, in the CPI. This
is the method (called “rental equivalence”) used in the BLS’s X1 version of the CPI,
and in the personal consumption expenditures (PCE) deflator of the national income
accounts.

The treatment of housing and the budgetary cost of indexation.—How much of the

burden of indexed costs is the result of the CPI's flawed treatment of housing?
There are two available pieces of evidence on this question. The major difference
between the CPI and the PCE deflator is the treatment of owner-occupied housing.
Over the 1970-79 decade, the PCE deflator increased at a compound average rate of
6.3 percent—substantially less than the CPI at 7.1 percent.
_ Bringing this difference closer to home, social security benefits were first indexed
in July 1975, on the basis of the CPI for April through June 1974. The CPI has
increased by 62.6 percent from that period through the first quarter of 1980, the
most recent time the CPI was indexed; the PCE deflator increased only 48.9 percent
over the same period. Thus, for those beneficiaries who were on the rolls in 1975,
benefits are more than 13 percent higher than they should be because of the flaw in
the CPL (Total benefits have been increased by less than that margin, however,
because beneficiaries who retired in the intervening years were not indexed over
the entire period.) Or to carry the point still further, the cost increase of social
security indexing in mid-1980 would have been about $5.5 billion lower if the PCE
deflator had been used instead of the CPI. This saving is about half of the expected
revenue increase of the January 1, 1981, payroll tax increase.
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It is not clear that redefining the CPI now would reduce benefits over future
years by the same margin. Because the overstatement of the CPI is highly related to
the level of mortgage interest rates, and.interest rates have been highly unstable,
the future path of the index is uncertain. When mortgage rates fall, they have a
tremendous downward leverage on the CPI. However, the step is still worth taking;
the greater stability of the index with a rental equivalence treatment of housing
would itself be desirable, and no one can say for sure that interest rates will not
take another jump. :

The effect of correcting the CPI on future inflation.—A corrected CPI would help
in the fight on inflation in two ways. First, if it prevented future unjustified surges
in indexed benefits, it would limit Federal outlays. Second, if it were the only index
published, it would stop the addition of unjustified indexing costs to businesses in
the private sector. This would require taking on organized labor.

Correcting the CPI and fairness.—It may seem strange-to some to think -of lower
social security benefits as a “good thing.” What about all of that inflation the
beneficiaries have had to absorb? This reasoning is circular. Most people think that
inflation has been rapid because the CPI said it was, but the CPI was wrong! By any
measure, we have an inflation problem; but the CPI has exaggerated that problem,
and benefit increases based on that index rather than the slightly lower PCE
deflator (or an equivalent) are not justified. If we want higher incomes for social
‘security and other program beneficiaries, using an inaccurate indexation system is a
silly way to do it. It was that kind of ad hoc planning that caused the decoupling
crisis of the mid-1970’s. -

Another provocative fairness issue is the indexation of benefits to a price index in
a period of falling real wages. Here again, correcting the CPI is the solution, at least
in the historical sense. While real average gross weekly earnings fell by 0.4 percent
per year over the 1970’s (though _this drop is probably exaggereated by other
measurement problems), they did so only when deflated by the CPI. If the PCE
deflator were used instead, they would have increased by 0.4 percent per year.
Obviously, these are historical artifacts and not a blueprint of the future, but one
must accept the CPI to believe that real wages fell in the 1970’s.

To summarize briefly, fixing the CPI would prevent the.recurrence of the drain of
unjustified indexing costs from the budget. Further, a better measure of inflation
would give us a correct perspective on the relative rates of growth of wages and
prices. These are important elements of the problems of indexation discussed at the
beginning of this testimony.

Other indexing provisions.—Some analysts have suggested that the indexation of
benefits be limited to 85 percent of the rate of increase of the CPI to cut budgetary
costs. This is a very rough-and-ready.approach. If we are willing to run the political
risks involved in such an ad hoc benefit reduction, we should instead make the
system work for the long run.

In another setting, some might think that correcting the CPI’'s measurement of
housing costs and setting an 85-percent indexing limit would somehow “turn back
the clock” as though we had corrected the index earlier; we could then remove the
85-percent cap when we reached a correspondence to some desired past level of a
corrected CPI. Unfortunately, the system is more complicated than that. Recent
retirees would be penalized by limited indexation for past overindexation that
occurred before they retired. Differentiating indexation rates for recent versus
previous retirees to avoid this problem would be excessively complicated. Further,
such a “rollback” might be considered inequitable by some; long-time retirees, with
the lowest wage bases (and thus the lowest benefits) would have their indexation
capped, while very recent retirees with higher bases (and higher benefits) would not.
It would be best to correct the CPI and let bygones by bygones on past overindexa-
tion.

Another detail of the system would be a provision explicitly limiting the rate of
indexation to the lesser of the rate of growth of prices and the rate of growth of
wages. As was noted above, real wages have not fallen over any appreciable length
of time unless the CPI is accepted as the measure of the rate of inflation; but, this
does not guarantee that real wages might not fall under a corrected CPI. A real
wage cap on indexation, with a catchup provision to bring benefits back in line
when next real wages do grow, deserves careful consideration.

Finally, on another equity issue, the Congress should examine critically the twice
annual indexing of Federal Government pensions.
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Appendix

A CoNsuMER PrICE INDEX FOR THE ELDERLY

This is a technical description of the computation of the tentative consumer price
index for the elderly used in the testimony to the Task Force on Entitlements,
Uncontrollables, and Indexing of the House Budget Committee. The testimony
compared the rates of inflation as measured by the standard Consumer Price Index
with a specially constructed price index for the elderly. This special index is de-
scribed below.

THE ELDERLY CPI

The special index is a consumer price index modified better to represent the
spending patterns of the elderly. The description that follows will cover first the
price series used, then the relative weights assigned to them and finally some techni-
cal questions.

Price series.—All of the price series used in the elderly CPI are standard compo-
nents of the regular CPI. The index was disaggregated to the following items: Food
at home, food away from home, alcoholic beverages, homeownership, residential
rent, household operation, fuel and utilities, apparel and upkeep, transportation,
medical care, entertainment, personal care, and other. .

In the December 1977 revisions, the Bureau of Labor Statistics made slight
changes in the entertainment, personal care and other components which had to be
reflected in the methodology. Another complication was that the alcoholic beverage
component and the food away component were usually published as a residual to
the total food and beverage index, and had to be inferred from other data.

While the use of the CPI price data was unavoidable, it is subject to some
reservations. The items sampled to provide the price index are chosen according to
general consumption patterns, and may not closely correspond to those of the
elderly. Also, even if the items chosen were representative of the elderly’s consump-
tion, the retail outlets sampled may not be those frequented by the elderly. One
would think that these influences would have only a very subtle impact, but it is
impossible to be sure.

Weighting.—All of the weights for the computation of the index, except for the
homeownership weight, were derived from the published data of the 1973 Survey of
Consumer Expenditures. The share of each expenditure item in total money con-
sumption for the elderly was compared with that for the total population, and the-

- CPI weights were adjusted accordingly. For example, if the elderly spent only half
as much of their total budget for eating out, the relative importance of the food
away from home component was reduced by half.

The major parts of the homeownership index (purchase and financing) are not
weighted by actual cash costs in the CPI, but rather by net outlays on home
purchases. In order to approzimate such a system for the elderly, data were used to
compare the frequency of home purchases by the elderly and the general popula-
tion. The 1973 Census Bureau Annual Survey of Housing was used to insure time
comparability with the 1973 SCE. The CPI homeownership relative importance was
then reduced in proportion to the lower frequency of home purchases by the elderly.

