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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 room6226, 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 HEINZ. 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 securitysystem.

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 Ambricans 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 committee shows up, I will have to temporarily
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.]
Senator 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-of-living adjustment could have far-
reaching effects. The protection it offers against inflation is essen-
tial to social security 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 DAVID 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 supprt these automatic
increases. This is primarily due to rapidly rising inflation, high rates of unemploy-
ment, and slow economic growth.

It 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.

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
make 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 CPI.

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 CPI.
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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 any
elimination of indexation from the current economic system, however achieved,
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 CPI. 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 gasoline 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 less than the CPI for
each year 1975 through 1979 (see table).

RATES OF CHANGE OF SELECTED PRICE INDICES, 1970-79

CPP' Impdiit PEE Elderly Necessites ' Improve d
deflator C PI' ecessitie

1970 ................................... 5.5 4.5 4.6 5.5 3.6
1971 ................................... 3.4 4.4 3.6 3.7 3.7
1972 ................................... 3.4 3.5 3.4 4.1 3.8
1973 ................................... 8 .8 5 .5 10.0 13.0 11.9
1974 ................................... 1 2. 2 10.8 12.8 12.9 10.8
1975 ................................... 7.0 8.1 6.9 7.7 6.3
1976 ................................... 4.8 5.1 4.6 3.7 3.5
1977 ................................... 6.8 5.7 5.3 8.2 7.0
1978 ................................... 9.0 6.8 8.7 10.9 8.7
1979 ................................... 13.3 8 .9 1 1.2 17.4 12.5

Average.. . ....................................................................... 7.4 6.3 7.1 8.6 7.1

' December over December.
' 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 7½2 years of indexing
by a price index for the retired.2 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.

2 Robert P. Hagemann, "Inflation and Household Characteristics: 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 special 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 later.) 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 CPI. 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 formulating
policy, I should disclose that I feel strongly that there is an indexing problem, anrd
that it is a serious flaw in the Consumer Price Index; and that flaw is the 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, the 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 CPI. (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 approximate 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.l
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 effectq

' 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 whether 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
period.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
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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, I
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- mix 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
special 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
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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. HACKING. 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 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
is 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 had 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
July to October, would exacerbate this loss in benefit purchasing

I 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-
cy 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. I

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.

Some 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 poverty 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 unquestionably 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 to those under 65 will begin to decline sharply in
1981-even 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 toother population groups, are vulnerable to the effects of inflation. While the aged'spoverty rate escalated, the rate for persons under age 65 remained virtually staticat 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 elderlyhave incomes just above the official poverty threshold a slight drop in income in1979 of $868 for single, aged individuals and $1,091 for aged couples would havecaused 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 ofincome 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 declineare complex, the major factor remains the continuing high rate of inflation.

AVERAGE INCOME OF THOSE OVER AGE 65
RELATIVE"TO THOSE UNDER 65

1 950 1 960 1 970 1 980 1 990 2000

Source: "The Aged & the Future Economy: An Interactive
Analysis", Data Resources, Inc., November 1980, page 19.
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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-S)CIAL-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
from savings, etc.) since those sources provide little or no compensation for inflation
losses.

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 CPI.

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
the real value of their retirement savings would have likely been reduced by one-
half.

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
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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

CPt Exscuding cast Including cash
contributions . contributions

1975-76 .................................................. 6.4 6.6 6.6
1976-77 .................................................. 5.9 6.2 6.1
1977-78 .................................................. 6.5 6.5 6.5
1978-79 .................................................. 9.9 8.6 8.7
1979-80 .................................................. 14.3 12.3 12.5

Note: The category "cast contributions" is not used in the official CPI, but susc contributions were found to comprise a significant portion of themarket basket: Hence, two versions were estimated.
Source: Borzilleri, "The Accuracy of the CPI for Social Security Cost-t-Lioisg 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 totaled 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 Retired Are Different From Those Reflected by
the CPI

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

CM Social secunity
CPI market basket

Food and beverages......................................................................................................................................... .20.4 25.5
Shelter ............................................................................................................................................................. ... . . . ....................... 28.0 17.9

Fuel and utilities.............................................................................................................................................. .6.4 12.2
Furnishings and operations ............. ,.. .......... 7.3 6.2
Clothing............................................................................................................................................................ .5.1 4.8
Transportation ........................................................... 20.9 17.7
Medical care ............................................................ 4.4 9, 9
All Other goods and services ........................................................................................................................... .. . . . ........................ 7.5 5.8

Total ........................................................................................................................................................ .... . . . ...................... 100.0 100.0

Source: Borzilleri, 'The Accuracy of the CPI for Social Security Cest~o-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 CPI. 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%).

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

Source All units Manied Nonmarned Nonmarded
Source All units ~~~~~~~~couples men women

Social security ......... 39 33 41 47
Other pensions............................................................................................................. 16 18 21 14
Earnings ...................................................................................................................... 22 29 17 11
Assets. ....................................................................................... 18 18 15 21
Other .5 2 6 7

Source: "Income and Resources of the Aged," Social Security Administration, SSA publication No. 13-11727, January 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. PERCY

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 HEINZ. 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. MINARIK. 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 CPI.

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
CPI. 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. HACKING. 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 the decline in
real income that retirees have been experiencing from other
sources.

Senator HEINZ. Mr. Hacking, specifically with respect to Mr.
Minarik's point that in 1977, 1978, and 1979, the elderly received
some kind of a windfall? Would you agree with that?

Mr. HACKING. I think you have to separate the question of
whether or not the CPI overstates inflation generally in the econo-
my from the question of whether the use of the CPI to adjust social
security benefits for the purpose of maintaining the purchasing
power of those benefits has in fact performed that function without
significantly overcompensating or undercompensating. I think on
the basis of the study that Dr. Borzilleri did for us-a study which
took the CPI, disaggregated it, and constructed a market basket of
what older people buy-I think we find that they were not over-
compensated or undercompensated. That does not mean that con-
tinued use of the CPI for adjusting benefits in the future might
have one of those effects.

Senator HEINZ. If in fact the CPI was about right or alternatively
take Mr. Minarik's hypothesis, that it was overgenerous, how do
we account for the decreased number of elderly over the poverty
level?

Is it simply a question that the poverty level has been indexed in
some way that it is misstating the number of people that are poor;
or are there other dynamics at work?

Mr. MINARIK. I think there are two things. No. 1, as I said in my
opening statement, the CPI is used to index the poverty level, so if
the CPI is mismeasured on the high side, theni the poverty level
increases more rapidly than it would under an accurate adjustment
of prices. Therefore you count more people under the poverty level
than you would if prices were accurately measured.

No. 2 is the problem of the elderly who have either pension
rights or wealth that they have accumulated over their working
lives which is invested in instruments which provide them with
rates of return under the rate of inflation. If they cannot afford the
minimum investments that are necessary to take advantage of the
money market certificate and such as well as indexed pension



298

benefits-in my opinion, overindexing social security benefits by
using an inaccurate Consumer Price Index is not the best solution
to that problem. Probably the best solution to that problem would
be to issue indexed bonds in small denominations to the elderly so
they could take their wealth and put it into a form of savings that
would provide them with a small real rate of return. It seems to
me that that is something that the Federal Government could do
that would be much more sound in terms of policy, would not
provide all sorts of unintended side effects, and would protect the
wealth of the elderly from erosion.

Senator COHEN. Isn't that contrary to the announced policy of
the administration, to encourage people to invest in savings more
than in the past? How do you tell people who have been encour-
aged to grow up with a savings asset during their whole lives, that
they will have an indexed bond? How do you reconcile that with
the administration's commitment to do more to encourage people
to save and invest in savings accounts?

Mr. MINARIK. I would draw a distinction between a policy of
savings toward the working population and what the elderly do
with their savings once they reach retirement. It seems to me very
reasonable to encourage people to save over their working lives.
The question is, when they retire would it be reasonable to say at
that point that there is a commitment that the wealth of the
elderly will not be eroded by inflation, that you can take your
wealth in whatever form, be it a savings account, money market
certificates, stocks and bonds; and at this point to say that the
elderly will be protected from the ravages of inflation on their
capital, to be able to convert them into some kind of indexed
savings instrument that will protect them from the erosion of
inflation over their retirement years. I think they are different.

One is aimed toward, the working population; one is aimed
toward the retired population. I think that policy makes more
sense than taking a CPI lottery to provide some kind of protection
for the elderly for losses in their income from other sources.

Senator HEINZ. I just want to complete this last line of question-
ing and then I will turn to Senator Percy and Senator Cohen.

Mr. Hacking, you, in your testimony, cited that the elderly pov-
erty rate increased substantially, rose from 13.9 to 15.1 percent in
just 1 year and that that was the largest increase since the Census
Bureau began collecting the statistics. I think other people have
recognized that.

Are the people who are being counted in there beneficiaries of
the old age and survivors program or, put it another way, for those
people who are full participants in the social security system, as
opposed to SSI, are they-is this increase reflected among those
beneficiaries?