These procedures have certain limitations. The actual CPI population is not

identified in the SCE tabulations, and so the comparison of the elderly’s consump-
tion with the entire population is not precise for this application. The consumption
patterns of the elderly are probably quite complex in many respects, particularly
involving medical insurance and out-of-pocket expenses; one might wonder whether
the survey adequately covered these matters with a questionnaire designed for the
general population. Finally, the homeownership weights are based on the financial
characteristics of home transactions (price of purchased home and price of sold
home, if any) and not merely their frequency, though data for such computations for
the elderly do not exist. Also, the weights for property taxes and insurance are set
by cash costs rather than home purchases, though those indices are not published
separately and thus could not be used in the elderly index in any event.
- Computation.—The alterations of the standard CPI weights described above were
performed on the December 1977 CPI relative importance figures for the unrevised
CPI-W (for 1977 and earlier) and for the CPI-U (for 1978 and 1979). All computa-
tions were done on a December over December basis. The December 1977 relative
importance figures were converted back to a 1967 equals 100 basis and then used as
true weights.

Senator HEINz. Mr. Storey.
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STATEMENT OF JAMES R. STOREY, WASHINGTON, D.C., DIREC-
TOR, INCOME SECURITY AND PENSION POLICY CENTER, THE
URBAN INSTITUTE

Mr. Storey. Mr. Chairman, I would also like to request that my
statement appear in the record, since I will be skipping over some
parts of it.

Senator HEINz. Without objection.?

Mr. Storey. First of all, I would like to say my views are only
my own and do not reflect those of my employer or those of our
Sponsors.

_ I would like to start by reviewing some of the facts' we have
developed at the Urban Institute in a study funded by a grant from
the Administration on Aging.

We have been studying the impacts of inflation on the elderly in
the 1970’s and, in particular, we focused on a set of longitudinal
data from 1972 to 1974 on how income and expenditures actually
changed over time for people entering their retirment years.

We found that about 60 percent of income was fully protected
against inflation for the married couples in the sample group and
about 70 percent of income was fully protected for single individ-
uals. This gap in protection mainly results from the inability of
employer pension benefits to keep up with inflation.

In fact, our study shows that the real value of employer pension
benefits fell by 14 percent on average from 1972 to 1974. I might
comment that from a separate data source produced by the Bureau
of Labor Statistics on the characteristics of these plans, we have
identified only one out of over a thousand plans that provides an
automatic adjustment for the full CPI increase each year.

Based on these findings for 1972 to 1974, we projected that the
experience for 1974-80 probably resulted in declines in real income
of the aged of 7 to 8 percent for older married couples and 3 to 4
percent for single individuals.

With respect to spending patterns of the people in the study,
little change in expenditures was seen for food, fuel, or housing due
to changes in the relative prices of these goods as long as total
spending kept pace with the average inflation rate.

However, when we took into account the fact that real income
was declining, over a period of years we did find that older people
changed their budget shares for different items.

To give an example, in 1973, retired couples who owned their
own homes were spending about 11 percent of their budgets on fuel
and utilities. By 1980, because of the fact that fuel prices out-
stripped general inflation and because they also outstripped the
gains in income for this group, these households were spending
about 14 percent of their budget on fuel and utilities, up 3 percent-
age points.

However, given higher prices in 1980, this increased spending
actually represented a 16-percent reduction in the quantities of fuel
consumed. :

In summary, despite the indexing of social security, the elderly
were affected adversely by inflation during the 1970°s with effecti

! See page 282.
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strong enough to actually change their expenditure patterns on
basic commodities. '

I would like to comment on the general problem that you have in
developing a price index and then comment specifically on two
things—the idea of having a special index for the elderly, and some
of the proposals that have been discussed for limiting the annual-
cost-of-living increase.

With respect to price indexing generally, a price index permits a
measurement over time of a composite price for a fixed set of goods
and services that a typical household might consume. While such a
data series is useful to show the implications of price changes for
that market basket over time, it has an inherent conceptual flaw
when used to measure the level of well-being for a particular group
- of people.

The flaw stems from the fact that as relative prices among goods
change or as the quality of those goods changes, or as the real
income of the individuals rises or falls, people alter the mix of
goods that they purchase, and the makeup of the standard market
basket would change. Thus, a measure such as the CPI declines in
accuracy as a measurement of that composite price of the fixed
market basket over time. ,

I found a recent quote from a Congressional’ Research Service
report to the Senate Budget Committee on indexing Federal bene-
fits that I want to call to your attention: “There is no unique,
indisputable yardstick” for indexing Federal benefits.

The BLS does periodically take a snapshot for a new consumer
market basket as new consumer expenditure data become availa-
ble. However, this revision does not serve in any way to correct
errors that may have already occurred in the adjustment of Feder-
al benefits for inflation, since the Government would obviously
never go back and retroactively recompute benefits for a past
period to reflect how the CPI basis had changed. -

Turning to the issue of the idea of a special CPI for the aged, in
preparing .for this testimony I looked at three recent studies—one
done by Mr. Minarik, one by Ben Bridges and Michael Packard of
the Social Security Administration, and one by Robert Hagemann
at the Bureau of Labor Statistics. I was struck by one similarity in
all of these studies and that is, although obviously there are differ-
ences in the prices faced by the aged versus consumers generally,
when you look at-how these prices change over a reasonable period
of time and the differences for the aged versus the general popula-
tion, the differences are not that great. In fact, of the three studies
that I cited, looking at the indexes over a period of 8 to 12 years, as
all of these studies did, the annual price differential for the aged
‘versus consumers generally did not differ by more than three-
tenths of 1 percentage point per year, which is, of course, a very
modest difference in the measure of inflation.

To translate that into actual dollars, a three-tenths of 1 percent-
age point increase in inflation, if applied to the average social
security benefit today, would raise the benefit by $1.02 per month.
Applied to the total fiscal 1982 budget for social security, it would
raise the- social security benefit cost by $480 million, which is a lot
of dollars, but in the context of a $150-billion program, it is a fairly
modest change in the budget.
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In considering this idea of whetlier there should be a special
index for the elderly, I conclude that there should not be, for
several reasons, the primary one being that you produce a very
modest difference in the ultimate outcome of indexing of programs
at the cost of a sizable Federal outlay for new data collection and
analysis. However, there are several other reasons why I come to
this conclusion.

One is that it would be applied to a system which includes many
people who are not over age 65. Another reason is that one might
anticipate a proliferation of special CPI's for different groups who
could also claim that the prices of goods they face are different
from the general population. Another reason is that the CPI, as
stated earlier, is not a true measure of inflation. It is an imprecise
measure, and to try to refine this further for specific groups would
be an imprecise refinement of what is a fairly crude measure to
begin with.

And finally, if one assumes that Congress will act to adopt retire-
ment policies that will encourage people at today’s retirement ages
to work longer, particularly if something like the elimination of
the social security earnings test comes to pass, one would assume
that people on social security are going to work more, at least part
time, and their spending patterns will begin to look more like those
of middle-aged workers than is true of today’s beneficiary popula-
tion.

Turning now to the question of whether Congress should act to
restrict the automatic cost-of-living increase, first of all let me state
that I think the full protection for the aged against inflationary
erosion in the value of social security benefits should be retained as
a top priority if at all possible. Given the fact that those who retire
are living longer and longer with income from pensions and sav-
ings that do not keep up with inflation generally, and with the
uncertainty of facing future health care costs that may be finan-
cially catastrophic, a floor of income protection provided by social
security that retains its purchasing power over time is even more
crucial today than when adopted by Congress in 1972.