Mr. HACKING. I am sure they must be counted in those general
statistics.

Senator HEINZ. That is not my question.
Are these people who are sinking below the poverty level because

they are not social security beneficiaries or are a proportionate
number of them social security beneficiaries, in which case the
hypothesis would be valid? It is a factfinding question I am asking,
not a question of opinion.
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Mr. HACKING. I have not done any detailed analysis of that
question, but I would think that a proportionate portion of that
group that is slipping below the poverty level is indeed on the rolls
of social security programs, although if you--

Senator HEINZ. Don't suppose it. We do not know. I gather you
are saying-you think that that may be the case, but you do not
have any evidence one way or the other. Neither do I. I just want
the facts. -

Mr. HACKING. We have not examined that.
Senator HEINZ. May I request that if you have those facts you

give them to us? Because this statistic is used a lot and it is
important to know what it means. If it means that we are somehow
not adequately taking care of the people in the lower portion of
social security, we should be very alarmed. If it is a question of
eligibility or somebody not having paid in or not having been a full
beneficiary, that is a different problem and a different solution.

Mr. HACKING. Census data does exist on this point. We shall
supply a statement for the record.l

Senator HEINZ. Thank you.
Senator Percy.
Senator PERCY. I was reminded of the importance of the COLA

by a retired employee of the Senate that I just saw on the floor of
the Senate. He retired. I said, "How are you getting along?" He
said, "Wonderful. If I had only known I would have retired sooner.
I was frozen at $39,000 a year and on retirement I am playing golf
five times a week and I am now getting $50,000. I am much better
off."

Senator HEINZ. I do not know that that is going to go over well
with the folks in Pennsylvania. I do not know how it goes over in
Illinois.

Senator PERCY. It is a fact of life, though, that our programs are
costly, and we have to figure out how to finance them.

Mr. Hacking, as you know, an adjustment in the way COLA has
been.computed has been proposed as one way to meet the short-
term financing problems. Since you do not support any proposal
which would have the effect of reducing the COLA, what recom-
mendations do you have for meeting a shortfall in revenues we
expect in the social security system in the near future?

Mr. HACKING. Senator, for some years now, since the enactment
of the 1977 amendments, our associations have been advocating
that a new package be developed, one that addresses not just the
short-term but also the long-term problem, which we think is much
larger. It could be that over the next 5 years the excess of social
security outgo over revenue income could be in the range of $100
billion, as the administration has suggested. But whether or not it
turns out to be that large, there are only two basic choices. Either
you cut spending for the programs in the short term or you add
more revenue over and above what can be expected to come in
under the payroll tax structure that supports the program.

The administration's decision was to cut spending in the short
term. Here again they were faced with two choices. Either they
could cut spending for people on the rolls, primarily by capping or
limiting cost-of-living adjustments, or they could concentrate the

I See appendix 2, item 1, page 334.
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cuts on those not yet on the rolls and that is what they chose to do.
Early retirees and the disabled are to be cut.

The associations have suggested all along, with respect to the
short-term problem that, given the nature of that problem which is
primarily the result of malperformance in the economy, the appro-
priate solution would be to put together a legislative package that
would interject.into social security some nonpayroll tax revenue to
the extent that such additional revenue would be needed to main-
tain the contingency reserve funds and balance income with outgo
over the next 5 years. We do not know what the magnitude of the
shortfall is going to be at this point because we do not know what
the rate of inflation and unemployment are going to be and what
real GNP and real wage growth rates are going to be. Yet it is
these economic factors that will determine the magnitude of the
excess of outgo over income

So we are suggesting that mechanisms be constructed to back up
the payroll system, to get the system over the short-term problem
but at the same time changes must begin to be made to carry out
the kind of long-term restructuring in social security that will be
necessary to adequately address the much larger, more serious and
more important long-term financial imbalance that will occur as a
result of the demographic shift in the population.

I would just add one other point here.
What we are calling for is the introduction of more revenue in

the social security programs. We suggest that this should not be
done through increases in payroll taxes. We have had enough of
that. But to the extent that revenue is taken from some other tax
mechanism or revenue source, this should not result in any in-
crease in the Federal budget deficit. We want the budget brought
into balance and the sooner the better. The sooner that and other
actions are taken that are effective in getting the inflation rate
down, the sooner many of the problems we are discussing today
will be solved.

Senator PERCY. Thank you very much.
Mr. Minarik, you do strongly support a change in the CPI be-

cause of its treatment of owner-occupied housing.
How do you respond, however, to the critics' charge about the

adverse effects such a proposal would have on the poor whose
social security benefits will be reduced?

Mr. MINARIK. Well, if I were to give my proposal for dealing with
social security over the long haul, I am not sure that it is one that
would meet with a tremendous amount of political support.

Personally, if it were my choice to make, I would begin to treat
the social security system for tax purposes identically with the way
the private pension is treated now; that is to say that beneficiaries
would be allowed to recover their own previously taxed contribu-
tions without tax and that the excess over the previously taxed
contributions would be subject to the income tax. All of this is to
say that social security would be treated in the same way as a
private pension plan.

The revenue that the Treasury collected could be pumped back
into the system. It could provide an additional across-the-board
increase in benefits. It could provide a reduction in the deficit or
reduction in future tax increases. It seems to me that that is the
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most equitable way to treat the problem in a period as we have
now when most beneficiaries recover their previous contributions
over a very, very short time and then in the future receive indexed
benefits which far exceed their contributions.

Senator PERCY. Mr. Storey, you support setting a COLA at a
certain percentage of the full CPI rather than using a special
elderly index or the lesser of the CPI or wage index.

You state that the low income and elderly could retain full
inflation protection from CPI increases still provided for by SSI
and food stamps.

I wonder whether your position would change if the SSI or food
stamps did not continue to be indexed by the CPI?

Mr. STOREY. First of all, let me say that I hope I made it clear
that I would-hope Congress could retain the full cost-of-living in-
creases; and I raise that point in the event that the budgetary
constraints make it necessary to make this kind of cut. I guess I
would still prefer a flat reduction across the board in the CPI
increase rather than something tied to the wage increase, regard-
less of the level of increases that could be afforded. I realize that if
you limited the CPI increase for social security, it would be very
difficult to justify not limiting it for any other indexed program,
including veterans' benefits as well as SSI and food stamps.

Senator PERCY. Finally; you stated that you do not support a
special index for the elderly.

Do you support Mr. Minarik's recommendation that the CPI be
changed because of its treatment of owner-occupied housing?

Mr. STOREY. He has studied that problem in great detail and I
have not. At this point, I would defer.to his judgment on that.

Senator PERCY. Any other comments?
Again, I want to thank you, Mr. Chairman, for holding these

hearings and I am sorry that other conflicts have prevented me
from being with you for the full series of them. They are very, very
timely. I continue to get alarming reactions from the initial posi-
tion taken by .the administration. I think the reassurance that we
provided on the Senate floor was terribly important.

But still the problem is there. The President certainly got our
attention and the attention of the country without any question
and we do have a. problem that has to be faced up to.

This panel and others that we have had in the hearings have
been extraordinarily helpful to us in giving us an objectivity that
we must have in order to get a proper answer and I know this
committee will help find that answer and carry out a policy that
will be a balanced policy in fighting the battle against inflation,
but also protect and not pull the rug out from under those that are
counting on the social security system.

Senator HEINZ. Thank you.
Thank you for your very excellent questions.
I want to observe one thing that struck me in the 3 days of

hearings that we have had on these issues, and that is that with
respect to the President's proposal to dramatically and suddenly
lower the benefits at age 62 for early retirees, I think it is worth
noting that there has not been a single witness that has come
before this committee to advocate that and I single that out now
for one reason.
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The fact that the President made that proposal has resulted in a
large number of people who are now working, who are now 62,
saying to themselves, I am not going to take a chance and retire
today because something might happen to my benefits and I better
work a little longer, another year or 2 or 3; and the problem that
that causes, by the way, is that at a time of relatively high unem-
ployment, people who would have been taking early retirement
and opening up a spot for other people are not doing that and so
we have an interesting psychological effect that is devastating to
younger people. I think it is worth noting for all those in doubt out
there that the Congress is not going to change the rules on early
retirement. We are not going to do it. We voted and that is what
the 96 to nothing vote meant.

I hope that point is well registered.
Senator Cohen.
Senator COHEN. Thank you, Mr. Chairman.
Coming at the end of the line of questions, I have no penetrating

insights into the testimony offered by our three witnesses. I do
apologize to all of you for being late. I was in my office meeting
with a group of steelworkers. I thought that might be of impor-
tance to our chairman, who is a leading voice in the steel caucus.

I would like to point up a political problem. The reason it took
me so long to get here is, among a number of other issues they
wanted to discuss, one was social security.

I said, well, I am being delayed here right now from attending a
meeting to deal with that issue. The essence of the conversation
was that they do not think there is a problem. According to them,
we are trying to rip off the old folks of this country and this social
security reform is simply a way to take away what they have
earned and accumulated, and we do not care what they are talking
about, they do not believe us.