As you all know, there has been a proposal this year that has
received a lot of consideration and that is to limit the cost-of-living
adjustment to the average increase in wages in any year when
prices increase faster than wages.

I understand full well the popular appeal this has because it
means the increase the social security beneficiaries would receive
would never exceed that of the average taxpayer supporting the
system.

However, there are some disadvantages to this approach that I
would like to point out.

Even though such a restriction on the cost-of-living increase
would have been in effect for 4 out of the last 8 years since the
automatic increases began, if you look back over longer periods, it
would only have affected the system in 5 of the last 20 years, and 6
of the last 30 years. Thus, it is a limitation that would have
peculiar effects on particular age groups of social security benefici-
aries, depending on when they happen to retire.

Another disadvantage is that one can make an argument that it
is a one-sided policy for Government to automatically penalize the
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real incomes of beneficiaries during periods of economic decline but
refuse to automatically share with the aged the rewards of econom-
ic growth when there is an increase in the economy. .

And finally such a measure would not serve budget planners
well over the long term, since it is awfully difficult to predict the
precise relationship between wages and prices over any significant
period of time. .

Let me conclude by saying that if Congress should find it abso-
lutely necessary to limit COLA’s for social security, I think a flat
percentage reduction in the full CPI would be a good way to go
because, as Mr. Minarik indicated, the CPI is an imprecise measure
anyway, you can make a good case that it does overcompensate for
inflation, and it could certainly be a rational public policy to adopt
a position in times of high inflation that everyone, even the aged,
should bear at least some modest cost in efforts by Government to
hold down spending and helping to turn inflation around.

Thank you.

Senator HEiNz. Thank you, Mr. Storey.

[The prepared statement of Mr. Storey follows:] -

PREPARED STATEMENT OF JAMES R. STOREY

Mr. Chairman and committee members, thank you for inviting my testimony
today on the issues currently being raised about indexing social security benefits.
My views on this topic are solely my own and should not be attributed to the Urban
Institute, its staff, or the organizations that fund the institute’s research program.

I want to begin by reviewing why Congress chose to adjust social security benefits
automatically to changes in the Consumer Price Index. Prior to 1972, it had been
customary for Congress to adjust benefits on an ad hoc basis about every 2 years. In
fact, during the 1960’s and early 1970's these ad hoc increases often exceeded the
rate of inflation. As a result of this process, automatic adjustments came to be
embraced by policymakers for two quite different reasons. For some, it seemed to
offer a mechanism that would limit the growth in future social security costs. For
others, automatic adjustments provided greater security and predictability to older
workers and to beneficiaries in estimating their future retirement incomes. Because
the CPI, then as now, was the most widely accepted measure of price changes, this
data series was adopted as the index to be used for benefit adjustments.

Before I speak to the issues now being raised about the CPI adjustment, I would
like to provide background on how inflation has affected the elderly since 1972. We
have recently completed a study at the Urban Institute on'the impact of inflation
on the aged that was funded by a grant from the Administration on Aging. The
pperiod.studied was 1972-74, a time for which we have longitudinal survey data from
the Social Security Administration showing the actual income and expenditure
changes over time. The study report written by Sheila Zedlewski and Robert Barnes
indicates that only 60 percent of income is fully protected against inflation for older
married couples and only 70 percent for single individuals. This gap in protection
mainly results from the inability of employer pension benefits to keep up with
inflation. In fact, our study shows that the real value of employer pension benefits
fell by 14 percent on average from 1972 to 1974. From a separate data source on the
characteristics of these plans, we have identified only one out of over a thousand
plans that provides an automatic adjustment for the full CPI increase each year.
Based on these findings for 1972-74, we projected that the experience for 1974-80
probably resulted in declines in real income of 7 to 8 percent for older married
couples and 3 to 4 percent for single individuals. :

With respect to spending patterns, little change in expenditures was seen for food,
fuel, or housing due to changes in the relative prices of these goods as long as total
spending kept pace with the average inflation rate. However, as soon as real
spending levels dropped, elderly households spent a greater share of their budgets
on necessities like food and utilities. Furthermore, the combination of declining real
income and rapid escalation of fuel prices meant that the units of fuel consumption
dropped, even though the elderly households devoted a larger share of the budget of
this item. For example, we estimate that retired couples who own their homes spent
about 11 percent of their budgets on fuel and utilities in 1973. By 1980, the price of
fuel and utilities rose by 122 percent compared to an average increase in prices of



283

86 percent. At the same time, income typical to this type of household rose by only
about 46 percent. In 1980, we estimate these households spent 14 percent of their
budget on fuels and utilities. However, given the higher prices, this represents a 16-
percent reduction in the units of fuels consumed.

In summary, despite the indexing of social security and SSI benefits, the elderly
have been affected adversely by inflation, and the effects were strong enough to
change expenditure patterns.

Before I delve into the specific policy issues concerning inflation adjustments, 1
want to mention a general problem with any price index. A price index permits a
measurement over time of the composite price of a fixed set of goods and services
that a typical household might consume. While such a data series may be useful to
show the implications of price changes for consumers who continue to buy the
standard market basket over time, a price index has an inherent conceptual flaw
when used as a measure of the level of well-being for a particular group of people.
The flaw stems from the fact that, as relative prices among different goods-shift;—
‘people alter the inix of goods purchased, and the makeup of the standard market
basket changes. Also, as the real purchasing power of household income rises or
falls, families alter their consumption behavior. Thus, over a period of several years,
the CPI declines in accuracy as a measurement of a composite price faced by the
typical consumer.

The Bureau of Labor Statistics periodically takes a new snapshot of the typical
market basket for the CPI as new consumer expenditure data are available. Howev-
er, this revision does not serve the Government as a corrective to any past devi-
ations in indexed benefits from the true measure of the inflation experienced by
program beneficiaries. It is not self-correcting because the Federal Government does
not go back and revise benefits retroactively to reflect the new CPI market basket,
nor, I am sure, would such adjustments even be seriously suggested.

Turning to the issues being raised about the use of the CPI for benefit indexing, I
will first discuss whether a special CPI for the aged should be used that reflects the
spending patterns of people over age 65. I will then discuss the issues of whether
and how Congress should limit CPI increases to less than the full adjustment.

With respect to the special CPI for the aged, I want to comment on the findings of
three recent studies. I refer to Joseph Minarik’s work for the National Commission
on Social Security, a Social Security Bulletin article by Ben Bridges and Michael
Packard of the Social Security Administration, and a BLS working paper by Robert
Hagemann.

All three studies used statistical techniques to estimate changes in prices for a
market basket typical of aged household expenditure patterns and compared the
inflation measured by these indices against the CPI over several years. I was struck
by the similiarity of their findings. While they all found differences in the inflation
rates faced by the aged versus the general population, as one would expect, the
differences were quite small when viewed over a number of years.

Minarik’s study spanned the decade 1969-79. He found the average annual price
increase for the aged to be 0.3 percentage points less than the CPI increase. Bridges
and Packard found a higher inflation rate for the aged during the 1967-79 period,
but the increase over the CPI averaged less than 0.1 percentage point a year.
Hagemann’s study, which covered 1972-80, compared an aged index with the CPI
based on three different measures for the housing price component. His indices also
rose faster for the aged but by no more than 0.3 percentage points a year.

Of course, in any one year the rate of inflation can vary significantly among
different groups. For instance, Minarik’s aged index:-rose 10" percent in 1973 com-
pared to 8.8 percent for the CPI. But public policies must be applied for the long
run, and these studies found the prices faced by the aged did not differ greatly from
the general price index when 8 to 12 years of data are analyzed.

To place these longer run differentials in perspective, a 1-percent increase in
social security benefits currently raises the average monthly retired worker’s bene-
fit by $3.43. Thus, a 0.1 to 0.3 percent additional increase would add from $0.34 to
$1.02 to that monthly payment. In terms of total program cost, a further increase of
0.1 to 0.3 percent would add from $160 to $480 million in fiscal year 1982. Thus, the
spefial CPI would have only minor effects either on benefit amounts or on budget
outlays. .

In considering this indexing issue and the studies that have been done, I conclude
that the development of a special CPI for the aged for use in benefit indexing would
be inappropriate for several reasons. First, it would produce very little difference in
the outcome of benefit adjustments while costing the Government a sizable outlay
for new data collection and analysis. Second, it would be applied to benefits for a
system that aids many people who are not aged and presumably have somewhat
different spending patterns. Currently, about a third of social security beneficiaries

P



284

are under age 65. Third, an aged index might lead to a proliferation of special CPI's
as other groups brought arguments to Congress that their unique situations also
require redress. Fourth, since the CPI cannot truly measure the cost of living over
several years anyway due to the consumer responses to income and price changes,
special indices would amount to fairly imprecise refinements of what is already a
crude measure by which to adjust benefits. Finally, if retirement policies are soon
revised to encourage older people to work longer, such as by eliminating the social
security earnings test, then the makeup of the “retired”’ population will include
more and more people who work at least part time and are likely to have spending
patterns closer to those of middle-aged workers than is true of today’s beneficiaries.

Turning now to the question of whether Congress should restrict cost-of-living
increases to something less than the full CPI increase to meet trust fund limits or
Federal budget constraints, I feel that full protection for the aged against declines
in the value of social security benefits should be retained as a top priority. Given
the fact that those who retire are living longer and longer, with income from
pensions and savings that cannot keep up with inflation, and with the uncertainty
of facing future health care costs that may be financially catastrophic, a floor of
income protection provided by social security that retains its purchasing power over
time is even more crucial today then when adopted by Congress in 1972.

One proposal to limit increases that has received a great deal of attention this
year is to limit the benefit adjustment so that it does not exceed the average
increase in wages in any year in which prices rise faster than wages. This approach
has the popular appeal of keeping the rise in social security income from exceeding
the wage increases of the taxpayers who finance the system. Had such a limitation
been in place since indexing was enacted in 1972, it would have restricted the cost-
of-living benefit adjustment in 4 of those 8 years. However, looking back to see what
would have occurred over longer time periods, such a restriction would have been
applicable in only 5 of the last 20 years and 6 of the last 30 years. Thus, it is a
limitation that would peculiarly affect the retirement incomes of those who hap-
pened to be on the beneficiary rolls during periods of real wage declines and thus
treat different age groups of retirees quite differently. Another disadvantage is that
such a limitation can be viewed as one-sided public policy in that Government
would automatically penalize retirees for economic declines but not automatically
share the rewards of growth through real increases in benefits during good times.
Also, this measure would not serve budget planners well since the relationship
between wage growth and price increases is difficult to forecast.

Should Congress find it absolutely necessary to limit social security benefit in-
creases to meet short-term budgetary constraints, an approach that is more equita-
ble among different cohorts of retirees and more predictable in its impact should be
sought. Setting the adjustments equal to a percentage of the full CPI increase—for
example, 90 percent of the annual CPI rise—would be one such approach. During
times of rapid inflation, Congress may determine that the best economic policy
requires that all but the neediest of Americans bear a part of the cost of inflation in
any national effort to bring inflation under control. The low-income elderly could
retain full inflation protection under such a limitation if full CPI increases were
still provided for the SSI and food stamp programs.

I want to emphasize in closing that cost reductions in social security are best
sought through longer run measures. These would include changing the system to
encourage later retirement, phasing out benefit provisions that are not essential to
the adequacy of retirement income in old age, and taking steps through tax and
pension legislation to stimulate more saving for retirement and less dependence on
social security. :

Senator HEinz. Mr. Hacking.

STATEMENT OF JAMES M. HACKING, WASHINGTON, D.C., AS-
SISTANT LEGISLATIVE COUNSEL, NATIONAL RETIRED
TEACHERS ASSOCIATION/AMERICAN ASSOCIATION OF RE-
TIRED PERSONS

Mr. HackiNGg. I am representing both the National Retired
Teachers Association and the American Association of Retired Per-
sons. The associations have a collective membership of 13 million
persons aged 55 and older.
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With your permission, I would like to introduce the associations’
statement for the record and proceed on the basis of an edited
summary of that statement.

Senator HEINz. Without objection, so ordered.!

Mr. HAckING. The debate over automatic indexing of social secu-
rity benefits has been spurred, as far as we can see, by social
security’s short-term financing difficulties, by allegations that the
CPI overcompensates the elderly for the effects of inflation and by
allegations that it is somehow unfair that benefits should increase
from time to time at rates in excess of the rate of increase in wages
of those who support the system through their payroll tax pay-
ments. " : i -

I am here before this committee to point out that for millions of
older persons, social security cost-of-living increases are the only
thing that stands between them and poverty. This is largely the
only inflation protection they have. A decade of high inflation has
eroded the value of their non-social-security sources of income,
such as private pensions, savings, and other dollar-denominated
assets, which represent about one-third of their total income, and
which are not indexed for inflation.

As reductions in social security’s cost-of-living protection are pro-
posed, Congress must consider the potential consequences of such
actions. Those consequences for the elderly are—a resurgence of
poverty among them, and an acceleration in the rapid erosion that
1s already occurring in their real income situation.

Consider briefly the startling facts and statistics that have
brought us to defend full cost-of-living increases for retirees. We
ask you to keep in mind that in 1979, despite full social security
cost-of-living increases, the elderly poverty rate rose dramatically—
from 13.9 to 15.1 percent, the largest increase ever recorded since
the Census Bureau began collecting poverty data. At the same
time, however, the poverty rate for the nonelderly remained un-
changed at 11.1 percent.

Although over the past two decades much progress was made in
reducing poverty and improving the income status of the aged,
these recent statistics and forecasts indicate that the elderly are
most vulnerable to inflation, that they are sustaining dispropor-
tionately larger losses as a result of it, and that a reversal of the
progress made in the past has already begun. .

With regard to social security’s indexing mechanism, the associ-
ations maintain that it is flawed in two ways: First, benefit in-
creases are provided long after inflation has gad its effect on the
purchasing power of benefits; and, second, the standard used in
making adjustments, the CPI itself, does not always accurately
reflect the true impact that inflation has on elderly budgets.

With respect to the first point, regarding the lengthy lagtime in
making benefit adjustments, a January 1981 OMB study indicated
that since 1975, when automatic indexing of social security and SSI
payments began, beneficiaries of these programs have experienced
a 3.4-percent decline in real benefit levels due to the lengthy lag-
time in adjusting benefits. As should be apparent, proposals to
delay payment of cost-of-living increases another 3 months, from
dJuly to October, would exacerbate this loss in benefit purchasing

1 See page 287.
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power over time and make the, current indexing mechanism far
more inadequate and flawed than it already is.

As for the second point, many economists have argued that the
construction of the current CPI tends to overstate inflation for the
elderly because of its faulty treatment of housing costs. Detailed
studies of this issue do not confirm this contention.

An exhaustive study conducted for the associations by an inde-
pendent economist, Dr. Thomas Borzilleri, investigated the accura-
. ¢y of the CPI and found no consistent pattern of overcompensation
or undercompensation for inflation to date. I would like to intro-
duce a copy of this study for the record of this hearing.!