So I spent about a half hour talking to these gentlemen trying to
persuade them as to the reality of the challenge that we face. I am
talking about steelworkers in my office who made a categorical
statement to me that there was no problem in social security. In
fact, this is something conjured up by the Republican administra-
tion in order to scare the hell out of old folks in the country.

I must tell you I was not persuasive with them that that was not
the case; that there is a serious financial problem with the social
security trust fund as it is currently structured; that it is going to
have to be changed, and the only admonition extended to me is, we
are going to watch you, and how you vote on this matter.

So in addition to the problems that you have been discussing
here, it struck me, and I think the word I heard as I came in was
that equity has to be the underlying perception as well as the
reality of whatever we do in trying to correct the deficiencies that
exist in the short term and also in the long term. That is what
struck me, Mr. Storey.

I think you had indicated in your written testimony that chang-
ing the CPI index to wage and price index is a bit too complicated
and perhaps you ought to have just a flat percentage reduction;
and the question that came to my mind was, how do you justify
that? Do you do it because it has been too high in the past and
therefore should be lowered? If so, by how much and what do we
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use for the underpinning? What do we use as the rationale for any
particular percentage-1, 2,. 5 percent? What is it that we use as
politicians, elected officials, to persuade a very large and, I must
add, powerful interest group in our country that what we are doing
is fair, equitable, and ultimately necessary?

Mr. STOREY. Well, aside from the arguments that are set forth
within various budget resolutions and the limitations on the social
security trust fund which Congress ultimately has to meet, I think
there are two additional arguments.

One would be that the CPI is not a precise measure of the cost of
living over a long period of time and that there is no particular
reason to be wedded exactly to the last decimal place to what-that
index suggests.

And the second rationale I think is that during a time when
people are very concerned about rampant inflation and rising
energy costs, it certainly makes sense as part of a national policy
to combat those economic forces that everyone bear some part of
the pain. Obviously, you do not want to subject people whose
incomes are mainly fixed to the full force of inflation. But the idea
that all Americans should share in at least some modest part of
the pain inflicted by a decline in real income in the society overall
would seem to be a pretty powerful argument to me.

Senator COHEN. Are you saying that for everyone who is retired
there should be a flat percentage reduction in all of the social
programs we have at the Federal level and which are currently
indexed?. Would you reduce it by the same percentage? Is that
correct?

Mr. STOREY. That is right.
One thing that ought to be clear, whatever Congress might

decide to do on indexing social security, which might be purely in
the context of short-term financing problems of the trust fund, for
example, would probably have ramifications for other programs
because social security is certainly not the only program tied to the
CPI. I think that Congress would find it difficult to reduce the
increase for social security and not reduce it for veterans and for
other programs.

Senator COHEN. -How does that deal with the issue raised by
Chairman Heinz? I think he asked you that Mr. Minarik.

You suggested the increase in the poverty rate was unrelated to
the CPI, since the poverty level is indexed by the CPI. So as we
went up, the CPI went up and the poverty level went up. I suppose
as you come down with the CPI you would come down at the lower'
level so that that will not ultimately change in terms of the people
affected at the poverty level. /

Mr. MINARIK. That is correct. If someone had only social security
income and if in one particular year the CPI overstated inflation
because market interest rates went up and if in the next year the
CPI understated because mortgage interest rates went down, that
person's position relative to the poverty line is not changed.
Whether that person's income at the end of those 2 years is equal
to what it should be based on a correct measure of inflation is
another question.

If I may go on for one second about the wage cap question, I
disagree with Mr. Storey on the question on the choice between a
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wage cap and a percentage cap. I think one of the problems is it
has an arbitrary nature, as was suggested with respect to the
choice.

I think the other point that is in favor of the wage cap is that
one can, in a very sensible way, put a catchup provision on a wage
cap such that a shortfall of wages relative to prices in 1 year that
would lead to an indexation of benefits less than at the rate of
price increase, could be reversed the next year if wages increased
faster than prices. I do not know how one would rationally say
with last year's 15-percent reduction in indexation across the board
because of prices, what you do next year.

The rationale, it seems to me, is not clear. The rationale of the
wage cap is that in times when wages increased at a slow rate and
therefore a draw on the trust fund, that that drain is reduced
somewhat because the indexing of benefits is held down. The next
year we put the beneficiaries with a catchup provision back to
where they would have been if there had not been a cap the first
year. So you can save a little bit when you have a stagnating
economy, and after that you put the beneficiaries back.

Senator COHEN. Mr. Hacking.
Mr. HACKING. Yes.
I would like to comment on a number of these points.
First of all, with regard to the point Mr. Minarik just made, the

Social Security Commission came up with a recommendation for
this kind of a wage cap with a catchup feature. We looked at that
and decided it was probably a Rube Goldberg kind of proposal,
because, given reasonable estimates as to what is going to happen
in the economy, the people who would suffer the inflation loss
today might well die before they got any compensation for the
catchup feature that would operate once wages began to outpace
prices. In the meantime new people would be coming onto the rolls
who never suffered the loss but who would get the benefit of the
catchup.

Rather than do that, we would rather resort to some other
means of dealing with social security financing problems.

The second point I wish to address concerns the poverty measure.
In 1979, we saw a very dramatic increase in the incidence of
poverty among the elderly. The rate jumped 1.2 percent that year.
The poverty rate among the nonelderly, however, remained rela-
tively constant at 11.1 percent. I think the members of this com-
mittee, when considering any change from the use of the CPI to
the use of some other index to measure inflation in the economy
and to determine the percentage rise in poverty, should look at the
relative change in the incidence of poverty among elderly versus
the nonelderly. It is important to determine why it is that the
poverty rate, using this perhaps flawed CPI index, is increasing
among the elderly but not among the nonelderly.

Finally, Senator, with regard to the meeting you just had with
the steelworkers, I would just say that any group that comes in
and says that there really are no financial problems in social
security or that social security is not really facing a long-term
problem or that all you need to do is just sort of patch up the
system, is doing a great disservice to the elderly on the rolls today
and to the nonelderly who will be on the rolls in the future. The
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associations think that social security's financial problems are real
and significant and that the system's long-term problem makes its
short-term problem look mild in comparison. I

Senator COHEN. I do not disagree with you. I spent a good portion
of a half hour saying what you said, and it proved totally unpersua-
sive to these gentlemen.

I am not sure whether or not this has percolated to our popula-
tion today.

When the chairman mentioned the President getting our atten-
tion, sort of hitting us with a 2 by 4 with the suggestion of reducing
the amounts received if he or she retires early-it did exactly that.

But I Would submit that whatever the President recommended
initially would come under fire. If he had come up with a proposal
to change the cost-of-living adjustment in some fundamental way,
that, too, would have been severely criticized. If the President came
out and recommended that we extend the retirement age from 65
to 68, that, too, would have come under criticism. So my own
judgment is that whatever was initially advanced would come
under fire.

I share the view that making an immediate change, as proposed
by the President was not fair to people who are planning for the
reasonable,/ future to retire under those circumstances. But I think
that the message has to be conveyed. I think these hearings are
serving a very important function.

The ones we had with Senator Armstrong will do even more;
that is, we have to educate ourselves that we do indeed have a
problem which is not simply a political effort on the part of this
administration to cheat somebody out of what they are entitled to.
The fact is that unless we make some fundamental changes for
both the long term certainly and for the short term-whether it is
commingling of the three funds we have and borrowing between
the three with perhaps the budgetary restraints as suggested by
the CBO office-we are in fact going to cheat the millions of people
that have come to rely on this money each month.

Mr. HACKING. On that point, I would say that while the associ-
ations agree that it is outrageous and unfair to come along and
change the rules of the game at the last minute on people who are
in the work force and planning to retire, it is even worse to come
in and change the rules retrospectively on people who are out of
the work force and are already on the social security rolls by
cutting back or limiting the cost-of-living adjustments on which
those people rely. If short notice or retrospective benefit cuts are
eliminated as reasonable options for dealing with the short-term
problem, then you are left with only one other option-and that is
to add some revenue to the system to get it over the short-term 5-
year period.

Senator COHEN. That is all I have.
Senator HEINZ. One of the questions raised by critics of the social

security system is one that recently was emphasized in a column
by William F. Buckley, where he noted that while social security
benefits increased by 14.3 percent, wages only increased by 9.1
percent. In his words-

The indexation is a double whammy. The worker is not protected by indexing.
The social security recipient is. The net effect is then to polarize, i.e., as things get
harder for the worker, they get better for the social security recipient.
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And he went on to recommend indexing benefits only for the
recipients below the poverty level, or putting a wage cap on social
security indexing-for wages after taxes.

I do not happen to agree with his conclusions, but there are some
people who say that, as Mr. Buckley has articulated or asked the
question, how do you justify to the country, to the taxpayer, to the
wage earner, a full indexation of social security benefits being paid
out of wages that are not in any way, shape, or form fully indexed.

Who wants to take a crack at that?
Mr. HACKING. Let me start, Senator.
First of all, keep in mind that the typical elderly household has a

total income that is only half that of the typical nonelderly house-
hold. Also keep in mind that social security accounts for only 40 to
50 percent of the elderly household's total income whereas wages
account for around 90 percent of the total and much larger income
of nonelderly headed households. So when you begin to look at who
is doing better relative to inflation, you have to compare total
income of both households and where they stand relative to each
other. Finally, you should also remember that, historically, wages
have increased at rates in excess of the rate of increase in prices.
We expect that historical patter to resume in the near future. So,
to the extent that wage earners are suffering losses right now
because their wages are not keeping up with the increases in
prices, they at least have a reasonable expectation that this will
change and that they will recoup those losses. The elderly, on the
other hand, have no means of recouping losses they sustain today.

Senator HEINZ. Do any of you gentlemen have any comments on
that?

Mr. MINARIK. One question is how you would justify on a basis of
equity a system wherein the beneficiaries receive benefits that are
indexed and the contributors receive incomes that are not. The
other question is, how do you maintain it over a long period of
time? If that phenomenon continues, given the other structural
problems we have with the social security system, you have big
trouble. That is the $111 billion shortfall horror story that we are
facing now as one possible fate for this system over the next few
years.

Personally, though, on the equity side of it, given that a lot of
that 14.1 percent was phony, based on how the CPI was based and
that therefore that margin it seems to me should have been small-
er, I do think that Mr. Buckley has a point. I do think that a cap
based on a reasonable measure of price increases would be reason-
able.

It seems to me also that some of the problems Mr. Hacking
mentioned in terms of a catchup are probably not for real. The
first problem in terms of a catchup provision, some people die
before the catchup comes through and therefore do not get an
indexation of the benefit-some people die after paying payroll
taxes and do not get a penny. We do not worry about that. So I am
not sure that the smaller amount of money involved in the catchup
is a problem.

The second point is that new retirees would get a bonus if a
catchup provision were to be enacted to make up a reduction in
indexation. I do not think that is necessarily true. It seems to me
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that a sensible system would provide for a catchup for people who
were retired and not for new retirees.

So it seems to me again Mr. Buckley has a point. I think a
correct CPI would have mitigated the shortfall of wages relative to
prices over the last few years, and it seems to me a catchup
provision would provide us with something of a solution to that
problem over the coming years.

Senator HEINZ. If we assume that we would like to find $25
billion, and I take that number only semiarbitrarily, in savings in
social security outlays over the next 4 or 5 years, between now and
1985 -when we have the combined- trust funds run into a cash-flow
problem, and we were looking at a way to save that amount of
money through adjusting, in some way the cost-of-living benefits,
and there are other ways of finding it, obviously, what would be
the fairest, least painful way of picking up that $25 billion.

Do any of you have a suggestion?
Mr. STOREY. I would suggest first of all, what Congress has

already been considering this year; namely, phasing out student
benefits and the minimum benefit--

Senator HEINZ. We cannot do that. I am already counting that
someplace else. That has already been done.

Mr. STOREY. I would argue that some modest across-the-board
reduction in the CPI adjustment would be the fairest thing to do
under the circumstances.

Senator HEINZ. Like what? That is the problem; what is easy,
what is fair?

Mr. STOREY. I do not have a budget in front of me and I do not
know what it would take to get that particular saving over the
next 5 years. But a reduction in the CPI-related increase of I or 2
percentage points in a year when the inflation rate is 8 to 10
percent is what I would call a pretty modest rollback in the cost-of-
living adjustment.

Senator HEINZ. What you are saying is you would take some
percentage cap.

Mr. Minarik.
Mr. MINARIK. Since the ground rules have taken my first two

suggestions out of the ball game, there is one other possibility in
terms of a rollback type of approach, which I am sure Mr. Hacking
is going to immediately disagree with. Actually, I disagree with it
too, as my written statement will describe.

But one of my colleagues, Charles Schultze, in testimony a couple
of months ago, suggested that we have overindexed social security
benefits over the last 4 to 5- years because of the problem with the
Consumer Price Index. Therefore, he suggests we could try to, in
effect, lower the trajectory of future social security benefits for
people who were overindexed to get them back in the future to a
level where they would have been if we had indexed. by a more
correct price index from 1977 through 1980. That would be very,
very difficult to do. It would require treating differently different
classes of retirees according to when they have retired, whether
they were indexed in all 4 years or whether they retired in 1978 or
1979, or 1980. The reaction I have gotten when I have asked people
at the Social Security, "This sounds difficult to do, isn't it?" is,
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"You just.said a mouthful." Therefore it seems to me it is a very
difficult way to go.

But if I were pressed to wring $25 billion out of the system in
addition to the minimum benefits and the student benefits, I think
that is where I would turn in desperation.

Senator HEINZ. Mr. Hacking, you are so fortunate you can bat
cleanup.

Mr. HACKING. If I understand your question, you want to know
what the associations would prefer if the system has to--

Senator HEINZ [interrupting]. Without arsenic, laughing gas is
not permitted.

Mr. HACKING [continuing]. If the system is to accrue $25 billion
in savings over 5 years? And this is to be done solely through
changes in the indexing mechanism?

Senator HEINZ. Or shifting it around.
Mr. HACKING: You are not talking about changing basic benefit

components or the basic benefit structure or--
Senator HEINZ. You could advocate or advance that. I do not

want to count what the Senate Finance Committee has already
done because that decision, frankly, will have been made by the
close of business tomorrow when we pass reconciliation. So it is a
rather academic point. So I am looking for things beyond that.

Mr. HACKING. We would apply some general rules to all the
possible options. The first rule would be that the groups which
would bear the cuts that would accrue the savings should be pri-
marily those groups that have the greatest number of options
available to recoup or make up their losses. Generally speaking,
people in the work force would have greater options to recoup
losses than people not in the work force and already on the rolls.
Therefore we would look first to persons who are still employed
and who have a -relatively greater ability to compensate for any
loss of expected benefits.

Senator HEINZ. What are the options that people in the work
force have, take a second job?

Mr. HACKING. Remain in the work force and not come on the
rolls. That is the primary thing. It is much more difficult for a
person who is retired to come back into the work force. But if still
greater expenditure cuts were still needed then I guess you have to
spread the rest of the pain among people on the rolls. Exactly how
you would do that, given this basic criterion of concentrating any
benefit expenditure reductions on people who have the greatest
number of options is a difficult matter. You would have to look at
all the possible combinations of curtailments in benefits, both de-
rivative benefits--

Senator HEINZ. And that is why I am asking you the question,
because I assume you have done some of that.

Mr. HACKING. One benefit cut that is coming through the legisla-
tive process now is the elimination of the social security minimum
benefit. The minimum benefit gives something of a windfall to
persons who were not low-wage earners necessarily, but were
simply able to split their employment between work covered by
social security and that not work covered by some other retirement
system. Those people in effect pick up an advantage from a feature
of social security that is welfare in nature and that was never
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intended for them. Obviously, persons in this category are better
able to bear these kinds of losses than others, but I do not think
you will get a lot of savings.

Senator HEINZ. That picks up $3 or $4 billion at most.
Mr. HACKING. If you wish to cut social security expenditures

concentrate the cuts on people not yet on the rolls you almost have
to reduce substantially early retirement benefits and drastically
tightening up disability criteria for disability insurance benefits.
Those are the basic options.

Senator HEINZ. What about the option of delaying for a period of
time, from July to -December, the payment of the increase of the
CPI?

Mr. HACKING. There are a number of proposals to delay the
timing of the increase in the cost-of-living adjustment. We would
suggest that if any savings are to be accrued by tampering with the
indexing of benefits, whatever is done should not be done on a
permanent basis.

A one-time delay, as the administration recommends, is obvious-
ly not as painful as some other more drastic change like an out-
right cap on cost-of-living adjustments or a shift to the lesser of the
rate of increase in prices or wages.

Senator HEINZ. It is my understanding, and correct me if I am
wrong, that if you move from a July to October for each of the next
4 years, that you would save about $7 billion a year, that that
would be a little more than $25 billion and at that end of the 4-
year period you could either all in one jump or a month at a time
move it back to where it was.

Now, how fair is that proposal? How equitable-be a severe critic
of that proposal?

Mr. HACKING. Well, to the extent that--
Senator HEINZ. Or is it reasonable?
Mr. HACKING. To the extent that the system accrues savings as a

result of this kind of a proposal, you have to keep in mind that the
savings to the system directly translate into income losses to the
beneficiaries on the rolls and that will show up in terms of the
poverty incidence and in other ways, by a lowering of the standard
of living of those on the rolls. Any savings to the system accom-
plished in that way translates into losses to people on the rolls.
However, what you have suggested is a less drastic cutback than
some others that have been proposed with respect to cost-of-living
adjustments.