Based on data collected from the 1972-73 Consumer Expenditure
Survey, Dr. Borzilleri constructed a special CPI or social security
market basket that reflected the elderly’s particular expenditure
patterns. In constructing the special social security market basket,
he utilized the most conservative possible definition of homeowner-
ship costs—a house payment that was fixed throughout the entire
8-year period of analysis.

Given this definition of homeowner shelter costs, the major find-
ings of the study were as follows: First, differences between the
rate of inflation produced by the general CPI and the rate of
inflation produced by the social security market basket were found
to be extremely small. No major overcompensation or undercom-
pensation has occurred.

Second, expenditure patterns for the retired are radically differ-
ent from those reflected by the CPI. It should be obvious from the
table in our statement that food, fuel and utilities, and medical
care play a much more important role in the market basket of the
-retired. This greater importance, coupled with the higher inflation
rates in these three categories in the 1970’s, offset the major differ-
ences in shelter costs between the two inflation measures.

The major differences in expenditure patterns have obvious im-
plications for future benefit increases and for the method of index-
ing utilized by the social security program. To the extent that
increases in the CPI are driven by increases in the price of homes
or in mortgage interest costs, social security recipients will be
overcompensated. To the extent that increases are driven by rises
in the price of food, fuel, and medical care, the aged will be
undercompensated. _ '

Given the importance of cost-of-living protection for retirees, the
high cost involved in providing such protection and the major
differences in the elderly’s expenditure patterns, the necessity for
developing and utilizing a separate and accurate CPI to adjust
social security benefits is obvious. Until this is done, there will be
no assurance that major over- or under-compensations will not
occur in the future.

The associations continue to resist proposals that would alter the
construction of the CPI strictly for the purpose of curbing the rate
of increase it registers. Some analysts have endorsed the use of the
CPI-X-1, recently developed by BLS, because it would supposedly
correct the CPI's flawed treatment of homeownership costs. The-
Borzilleri study clearly indicates that there are several flaws that
need to be corrected as far as the elderly are concerned. -

! See appendix 2, item 2, page 335.
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Another prominent proposal to alter indexing would cap cost-of-
living increases at either the average rise in wages or the average
rise in prices, whichever is lower. This “wage cap” as well as any
other capping proposal, such as 70 or 80 percent of the full CPI,
would result in a severe downward ratcheting of real benefit levels,
particularly if imposed over a period of years.

me proponents of the wage cap proposal argue that it is inequi-
table to allow the incomes of retirees to rise more rapidly than the
income or wages of workers who must support Government pro-
grams through taxes.

First, it must be pointed out that wages represent the over-
whelming bulk of workers’ incomes. Therefore, any wage increase
received tends to protect most of a worker’s income. In contrast,
social security does not represent the elderly’s total income. In fact,
social security cost-of-living adjustments maintain the real value of
less than half of the elderly’s income. -

Second, it must be pointed out that wage increases have histori-
cally exceeded price increases and this trend is expected to resume
within 2 years. Unless Congress is willing to adjust benefits accord-
ing to the rise in wages on a permanent basis, even when wages
begin to outpace increases in prices, then wage indexing cannot be
sold on the grounds of equity. Beneficiaries will feel—and rightly
so—that they will always get the “short end of the stick.”

Moreover, unlike retirees who are not in the work force, workers
have reasonable expectations over their future working lives - of
making up any real income loss they are currently suffering as a
result of high inflation. Retirees, because they are not wage earn-
ers and have many fixed components to their income, have no
expectations for recouping the inflation losses they have already
incurred and will continue to incur as long as inflation is with us.

The elderly’s real income situation and their standards of living
are declining. Poverty rates among them are rapidly escalating. All
this deterioration is occurring despite the provision of relatively
full cost-of-living increases by the major income support programs.

If these increases are curtailed in any manner, especially by a
relatively permanent change in the indexing through use of a wage
or overall cap or CPI-X-1, then the Nation’s elderly could easily be
reduced to the economic level that prevailed a decade ago, when
one out of every four of them were below the poverty level.

Thank you, Mr. Chairman. That concludes my remarks.

Senator HEiNz. Mr. Hacking, thank you very much.

[The statement of the National Retired Teachers Association/
American Association of Retired Persons follows:]

STATEMENT OF THE NATIONAL RETIRED TEACHERS ASSOCIATION/AMERICAN
AssocIATION oF RETIRED PERSONS

SOCIAL SECURITY INDEXING: BULWARK AGAINST POVERTY

Automatic indexing of social security benefits has recently become the focus of
heated legislative debate. Social security’s cost-of-living adjustment mechanism has
been labeled inaccurate by some analysts, overly generous by some politicians, fuel
for inflation by various economists, and the main cause of social security’s short-
term financing ills by many actuaries.

We are here before this committee to point out that for millions of older persons,
social security cost-of-living increases are the only income that stands between them
and poverty. The elderly have become critically dependent on social security’s

* indexing mechanism because it is the only inflation protection they have. A decade
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of high inflation has eroded the value of their non-social-security sources of income,
such as private pensions, savings, and other dollar-denominated assets, which repre-
sent about one-third of their total income and which are not indexed for inflation.

As reductions in social security’s cost-of-living protection are proposed, Congress
must consider the potential consequences of their action. Those consequences for the
elderly are—a resurgence of poverty among them and an acceleration in the rapid
erosion that is already occurring in their real income situation. As inflation contin-
ues to push the elderly down on the income distribution scale by dissipating the
value of their fixed income components, indexing of the major income maintenance
programs is the only mechanism in place that will at least be able to sustain—
although to a decreasing degree—most of them about the goverty line.

Consider briefly the startling facts and statistics that have brought us to defend
full cost-of-living increases for retirees:

In 1979, despite full social security cost-of-living increases, the elderly poverty
rate rose dramatically—from 13.9 to 15.1 percent (the first large increase since
the Census Bureau began collecting such statistics), while the poverty rate for
the nonelderly remained unchanged at 11.1 percent.

So many of the elderly are concentrated just above the poverty threshold
that, in 1979, a drop in their income of less than $15 to $20 a week would have
caused the elderly poverty rate to escalate from 15 to over 25 percent.

The elderly are unguestionably a vulnerable low-income group especially
compared to the nonelderly—in 1979, 31 percent of them had incomes below
$5,000, and 21 percent below $10,000.

According to a forecast by Data Resources, Inc. (DRI, the average income of
persons age 65+ relative fo those under 65 will begin to decline sharply in
1981—§;en if current Government programs remain in place with no legislated
cutbacks.

PAST INCOME GAINS ARE BEING ERODED

Rapid growth and expansion of Government-income-support programs during the
late 1960’s and early 1970’s caused the elderly’s average income to rise over the past
decade in real terms and in relative terms (relative to the income of the younger
population). This trend was confirmed by a 1980 study entitled “Inflation and the
Elderly,” which was prepared for NRTA-AARP by Data Resources, Inc. (DRI). A
copy of this study is made available for the committee’s hearing record.

According to the DRI study, average elderly income (in aggregate terms) managed
to keep pace with, and slightly exceed, the inflation rate from the late 1960’s into
the late 1970's. Taking into account the higher incomes of elderly persons newly
retiring during this period, as well as elderly persons already retired, elderly in-
comes rose at an average annual rate of 7.7 percent versus an annual CPI rate of
6.1 percent over the period 1967 through 1976. As a result, the average incomes of
those over age 65 increased from about 48 percent of the average incomes of the
nonelderly in 1965, to about 55 percent by the end of the 1970’s—just about where
the elderly’s average incomes had been in the mid-1950’s.

A recent study, authored by Bridges & Packard of the Social Security Administra-
tion (published in the January- 1981 Social Security Bulletin), refines this analysis
by examining what has happened to the average incomes of one cohort or class of
families headed by elderly persons over the 1970-77 period. It was found that
despite the large social security benefit increases that were provided in the early
1970's, average real incomes of this cohort of families fell by 4 percent. This
occurred for two reasons: First, the earnings component of their income dropped
significantly as their advancing age decreased their labor force participation; and
second, their private sources of income (namely private pensions, savings, and
assets) declined in value since these private sources have little or no inflation
protection.

POVERTY DECLINE IS BEING REVERSED

The incidence of poverty among the aged steadily declined from the late 1960’s,
when one-quarter of them lived in poverty, through to the mid-1970’s when the rate
stabilized around 14 percent. Despite this substantial progress in reducing poverty,
there is mounting evidence that inflation has begun (and will continue) to wipe
away that progress. As mentioned earlier, aged poverty rates increased substantial-
ly from 13.9 percent in 1978, to 15.1 percent in 1979, representing the largest
increase since the Census Bureau began collecting statistics. This increase occurred
despite the provision of full cost-of-living increases under social security. Again we
believe the fixed nature of over one-third of the elderly’s total income contributed to
this poverty increase.
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The 1979 poverty data also revealed the degree to which the elderly, relative to
other population groups, are vulnerable to the effects of inflation. While the aged’s
poverty rate escalated, the rate for persons under age 65 remained virtually static
at 11.1 percent.

Additionally, the percentage of elderly falling into the near-poverty category
(defined as 125 percent of the poverty threshold) rose and is disproportionately high;
in 1979, 24.7 percent of the elderly were concentrated in this income category,
compared with 15.2 percent of the under-65 population. Because so many elderly
have incomes just above the official poverty threshold a slight drop in income in
1979 of $868 for single, aged individuals and $1,091 for aged couples would have
caused the elderly poverty rate to be nearly 25 percent.

FUTURE INCOME PROSPECTS ARE POOR

As for the future, the income situation for the elderly appears-bleak. In the study-
previously cited, Data Resources, Inc. (DRI), forecast that even if current Govern-
ment programs remain in place with no legislated cutbacks, the elderly’s share of
income relative to that of the nonelderly will decline sharply beginning in 1981.
This decline is illustrated by the following chart. While the reasons for this decline
are complex, the major factor remains the continuing high rate of inflation.

AVERAGE INCOME OF THOSE OVER AGE 65
RELATIVE®TO THOSE UNDER 65
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Although, in the past, much progress was made in reducing poverty and improv-
ing the income status of the aged, these recent statistics and forecasts indicate that
the elderly are most vulnerable to inflation, that they are sustaining disproportion-
ately larger losses as a result of it, and that a rapid erosion of progress made in the
past has already begun. In short; continued high rate inflation could reduce the
elderly to an economic situation worse than that which prevailed a decade ago when
nearly one-fourth of them were poor.

INFLATION’S IMPACT ON NON-SICIAL-SECURITY INCOME

Inflation is significantly altering the balance and relative importance of the
various components of the elderly’s income. Public programs are bearing an increas-
-ing portion of the income support responsibility as inflation constricts the “real”
income received from private sources (such as private pension payments, income
{'rom savings, etc.) since those sources provide little or no compensation for inflation
osses.

Private pensions, for example, are generally not indexed. A Bankers Trust study
of private pension plans cited an average benefit increase of 16 percent in the period
1969-79, compared to a CPI increase of 47 percent. A 1970 retiree with a non-

- indexed private pension is now receiving a real income from that source of less than
one-half the 1970 value.

With respect to savings, not only has the rate of interest income not kept pace
with the rate of inflation (largely because interest rates have been limited to 5 to 6
percent by regulation Q), but the real value of savings accounts has also been
eroding rapidly. According to DRI's calculations, $1,000 invested in a savings ac-
count in 1967 would have been reduced to $667 in 1978 if the saver decided to divide
the interest between current income and reinvestment. These losses are common to
most of the aged and are disproportionately borne by the low-to-middle income
elderly- (as this is often their only form of financial savings). It is estimated by
Professor Kane of Ohio State University that regulation Q has cost older consumers
almost $20 billion over the past 10 years.

Those elderly who invested in stocks and bonds to produce retirement income
have sustained not only real capital losses over the past decade but also low rates of
return on investment. Because stock prices (as measured by Standard & Poors) have
not risen over the past 10 years, inflation has cut in half the real value of the equity
in most stocks. Dividends, which are taxable, have averaged 4 percent over the 10-
year period, compared to an average 6 to 7 percent rise in the CPL

A typical pattern for many elderly households is to save for retirement, and at
retirement, convert their savings to “‘secure” forms (such as money in the bank, or
corporate bonds), sell their homes to clear themselves of any mortgage debt and to
gain additional liquid resources, and then rent. A retiree of 10 years ago, following
this pattern, would have been impacted quite severely by the recent inflation since
fll:ifreal value of their retirement savings would have likely been reduced by one-

As the elderly’s participation in the labor force declines and as the real income
derived from their private sources of income fall, the responsibility for an increasing
portion of their income support is being shifted to the public programs like social
security and supplemental security income which provide some measure of inflation
protection. ‘

In 1976, it was estimated by the Social Security Administration that two-thirds of
the elderly depended on social security for at least one-half of their income, and for
28 percent of the aged, social security amounted to 90 percent or more of their total
income.

SOCIAL SECURITY INDEXING FLAWS

Despite the elderly’s high and increasing degree of dependence on social security
for income, this program’s indexing mechanism is flawed for two reasons: First,
benefit increases are provided long after inflation has had its effect on the purchas-
ing power of benefits; and second, the standard used in making adjustments, the
CPI itself, does not always accurately reflect the true impact that inflation has on
elderly budgets.

With respect to the first point regarding the lengthy lagtime in making benefit
adjustments, a January 1981 OMB study (entitled “Report on Indexing Federal
Programs”) indicates that since 1975 (when automatic indexing of social security
and SSI payments began), beneficiaries of these programs have experienced a 3.4-
percent decline in real benefit levels due solely to the lengthy lagtime in adjusting
benefits and the rapidly accelerating inflation rate. In social security and SSI, the
cost-of-living adjustment received each July reflects the increase in the CPI from its



291

average level in the first quarter of the previous years to the the average level in
the first quarter of the current year. Increases lag 3 months behind the measuring
period and anywhere from 3 to 18 months behind the time when rising prices
actually diminish benefit purchasing power. As inflation rises, particularly at high
levels, the erosion in real benefits is compounded. It should be readily apparent
from this data that proposals to delay payment of cost-of-living increases another 3
months (from July to October) would exacerbate this loss in benefit purchasing
power and make the current indexing mechanism far more inadequate and flawed
than it already is.

Although many economists and Members of Congress have argued that the cur-
rent CPI tends to overstate inflation for the elderly because of its faulty treatment
of housing costs and sensitivity to high interest rates, detailed studies of this issue
do not confirm this contention. An exhaustive study conducted for our associations
by economist, Dr. Thomas Borzilleri, investigated the accuracy of the CPI and found
no consistent pattern of over- or undercompensation for inflation. A copy of this
study is appended to the statement. Based on data collected from the 1972-73
Consumer Expenditure Survey, the Borzilleri study constructed a special CPI or
social security market basket that reflected the elderly’s special expenditure pat-
terns. The study calculated rates of inflation under this special CPI and compared
them to rates of inflation yielded by the general CPI since 1972. In constructing a
special social security market basket, the study utilized the most conservative
possible definition of homeownership costs—a house payment that was fixed
throughout the entire 8-year period of analysis. In effect, it was assumed that no
one in the social security population ever purchased a new home or ever bore
higher mortgage interest rates. This definition would be sure to correct any alleged
overestimate of inflation for the elderly as a result of rises in the costs of home
mortgage interest rates.