We shall have to set priorities. There are things less unaccepta-
ble to us. The administration's proposal for a shift from July to
October is moderate relative to other things that might have been
proposed but were not.

Senator HEINZ. It seems to me that the problem with either the 90
percent or the 85 percent of full benefits is that that is likely to be
a permanent proposal, and what it says is that the elderly will be
guaranteed that they will not keep pace with inflation and that
poses a problem, I think, as a matter of public policy.

The proposal to do wages or prices saves money if, and only if,
prices rise faster than wages. This year so far we are getting lucky.
Wages are rising at 8 or 9 percent and prices are not exceeding
that. How long we will be lucky, we do not know. Maybe we will
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stay lucky for 2 or 3 years if OPEC keeps producing. Therefore,
that does not necessarily offer us a saving.

On the other hand, we have the postponement proposal which
avoids some of the pitfalls I just mentioned plus the pitfall of
trying to confront one leading possibly to more individual CPI
kinds of questions.

There was general agreement that the existing CPI is not all
that bad. Constructing another CPI is not going to put senior
citizens much further ahead than the existing one. So why do that
if it is not going to accomplish anything. It seems to me that of the
choices of poisons before us, the temporary postponement of the
cost-of-living increases might be the best.

Would you agree or disagree?
Mr. HACKING. The temporary postponement is less unacceptable

to us than a cap.
Senator HEINZ. What a warm, glowing endorsement of that idea.
Mr. Minarik, Mr. Storey, you have been silent on that.
What do you think?
Mr. MINARIK. I would only add to your list of alternatives fixing

the CPI, having one index, having that corrected. Again, one does
not know whether that will give you savings or not because one
does not know what mortgage rates will be and right now they
wave the CPI like the dog waving his tail. If you take that out,
there is no telling what the next round will do for you on benefits.

I would do it because I would like to have a good price index. I
think it is a nice thing to have.

The only facetious recommendation I would have is if we get
lucky on OPEC and if wages exceed prices, maybe we should count
the additional tax income as savings.

Mr. STOREY. As a former staff member of the Senate Budget
Committee, I would be foolish not to support making the increases
effective at the beginning of the fiscal year. It certainly would
make the work of my former colleagues easier.

Senator HEINZ. That is not supposed to be a factor.
Mr. STOREY. It is only a one-time delay in payment adjustments,

and adjustments would continue at that date from there on.
With respect to your point-- -
Senator HEINZ. It does have the drawback of making every single

person on social security mad at the Congress. But we do not think
about things like that.

Mr. STOREY. With respect to your point that a limitation on the
full CPI index could become permanent, I would hope that as the
rate of inflation came down that would not be the case, and that
Congress would move back to the full increase. But even in the
event that it did become permanent, I think one thing that every-
body in the country must realize by now is that our society, at least
in the post-World War II period, has experienced some rate of
inflation almost every year. Fortunately, it was at a very modest
rate for most of that 35-year period. But if we can achieve a
situation where people are better able to plan their retirement
income from all sources, including social security, one would pre-
sume that people would take into account the fact that there is
going to be some modest degree of inflation, just as they did during
their working lives.
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Senator HEINZ. One last question.
Do you think that we should tax social security benefits as

somebody-I think Mr. Minarik-suggested?
Mr. STOREY. Recognizing that there could be a 96 to nothing vote

against such a proposal--
Senator HEINZ. Sooner than you may think.
Mr. STOREY. I think logically it makes a lot of sense to treat

social security the way other pension income is treated.
Mr. MINARIK. And put the money back in the system.
Senator HEINZ. Mr. Hacking.
Mr. HACKING. We have a problem with that.
First of all, there is the rationale-this is not a new proposal.

The rationale on which. this proposal is based is that social security
ought to be treated like any other pension for tax purposes. The
problem is that social security is not, strictly speaking a pension. It
contains pension elements, yes, but it also contains welfare ele-
ments and other elements that are characterized as social adequa-
cy in nature.

I wonder if Mr. Minarik would be in favor of sorting out the
various functions of social security and creating one social security
program that is, strictly speaking, a pension that closely relates
benefits to earnings records and contributions? If so, then his pro-
posal would make more sense than it does at this point.

Mr. MINARIK. If I may answer, the welfare elements of social
security, to the extent that they provide people with very low
incomes with some modicum of support, would not be an issue in
the taxation of social security benefits because we have a personal
exemption and a standard deduction under the income tax system.
Most of the operational schemes for taxing social security benefits
at the present time would make it theoretically and practically
impossible for anyone who relies entirely on social security for
support to pay 1 penny of taxes.

Essentially, what such a system would do in practice, because of
the standard deduction and certain personal exemptions, it would
tax certain groups of people who have substantial other sources of
income and that is why I think it would be a good step from an
equity point of view. You would get tax collections from the elderly
who are better off and you could pump money back into the system
and thereby benefit the elderly who are less well off.

Senator HEINZ. Any other comments?
Mr. HACKING. First of all, with respect to any proposal to tax

social security benefits, the associations are strongly opposed.
While it may be true as Mr. Minarik says that lower income
elderly would not have any tax liability even if their social security
income were counted in gross income for income tax purposes, this
change would still affect many social security recipients who are
on the rolls. They would argue that you are changing the rules of
the game because they counted on tax-free benefits when they
retired. If you tried to tax benefits prospectively, only for people
coming on the rolls at some point in the future, then you would be
lowering the expected rate of return of people who would be sub-
ject to this tax in the future and these people would likely lose a
good deal of support and enthusiasm for the program because as
higher earners and higher contributors they get a relatively lower

83-933 0 - 81 - 4



.312

benefit as a percentage of final earnings. That should not be lost
sight of.

If you want to sort out the functions of social security and create
a program that relates future-benefit awards strictly to earnings
and contributions, then this proposal would make a little more
sense. It does not at this point, given the structure of the system.

Senator HEINZ. Thank you all. You have been excellent wit-
nesses.

The hearing is adjourned.
[Whereupon, at 4:25 p.m., the committee adjourned.]
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UE DEFINITION

The June, 1981 increase in social security benefits will be' the
seventeenth acrois-the-board increase since the programs inception. it will
be the seventh consecutive automatic increase under provisions enacted in
1972 and-amended in 1973. This increase also applies to Federal Supplemental
Security Income (SSI) benefits. It is based on the change which occurred in
the Consumer Price Index (CPI) between the first quarter of 1980 and the
first quarter of 1981. This June's increase became known on Apr. 23, 1981
when the March 1981 CPI was announced by-the Bureau of Labor Statistics. The
size of this increase-and the previous one (14.3%) has raised concerns about
(1) the fairness of such large increases in benefits relative to the typical
wage increase given workers whose taxes support the system, (2) whether the
CPI is the-appropriate measure for adjusting' benefits for inflation, (3) the
difficulty it creates for balancing the Federal budget and controlling
inflation, and (4) general questions about the reasonableness of the CPI as a
measure of change in the cost-of-living. Other concerns have been raised
about the strain placed on the household budgets of social security
beneficiaries by having benefits adjusted only once a year, particularly
during periods of high inflation. Numerous proposals have been made to
increase the frequency of the benefit adjustment to twice a year.

BACKGROUND AND POLICY ANALYSIS

The Mechanics of the Automatic Senefit Increase

Generally speaking, if the cost of living, as measured by the Bureau of
-Labor Statistics' Consumer Price Index (CPI for urban "wage and clerical
workers") rises by 3% or more over approximately a one-year interval, a
benefit increase for social security and SSI recipients will be triggered.
The-change in the CPI is measured from the first calendar quarter of one year
to the first calendar quarter of the next year. If it shows a 3% or more
increase a benefit increase of equivalent amount will be due for the month,
of June following the end of the measuring period. The CPI for the two
calendar quarters used to measure the change represents the straight average
of the CPI for each of the 3 months in both quarters. The following example,
which uses the latest benefit increase computation, illustrates how it is
done:

1. The CPI for the first quarter of 1980 was 236.6. This was
the arithmetical average of the CPI for January, February
and March, 1980.

Month in 1980 CPI

January ........ 233.3
February ........ 236.5

March. ........ 239.9

Total 709.7

(jThe average CPI for the 1st quarter of 1980 is thus: 709.7 = 236.6
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2. The CPI for the first quarter of 1981 was 263.1. This was
the arithmetical average of the CPI for January, February
and March, 1981. -

Month in 1981 CPI

January ......... 260.7
February . ..- 253.5
March . 265 .2

- : , Total 789.4 .

ThIe average CPI for the 1st quarter of 1981 is thus: 789.4 4 263.1

3

3. The percentage increase in the CPI from the first quarter of
1980 to the first quarter of 1981 is:.

263.1 236. 6 a 100 11.2

The benefit increase is rounded to the nearest 0.1%. It applies to all
types of beneficiaries. :..