Given this definition of homeowner shelter costs, the major findings of the study
were as follows:

1. Past Differences in Inflation Rates Were Small

Differences between the rate of inflation produced by the general CPI and the
rate of inflation produced by the social security market basket, even given the
conservative shelter cost assumptions, were found to be quite small. Those differ-
ences are reflected in the following table.

Social security market basket

g Excluding cash  Including cash
contributions . contributions
1975-76 6.4 6.6 6.6 -
1976-77 59 6.2 6.1
1977-78 6.5 6.5 6.5
1978-79 99 86 8.7
1979-80 143 123 12.5

Note: The category “cash contributions” is not used in the official CPI, but such contributions were found fo comprise 3 significant portion of the
market basket™ Hence, two versions were estimated.

Source: Borzifleri, “The Accuracy of the CPI for Social Security Cost-of-Living Adjustments,” May 1981.

Over the entire period of automatic indexing, social security benefits increased at
an annual average rate of 8.6 percent a year while the social security market basket
increased at an average rate of 8 percent a year. Relaxing the shelter cost assump-
tion would further reduce this difference. Thus, it appears that no major overcom-
pensation or undercompensation has occurred.

2. Benefits Have Been Both Underadjusted and Overadjusted

In 1976 and 1977, benefits were underadjusted since the CPI increased by less
than the social security market basket. In 1979 and 1980, benefits were overadjusted
since the social security market basket increased by less than the CPI The net
effect on social security beneficiaries of both over- and underadjustment depends
upon when retirement occurred. For the average single social security recipient 62
or older when the 1972-73 Consumer Expenditure Survey was taken, the gains.and
losses from overadjustment and underadjustment fotaled a gain of approximately
$82. For couples, the net gain over the 6-year period was $133.
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3. Expenditure Patterns for the Retir;led CA};‘; Different From Those Reflected by
the

Major differences in expenditure patterns are indicated when the general CPI is
compared to the social security market basket. The table below helps explain why
the social security market basket increased almost as rapidly as the CPI in spite of
the fact that mortgage interest rates and home prices were not included in it. (The
CPI weights are as of December 1979, while the social security recipient market
basket weights are as of the first quarter 1980.)

PERCENTAGE OF THE MARKET BASKET, BY CATEGORY

o e
Food and beverages 20.4 25.5
Shelter 28.0 17.9
Fuel and utilities 6.4 12.2
Furnishings and operations. 13 6.2
Clothing 5.1 48
Transportation 209 17.7
Medical care 44 9.9
All Other goods and services ’ 15 5.8

Total 100.0 100.0

Source: Borzifleri, “The Accuracy of the CPI for Social Security Cost-of-Living Adjustments,” May 1981.

It should be obvious from this table that food, fuel and utilities, and medical care
play a much more important role in the market basket of the retired. This greater
importance, coupled with the higher inflation rates in these three categories in the
1970’s, offset or almost offset the major differences in shelter costs between these
two inflation measures.

These major differences in expenditure patterns have obvious implications for
future benefit increases and for the method of indexing utilized by the social
security program. To the extent that increases in the CPI are driven by increases in
the price of homes or mortgage interest rates, social security recipients will be
overcompensated. To the extent that increases are driven by rises in the cost of
food, fuel, or medical care prices, the aged will be undercompensated. Given the
importance of cost-of-living protection for retirees, the high cost involved in provid-
ing such protection and the major differences in the elderly’s expenditure patterns,
the necessity for developing and utilizing a separate and accurate CPI to adjust
social security benefits is obvious. Until this is done, there will be no assurance that
major over- or undercompensations will not occur in the future. |

Certainly, a separate index based on the market basket of goods and services
consumed by the social security recipient population appears a far more appropriate
public policy option than proposals to use a rental equivalent index or to cap
increases at something lower than the CPL If, for example, past benefit increases
had been capped at 85 percent of the CPI increase, social security benefits would
have increased by an average annual rate of 7.3 percent while the social ‘security
market basket was increasing at an annual rate of 8 percent. Thus, if such a cap
had been in effect throughout the 1975-80 period social security benefits would have
been significantly underadjusted throughout this period.

If the objective of public policy is to improve the accuracy of social security cost-
of-living adjustments, this objective is unlikely to be realized by continuing to rely
on the general CPI, by switching to another index like the CPI-X-1 or the Personal
Consumption Expenditure Price Index, by switching to and from the CPI and wage
index, or by arbitrarily capping benefit increases. There simply is no substitute for a
cost-of-living index specific to the population in question and designed expressly for
the purpose of social security benefit adjustments.

COMMENTS ON PROPOSALS THAT WOULD ALTER SOCIAL SECURITY INDEXING

Our associations urge Congress to reject proposals that would alter the construc-
tion of the CPI strictly for the purpose of curbing the rate of increase it registers.
Some analysts have endorsed the use of the CPI-X-1, recently developed by BLS,
because it would supposedly correct the CPI's flawed treatment of homeownership
costs. The Borzilleri study clearly indicates that there are several flaws that need to
be corrected. From the point of view of the elderly, for every overstatement of their
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costs in the general CPI, there is at least one understatement in another expendi-
ture category.

Another prominent proposal to alter indexing would cap cost-of-living increases at
either the average rise in wages or the average rise in prices, whichever it lower.
This “wage cap” as well as any other capping proposal (such as 70 or 80 percent of
the full (CPI) would result in a severe downward ratcheting of real benefit levels
particularly if imposed over a period of years. For instance, the CBO has estimated
that the wage cap proposal could reduce social security benefits by $26 billion over
the 1981-86 period. A 70-percent cap would reduce benefits even more severely.
Given the vulnerability of the elderly’s income situation, any cutbacks in cost-of-
living protection that are repeated in several years and therefore have the cumula-
tive effect of eroding the benefit base will assuredly be accompanied by large
increases in elderly poverty rates.

Some proponents of the wage cap proposal seem to be advocating it on the
grounds of equity—in other words, it is inequitable to allow the incomes of retirees
to rise more rapidly than the incomes or wages of workers who must support
Government programs through taxes.

First, it must be pointed out that wages usually represented the bulk of workers’
incomes. Therefore, any wage increase received tends to protect most of a worker’s
income. In contrast, social security does not represent the elderly’s total income. In
fact, in 1976, social security accounted for only 39 percent of the elderly’s total
income. Income from pensions and other assets (for which little or no inflation
protection is available) represented 34 percent of their total income (see following
chart). Thus, full cost-of-living adjustments maintain the real value of less than half
of most retirees’ income. And for elderly persons who depend on social security for
over 75 percent of their total income, 42 percent of single aged persons, and 20
percent of aged families in this category were living below the poverty threshold in
1979. It simply cannot be alleged that full social security cost-of-living increases are
allowing retirees’ incomes to rise more rapidly than the incomes of workers.
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SHARES OF INCOME SOURCES FOR

‘THE AGE 65+ POPULATION

~

OTHER (5%)

OTHER
PENSIONS

EARNINGS

16%
22%

SOCIAL SECURITY

PERCENT OF SUPPORT PROVIDED BY VARIOUS INCOME SOURCES FOR THOSE 65 AND OVER

Mamied  Nonmarried  Nonmarried

Source All units couples men women
Social security 39 33 41 LY
Other pensions 16 18 21 14
Earnings 22 29 17 1
Assets . 18 18 15 21
Other 5 2 6 7

Source: “Income and Resources of the Aged,” Social Security Administration, A publication No. 13-11727, fanuary 1980.

Second, it must be pointed out that wage increases have historically exceeded
price increases and this trend is expected to resume within 2 years. Unless Congress
is willing to adjust benefits according to the rise in wages on a permanent basis
even when wages begin to outpace prices in the future, then the wage indexing
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cannot be sold on the grounds of equity. Beneficiaries will feel—and rightfully so—
that they will always be getting the “short end of the stick.” The overall rationale
for cost-of-living adjustment mechanisms must be consistent. These mechanisms are
not for the purpose of passing along to current retirees increases or decreases in the
standards of living of current workers, but rather for the purpose of maintaining
benefit purchasing power.

Workers can have reasonable expectations over their future working lives of
making up any real income loss they are currently suffering as a result of high
inflation. Retirees, because they are not wage earners and have many fixed compo-
nents to their income, have no expectations for recouping the inflation losses they
have already incurred and will continue to incur as long as inflation is with us.

We note that the National Commission on Social Security included in its wage
cap proposal a provision that would allow social security recipients to recoup in
later years the losses they suffer under this cap. When the details of this proposal
are examined closely, one finds that, for example, a benefit loss incurred over the
1979-81 period would not begin to be restored until 1983—at the earliest—and
would not be completely restored until several years after 1985. Since the restora-
tion process could easily span a decade, many older persons who would have

* suffered the benefit loss will die, while many persons who did not suffer the benefit

loss will reap the rewards of the restoration. According to 1977 statistics, approxi-
mately 1 million retired social security recipients leave the social security rolls per
year and 1.6 million are new entrants.

CONCLUSION

The elderly’s real income situation and their standards of living are declining.
Poverty rates among them are rapidly escalating. All this deterioration is occurring
despite the provision of relatively “full” cost-of-living increases by the major income
support programs. If these increases by are curtailed in any manner (especially by a
relatively permanent change in indexing through use of a wage or overall cap or
CPI-X-1), then the Nation’s elderly could easily be reduced to the economic level
that prevailed a decade age, when one out of every four of them were below the
poverty level.

Senator HEINz. Senator Percy.

Senator Percy. I have an opening statement, Mr. Chairman. I
would ask that it be incorporated into the record.

Senator Heinz. Without objection, so ordered.

[The statement of Senator Percy follows:]

STATEMENT OF SENATOR CHarLES H. PErRCY

Mr. Chairman, I want to thank you for holding this series of hearings on social
security. I sincerely regret that conflicting hearings by the Foreign Relations Com-
mittee have prevented me from attending until today.

I know of no issue of more concern to older Americans today than the prospect of
changes in social security. Since the President announced -his proposals for reform, I
have received a flurry of mail from thousands of retirees who fear the benefits they
are receiving will be cut off or drastically reduced without warning.

Of course, this is not true. It is very important that we send that message to the
millions of Americans across the country that depend on social security benefits.
That is why I cosponsored the sense of the Congress resolution the Senate passed a
few weeks ago opposing the portions of the President’s package that would have
reduced the benefits of retirees who planned to leave the work force as early as next
year.

Such major changes with such short notice are not fair, and Congress won't
approve them. I agree reforms are needed—I hope we can pass some legislation this
year—but we must give ample time for persons to adjust their retirement plans to
changes in the social security system.

Because the President’s proposals would have been effective next year, they would
have made significant short-term savings, enough to see the system through its
short-term financial problems. That means the alternative we adopt in Congress
must find a different way to deal with the revenue shortfall in the next few years.
Estimates of the amount of savings or additional revenues needed to maintain
adequate trust fund balances between 1982 and 1986 range from $40 to $111 billion.

Without the President’s provisions to reduce benefits for early retirees, we appear
to have the following options: Use general revenues, increase payroll taxes, adjust
the COLA, or reduce benefits for a group other that early retirees.

83-933.0 - 81 - 3
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Because some adjustment to the COLA is one of these alternatives, this hearing
has special significance and I welcome this opportunity to hear these expert wit-
nesses comment on the accuracy of the CPI as way to compute the COLA and the
advantages and/or disadvantages of the several alternative inflation indexes.

Senator HEINzZ. Gentlemen, thank you for some very, very inter-
esting testimony. We have all tried to digest the more in-depth
statements that you have given us. We are grateful to you for
having given it to us in advance.

Each of you comes to different conclusions about the cost-of-
living index. But there is one conclusion that I think that you are

. all closer to than any others and that is that if we attempted to

change the cost-of-living index so-that it reflected the market
basket for senior citizens, that even though, as Mr. Hacking points
out, he might favor this, my sense is that all three of you would
agree that it would not make much difference in the actual level of
benefits.

Let me ask you, Mr. Minarik, if that is correct.

Mr. MiINARIK. I think the outcome would depend entirely on how
housing were treated. If one were to go back over the last 5 years
and to attempt to replicate precisely the formulation of the CPI
that we now have with respect to owner-occupied housing, the
work that I have done indicates that the CPI for the elderly would
increase at a slower rate than the overall CPL

If one were to take housing entirely out of the index or go to a
rental equivalent approach to owner-occupied housing, the differ-
ences would be extremely small. I believe that the study that was
done by Data Resources for AARP indicated that the difference
over the last 5 years would have been one-tenth of 1 percent rate of
increase per year. The study that Mr. Borzilleri did for the AARP
suggests that the rate of increase would have been about six-tenths
of 1 percent lower per year for the elderly than for the average
CPL In any event, the differences would be very small.

- Senator HEINZ. Mr. Storey, would you generally agree with that?

Mr. StorEY. Yes, I would; and I would reiterate the point that it
is not a homogeneous population. We are not simply talking about
the elderly that receive social security.

Senator HeiNz. Mr. Hacking, do you believe it would make much
difference?

Mr. HackinGg. Not at this time, but it might make a difference in
the future. Whether or not it does depends on the rates of increase
in prices for housing and in the cost of mortgage interest relative
to the rates of increase in the price of fuel, food and utilities, and
medical care. These latter items loom much larger in the budget of
a typical elderly household.

Senator HEINz. Some people have said that the CPI as used to
adjust the social security benefits each year has overadjusted bene-
fits to the elderly. A few people have said that it has not been
sufficient and that means that inflation has been underadjusted.

Do any of you feel that inflation has been overadjusted for social
security through the existing——

Mr. MiNARIK. That social security beneficiaries have gotten more
than an accurate measure of inflation? I believe that is true, Mr.
Chairman. In my written statement, I have shown a comparison of
the Consumer Price Index which is used for indexation of the
benefits under social security and the implicit price deflator for
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consumption expenditure in the GNP accounts, which is a more
reasonable treatment of housing; and over that period, the period
from 1972——

Senator PErcy. It is difficult to hear you.

Mr. MiNARIK. Over the period from 1977 to 1980, the benefits for
social security on that basis were overadjusted cumulatively by
about 9 percent.

Senator HEINZ. Do you agree with that, Mr. Storey?

Mr. Storey. I guess I do not have a firm opinion one way or the
other as to whether there has been overcompensation in the recent
past. But I would point out two things. One is that one could
assume from the studies that have been done for the aged that
people on social security probably experienced a somewhat higher
cost of living in the 1970’s than the general population and, there-
fore, if there were overadjustments, it may be more accurate for
the elderly population than for the general population.

Second, a big portion of that income is not indexed, so if there
has been overcompensation, it has been offsetting