The Secretary of Health and Human Services (HHS) is required by law to
publish the amount of the increase in the Federal Register within 45 days
after the close of the measuring period (which typically means by May 15th of
each year). The change in the CPI for March of each year (the closing month
of the measuring period) is announced by the Bureau of Labor Statistics
somewhere between the 20th and 25th of April, at which point the amount
the benefit increase is known and is disseminated by the press. The beneft -!

increase first appears in the July benefit checks, i.e., 3 months after the
close of the measuring period.

The automatic benefit increase cannot be triggered under three
circumstances:

(1) as mentioned above, when the CPI does not rise by.
at least 3% during the measuring period:

(2) an ad-hoc or general benefit increase is enacted by
Congress in the year before the automatic increase
would become effective;

(3) an ad-hoc or general benefit increase is actually due
in the year before the automatic increase would
become effective.

whenever there is an automatic benefit increase, an automatic increase in
the social security taxable earnings base is triggered for the following
calendar year. (The earnings base is the maximum amount of earnings
subjected to the social security tax and creditable for figuring social
security benefits in any one year.) This triggering mechanism did not apply
to calendar years 1979 and 1980 and will not apply to 1981. The triggering
mechanism was in effect for earlier years (1975-1978) but was altered by the
1977 Social Security Amendments in order to increase revenues to the social
security system The earnings base was increased to higher levels than what
would have arisen under the automatic provision and thus a greater amount of
earnings was subjected to the social security tax. C
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TABLE 1. The taxable earnings base - 1979 to 1981

calendar years

- 1979 1980 1981

taxable earnings base .-.X

77 amendments 5$22,900 825,900 $29,700

old law , 18 900 920,400 $22,200.

Note: 1978 earnings base also was ad-hoc but it turned"-n'

out to be no different from the earnings base resulting from

automatic provisions . -- . ; .;

For years beginning in calendar year 1982, the earnings base again will

rise by way of the automatic procedure. Typically under this procedure, the

increase in the earnings base is calculated -by measuring the change in

average wages in the economy,' in contrast to the automatic benefit increase
which is based on changes in the CPI. The earnings base goes up by the

percentage increase in the reported wages for the year immediately before the

year of changeover the average of total wages reported to the Secretary of

the Treasury in the second year preceding the year in which the earnings base

is to change. In effect the increase in the earnings base represents the

rise in average wages from the third to the second year before the increase

becomes effective (wage reports are filed in the year after wages are paid).

The amount of the change is rounded to the nearest multiple of $300.

When the earnings base is increased, the table of benefits also is

extended to reflect the higher benefits that are payable because greater

7
CGrage monthly earnings can now be calculated as a result of the higher

Jingn base.

The automatic benefit increase also triggers an increase in the amount of

earnings which are to be exempted from the social security -earnings or

retirement test" (generally, benefits are reduced if earnings exceed the

exempt amount) The automatic procedure here is based on increases in

average earnings levels determined by the. same calculation used to compute

the automatic increase in the taxable earnings base. The increase is rounded

to the nearest multiple of $120 This automatic adjustment does not apply to
persons 65 and older during calendar years 1979 through 1982 since ad hoc

increases in thelexempt amount were enacted for this group of beneficiaries

for those years After 1982, the exempt amount will rise for this group in

accordance with the automatic provisions again, although the exempt amount

will continue to be larger for them than for beneficiaries under age 65.

(Bee ChS report 78-78 t9W for a detailed description of the social security

retirement test and how it works).

Increases in the earnings base and retirement test exempt amount are not

triggered by general or ad hoC increases in benefits. Further, the law does

not allow for any adjustments below existing levels, if for instance average

wages were to fallV

Oz Legislative History of the Automatics

while the first automatic benefit increase under social security did not
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take place until 1975, the thrust for such a mechanism goes back at least to
the mid-lB60s. Former Commissioner of Social Security Robert M. Ball wrote
in a 1966 Social Security Bulletin article:

In addition to the need for improving the adequacy
of social security benefits as initially awarded, there
is also the question of keeping the benefits up to date
once they have been determined. Many people are om the

-boenfit rolls for 15 or 20 years, or even longer, after
entitlement. Both the civil-service retirement system
and the military retirement system now include provisions
to automatically adjust benefits to iscreases in-the cost
of living. Certainly such a provision should also be.-
considered for the social security system.

Nunerous proposals arose during'that period, and in 1968 the idea received
national prominence When both the Republican and Democratic parties included
proposals of this nature -in their platforms. In 1969 and each year
thereafter through 1972, the Nixon Administration proposed an -automatic'
procedure as part of the Administration's legislative program for social
security. The first serious action taken by Congress to create an
;automatic: procedure was with H.R 17550; the Social Security Amendments of
1970. This was an omnibus bill containing significant measures for social
security, welfare, Medicare and Medicaid, trade and other programs. The bill
as reported by the Committee on Vays and Means only provided for a one-tine
iscrease in social security benefits of 5% to be effective for January. 1971,
but a floor amendment resulted in an additional Rouse-passed provision which
would automatically tie future benefit increases -(for 1973 or later) to

changes in the consumer price index. A similar measure was passed by
senate; however, it passed the Senate late in the session, and while( y
conference was requested by Representative Wilbur Mills, chairman of the Ways
and Means Committee, the session expired before a conference could be
convened.

Early in the next Congress, a one-time benefit increase of 10% was enacted
(P.L. 92-h), effective Jan. 1, 1971 (the Senate-passed version of the benefit
increase provision of R.R. 17590 called for a 10% hike, rather than 5% as
contained in the House-passed bill). in signing the bill, the President
again restated his desire to see future increases placed on an "automatic"
basis. Shortly thereafter, the 1971 Social Security Advisory Council made a
similar recommendation. Later that spring, the Committee on Ways and Means
reported out, and the Rouse passed, N.R. 1. another omnibus set of major

social security and welfare aMendments, which included provisions calling for
another 5% increase in benefits to be effective for June, 1972 and for future
benefit increases to be pegged automatically to changes in the CPI, effective
for January 1974 (if triggered) and thereafter. Tne Senate Finance Committee
held hearinga on the bill that summer, but no further action was taken until
1972. The committeeheld hearings again early in 1972, but in the meantime
interest had already begun to mount for another major benefit increase. In
February 1972, Representative Mills introduced M.R. 13320 calling for a

one-time 20% increase in benefits and automatic increases thereafter.

Later that spring, when the Senate was cohsidering N.M. 15390, a bill to

extend the public debt limit, an amendment introduced by Senator Church was
agreed to which for the most part contained the sane benefit increCZ,

provisions of the M bill. .R. 15390 w assedseb both the Senate U
Rouse on June 30, 1972, and was signed into law by the President on July 1,
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1972. It became P.L. 92-336.

This legislation'provided for future automatic cost-of-living increases,
inning in January 1975. - The law provided that benefits could be increased
omatically 'each January whenever the -cost of lving rose 3% or more

between specified base periods. However79an automatic benefit increase would
not take-effect if Tin the preceding 'year a general benefit increase (other
thanu an automatic benefit increase) had become effective or hadbeen enacted.

, 'S._- t--- -' .''-7-w-'-'- . -

-..:.. The rmaxima'umearningse,:taxable<fof_ ; social'- security purposes was,', also.,
increased from 19,000 a year to $10,800 for 1973 and to $12,000 for '-1974.
Starting in 1975 the base was to' be automatically increased in proportion to

- the increase inn the-level-of average covered- wages -in the first calendar-
quarter-of .the.year' in which the computation was made over, the' level. -of.--
average covered wages in the' first calendar quarter of the later of: the
most recent year in which an ''increase" in the tax and benefit base was
enacted, or the most recent . year.' in which a determination was, made to
automatically adjust 'the contribution 'and benefit base.

The .Consumer Price Index rose rapidly in the first 6 months of 1973.
Reacting to this 's~itlation, in June 1973 the Senate Committee on Finance
added an amendment to 'a House 'passed bill authorizing a continuation of the
temporary increase in 'the Public Debt Limit (H.R. 6410). Under the committee
amendment, the first cost -of-living increase would have been provided with
the benefits payable for January 1974, rather 'than January 1975, with the
percentage rise measured over the 12-month period from June 1972 to June
1973. (When the previous 'benefit increase had been considered by the
committee, it was estimated that benefits would be increased , by 5.6%.
However, the actual rise in the Consumer Price Index was greater than

',jicipated and when the index for June 1973 was published, the rise was
t 2ually 5.9%.)

The committee thought that because the benefit increase provided by the
amendment was only an advance on an increase that-otherwise would be payable
automatically later, there was no need to provide additional revenue to pay
for the additional benefits.

When this legislation went to conference, the Administration objected to-
the benefit increase on grounds that it would ruin the budget for FY74 by
increasing expenditures without. increasing revenues. Accordingly, the
conference agreed to postpone the increase until June 1974 (the check would
be issued in July) so that the additional expenditures would not come until
the start of the next fiscal year (1975). In addition, to help meet the
additional costs provided, the annual tax base, scheduled to go into effect in
January 1974 was raised from $12,000 to 512,600.

Because of the parliamentary situation in the House, these provisions
agreed to by the conference on the debt ceiling bill became a Senate
amendment to a bill extending the Renegotiation Act and were enacted as part
of Public Law 93-66.

Following enactment of Public Law 93-66, pressures arose to make the
increase payable earlier than July 1974. Moreover, the Consumer Price Index
continued to rise at a rapid rate and there were complaints that the 5.9%
increase provided would be inadequate. The Committee on Finance, therefore,

C Pouncedon Oct. 30, 1973, that it had ordered reported a bill (H.R. 3153)
t included a 7% increase in social security benefits, in lieu of the 5.9%

increase enacted in July, which would become effective with the benefits
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payable for the month of enac:me.t. Like the earlier enactment, the proposed
increase was considered an advance on the January 1975 automatic
cost-of-living increase.

At the same time the Committee on Ways and Means was 'also 'considering
substitute for the 5.9b enefit increase. The committee's bill (9.9. 1133
provided for a two-step 11% benefit increase with 7% payable' in March 1974
and the remainder in June 1974. It also moved the date of the first
automatic benefit increase from January 1975 to June 1975, and changed the-
CPI measuring period so that rather than ending -With the second calendar
quarter of theyear preceding the increase. the measuring per'fod bwuld end"
with the first calendar quarter of the year in which the increase was to take
place. In effect, it shortened the administrative lag period from the end of
the m easuring period to the month of the benefit increase from 7 months to 3.
The tax base'was to be increased to $13,200, effective January 1974 (rather
than to the $12,600 authorized earlier in the year) and the tax rate schedule
for the early years was to be revised by transferring income from the
hospital insurance program (which estimates showed to be over financed in
this period) and by increases in the tax rates beginning in 1981.

When H.R. 11333 was received in the Senate, the Committee on Finance
reconsidered its earlier decision to' provide a 7% benefit increase and
recommended a two-step, 11% increase similar to that passed by the House.
The Senate bill, however, provided that the first step -- 7% -- would be
effective for the month of enactment (rather than for March as in the

House-passed bill) with the second step to the full 11% being effective for
June 1974, as in the House-passed bill. With regard to financing the cost of
this increase, the committee adopted provisions somewhat like those in the
House-passed bill.

When the menate-passed bill (H.R. 3153) went to conference,
parliamentary situation was tangled. Conferees reached an informal agreene'k

as to what provisions would be recommended to the House and to the Senate.
The conference was recessed, subject to the call of the chairman, and Senator
Russell Long, the chairman of the Committee on Finance, brought House-passed
H.R. 11333 to the floor. On the floor he made a notion to substitute for

H.R. 11333 those provisions of H.R. 3153 that had been agreed to by
conferees. The amended bill passed both houses of Congress with
substantially the social security benefit and financing provisions of
House-passed H.R.' 11333. The legislation was approved by the President (P.L.
93-233) on Dec. 31, 1973.

The "automatica procedure enacted with P.L. 93-233 is for the most part
the procedure that exists today. A provision, however, was incorporated in
the 1977 Social Security Amendments which changed the way benefit increases
were computed for persons who joined the rolls under the early retirement
provisions (age 62-64). Because of a technical flaw, these beneficiaries

previously had been able to receive benefit increases which were actually
greater than the change in the CPS. The 1977 provision altered this
situation so that future benefit increases would be equal to the CPI.
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The June, 1981 Benefit Increase of 11.2%

With the 11.2% increase, the maximum benefit for the month of July.,,

and thereafter became $752.90 for beneficiaries who reached age
65 in 1981 and retired with a work history of- maximum creditable earnings

(ie. whose earnings reached or exceeded the taxable earnings base

throughout their countable years).

The following table of sample benefit amounts Shows the impact .

generally of the June benefit increase on various types of beneficiaries:

- TABLE 2.- Iflus-trative benefit amounts.

Monthly
payment

- before
Benefit Category increase

Maximum and minimum Social Security

Maximum benefit, worker

retiring in 1981 at
age 65 . - . $677.00

Minimum benefit, worker

retiring in 1981 at *

age 65 153.10

Average Social Security benefits:

Retired worker alone $337

Aged couple, both
receiving benefits 576

Mother and two children 782

Aged widow 313
Disabled worker,

wife, and children 731

Disabled workers 372

July
payment

. with il.2%
se increase

benefits: -

S752.90 (1)

170.30

$374

640
870
348

812
413

Monthly
increase

$75.90

17.20

$37

64

88
35

81
41

SSI payment standard:

for individual
for couple

238 265
357 397 4

27
40
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(1) In certainmunusual circumstances, this may be higher.

Estimated Future fncreases in the Automatic Benefit Increase -

The following table shows the most recent projections of what the benefit
increases would be undercurrent law for the period 1982 through 1886. The
possible increases are shown under. three different sets of economic
assumptions: (1) those contained in the Reagan FY82 Budget; (2) those
contained in the Carter FY62 Budget; and (3) those assumed by the House
Budget Committee in its recommended first budget resolution for FY82.

TABLE 3. Projected benefit increases, 1982-1886

Calendar Reagan Carter House Budget
Year Budget Budget Committee

1889 1/ ' .1 . 1 2 2 3% 11.2% - :

1982 9- 3 11.23 10.7

1983 6.6 9.2 5.5

1984 ' 8.0 8 .3

1985 4.9 7.3 --- 2/

1986 4.4 6.5 --- E)
1/ Actual increase is 11.2%. Carter budget assumption was

estimated months before increase was known.
2/ not available

AS for the long range, the 1980 Social Security Trustees! Report
assumptions anticipate a steady decline in the size 'of the automatic
increases between 1986 and the year 2005. on average from that point on, the
increases would be 3% per year under the optimistic assumptions, 4% per year
under the intermediate assumptions, and 6% per year under the pessimistic
assumptions. The long-range forecasts anticipate a benefit increase will
occur every year throughout the 75-year actuarial valuation period even under
the optimistic assumptions.

Comparison of Benefit Increases Over Time to Changes in
the Cost-of-Living

Frequently the question is. asked of how benefit increases compare over
time to changes that have occurred in the cost-of-living. The following
table, shows the change in benefits due to general or automatic benefit
increases from the inception of the program to various subsequent points in
time up to the present. It also shows the amounts by which the CPI has
increased from the inception of the program to the month of each subseqU6(:;
benefit increase.e
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TABLE 4. History of percentage increases in benefits and prices(l)

Effective Across-the-board

date increases in benefits

cumulative

- each s since'
amendment amendments of

1/40 -

9/50
9/52

9/54''
1/59

1/65
2/68
1/70
1/71

9/72
6/74

6/75
6/76

6/77
6/78
6/,79

* 6/80

77
12. 5
13
7-

7

:13
15 s -
10
20
11
8.:
6.4
5.9
6.5
9.9

14.3

77

99.X
125.0

' 140.8

157.7
191.2
234.9

268.4
3 342. I
390, 7

: - 430.0
463.9

3 -'' 497.2
536.0

599.0
699.0

Increases in CPI

between cumulative

effective - since

dates amendments of

75.5 75.5

,9.3 91.8:

0.5 92.8

8.0 108.2

7.9 124.7

9.2 145.4

10.8 171.9
5.2 186.0

5.9 202.9

16.4 252.6

9.3 285.4

S5.9 308.1

6.9 336.3

7.4 368.6

11.1 420.6

14.2 494.2

clerical workers- is the

purposes.
(1) NOTE: the CPI for 'wage and

one used for social security
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one key observation from the table is that tne cumulative change
benefits due to statutory benefit increasee has onuistently surpassed
cumulative increase in the cost-of-living at eacG point that a bene
increase has been provided. Thet that since the inception of the
program, benefit increases alone accounted for a 659 change hroug June
1980, while the cumulative change in the CPI has been 494%. Thus it night be
said that the benefit increase provisions alone have resulted kn a real
increase in the purchasing power of the benefit of 35%.

- This difference, however, is due to the ad-hoc, general benefit increases
provided before the automatic provision was put into effect. Between June,
1975, when the first automatic increase became effective, and June, 1980, the
cumulative amount of benefit increases was 83%. The change in the CP!
between July, 1974 (the month after the last ad-hoc increase became
effective) and June 1980 was about 87%. The only reason for any difference
at all is that the measuring period used to determine the benefit increases
differs slightly from the two points of reference used above.

It should also be observed from the table that even though cumulative
benefit Increases have surpassed the change in the cost of living at the time
of each benefit increase, there were often very substantial lags between the
various benefit increases. For example, over the nearly 11-year period from
the time the first monthly benefits were paid until the first benefit
increase was provided (January 1840-September 1950) prices rose gradually by
75.5%, but benefits were not increased until September, 1950 when a 77%
increase was pet into effect. There was no benefit increase between 1959 and
1965 -- a period in which prices rose about 8%. The 1965 benefit increases
was only 7%. The 1999 benefit increase similarly had fallen short C)
restoring 1954 purchasing power (the year of the preceding benefit increase(;
Similarly, between September 1972 and June, 1974 prices rose 18.4%. The 1974
benefit increases (4 and 7% respectively) together only amounted to 11%.
While the interval period today (one-Year) is' onsiderably less than some of
the lag periods of the past, the high inflation of recent years has once
again raised concern about the loss of purchasing power in the period between
the benefit increases. This is discussed further in the next section of this
brief.

Often, observers of the program will compare the increase in the average
level of social security benefits to changes in the CP!. Such a comparison
is misleading because it does not reflect the numerous other factors (in
addition to the benefit increases) which alter the size of the benefits over
time. Wage levels tend to rise over time, for instance, and this ultimately
is reflected in the average social security benefit, because benefits are
based on an individual's earnings record. As newer beneficiaries cone on the
benefit rolls with higher earnings and older beneficiaries pass away, the
average of all benefits is raised. Further, up until recent legislated

changes were made, the benefit formula itself tended to overcompensate for
changes in inflation and this too tended to raise the average benefit.

Overall the increase in the average benefit has been considerably greater in
recent years than the increase in benefits caused by statutory benefit
increases. The other factors that affect the size of the average benefit
generally have augmented statutory benefit increases, rather than dampening
them. AS the following table shows while statutory benefit increases h,
more or less kept in line With changes in the CPI since 1974, the increase

the average benefit has actually exceeded the increase in the CP!.
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TABLE S. Comparison of increases in benefits to -

increases in the CPI between June, 1974 and June. 1980(1)

0 Change Cumulative increases in various measures of benefits

in CPI change due only change in average change in average
to statutory benefit of retired amount of new award

benefit increases worker to retired worker

67% --% - -63%- s8.. ; 2 - .2' 89% -. -.

(1) Reflects benefits payable in month of July of each year

It should be understood, however, that the change in the average benefit:
does not typically reflect changes in benefits for many beneficiaries who are
on the benefit roll. For many-beneficiari'es, the only change in the benefits

they receive from one year to the next is the statutory benefit increase.
Beneficiaries who continue to work after first receiving benefits night
receive even greater benefit increases than those which result from the
statutory benefit increase because of their additional earnings, but this is
not the norm. In addition, as previously mentioned, the average benefit
includes the effects of new beneficiaries coming onto the rolls with higher
benefits and others who have passed away with lower benefits. Thus, a
comparison of increases in benefits over time to increases in the
cost-of-living using average benefits in the calculation contains a number of
elements that say tend to distort the ratio of the increase in benefits to

the increase in the CP1, at least for the vast-number of beneficiaries. It
reflects the impact of rising wage levels, particularly with respect to new
nards, as well as statutory benefit increases given to existing

eficiaries -- -

Timeliness of the Benefit Increase

Frequently, the social security benefit increase provisions are criticized

for not being sensitive enough to changes in the cost-of-living, particularly
When inflation is acute. It is argued that the lag between the period when

inflation occurs and the payment of the benefit increase is too long. If the

cost-of-living is rising quickly, the value of the benefit is eroded during
the months prior to the benefit adjustment for that inflation. For example,

if the cost-of-living rises by 12% over a year's time, a beneficiarys

purchasing power declines steadily during that period, to the extent that by

the end of the period, his benefit will be able to buy only about 88% of what

it coald buy a year earlier. Proposals are often made to provide social

security benefit increases more frequently than once a year so that the lag

time ceald be shorter.

The period of tine that elapses from the beginning of the measuring period

used to compute the automatic benefit increase and the actual month in which

it first appears in benefit checks is about 18 months long. The average CPI

for the first quarter of one calendar year is compared to the average of the

CPI for the next year -- in rough terms, a 12-month change from mid-February

to mid-February of the two years involved. The benefit increase is payable

in July following the close of the measuring period, i.e. about 4 1/2 months

Laer_ Thus inflation occurring in the first month of the measuring period
( lens itself in benefit levels a little more than 18 months after it

\ilurs. and inflation occurring in the last month of the measuring period is

reflected in benefits a little more than 4 months later. On average the lag
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between the month in which inflation occurs and the month in which the
subsequent benefit increase is provided is roughly 10 to 1 =:nths long. If
benefit adjustments were provided semiannually, the average :ag would be 7 to
8 months long (assuming the administrative delay following the close of
measuring period were retained as under current law),.....

This shortening of the lag period which would result from semiannual.
rather than annual, benefit increases is what motivated the 1979 Advisory
Council on Social Security-to recommend such i provision for the program.
Under their proposal, whenever the cost-of-living rose at a rate of. greater
than about 6% per year (3% semiannually), a semiannual adjustment would be
triggered. The proposal also includes a change in the effective dates of the
payment of the adjustment. Instead of June, the benefit increase would be
payable in March and September. The Advisory Council's proposal illusrtrates.
the major obstacle in moving -to a semiannual adjustment nechaniss -- namely
cost. Based on assumptions being used at the time the Advisory Council's
report was issued (December, 1979), if the proposal were to have been made
effective for calendar year 1981, additional costs of $2.2 billion would have
arisen in 1981. rising to $3.2 billion in 1985. This additional cost would
have been due ertirely to the "speed-up' of the benefit adjustment. It
should be noted that the nature of this added cost is the subject of
considerable misunderstanding. It is thought that some of the additional
costs caused by semiannual adjustments would arise from the compounding of
benefit increases -- in other words, real benefit increases. In fact, the
entire amount of additional costs cones from the 'speed-up- of the benefit
increase. None comes from compounding, because the CPI itself would
self-adjust for such an effect.

It also should be understood that the lag does not apply, to all
beneficiaries. For instance, for new beneficiaries the length of the 3t2~
period depends largely on when a person comes onto the benefit roll. \
beneficiary coning onto the roll in May receives a benefit increase in the
-following July Check even though he was not on the benefit roll during the
period of time in which the inflation occurred. Similarly, a person coming
onto the benefit roll in January was a beneficiary for. only a little more
than a month of the period when the inflation occurred. yet this person also
will receive a full benefit increase the following July. Whether or not the
excess benefit increase in actuality makes up for a period of inflation prior
to the individual's coming on to the benefit roll, or whether it amounts to
an advance on upcoming inflation, depends largely on the circumstances of the
individual (i.e. whether or not he was employed immediately before coming
onto the rolls, whether his employer gave him a recent wage increase, whether
he was living on other unearned income etc). -

Another aspect of the issue that tends to obscure it somewhat is the fact
that under the new benefit formula and benefit computation procedures enacted
in 1977, future beneficiaries will receive benefit adjustments after they
reach age 62 even if they don't choose to receive benefits at that age. The
benefit increase will be reflected in their monthly checks when they do join
the roll at a later time. This was done basically to keep these
beneficiaries up with other persons of the same age, having comparable work
histories, who did choose to receive benefits at the earlier age. The
adjustment mechanism is therefore independent of the retirement decision.
This system was also intended to offset somewhat the effect on persons who
continue to work after age 62 of having earnings histories iindexed only up to
the year they reach age 60, rather than up to the time they come onto
roll. Nonetheless, as with the previous illustration, it is tot clear tG
these persons will suffer a lag in benefit adjustments when they do become



326

beneficiaries because of these pre-enrollment adjustments to their eventual

benefit levels

O Concerns Relating to the Size of the Benefit Increase

As might be expected with any sort of benefit adjustment to entitlement

programs, arguments are made on both sides of the question -of whether the

size of the increase is adequate. Some argue the automatic adjustment of

.$ocial security Penefits is ;too rzch whslothers argue that it istoe lean

At the h of the argument that the adjustment is too large is the fact

that inflation-wee never expected to be as- acute am. it has beem in recent-

years: -- -----

with an inflation rate in the last 6 or-7 years far in excess of the

assumptions made at the time of enactment of the pregent provision in 1973,

the costs of the "automatics" have greatly exceeded the original projections.

The actuarial projections at the time of passage of P.,, 93-233 in December,

1973 assumed that the automatic increase would be 3 1 in June, 1975 and

June 1976. and that the CPI in subsequent years would increase on average by

2.75% -- a level too low to trigger a benefit increase annually In fact, no

benefit increase was projected at all for 1977 because the "3-percent

trigger" was not expected to be reached. As it turned out, the first

automatic increase was 9%. and every subsequent increase since then has

greatly exceeded those 1973 assumptions -- the lowest increase being 5.9% in

1977. - - -

A number of suggestions have been made in recent years that a limit

-sibly should be imposed on the size of the annual increase. In addition

the argument that its costs have gone far beyond expectations critics

argue that the benefit increase by its very size precludes other needed

expansions of the program, that it is the root of the program s financing

problems, and that coupled with inflation adjustments built in to other

Federal programs it contributes to the inflationary spiral of the economy.

The largest single factor accounting for the tremendous growth in social

security during the past decade has been the automatic benefit increase

provision For each 1 percentage point change in the CPI 00SDI program

expenditures now will rise by more than $1 billion a year. Setween FYT0 and

F91. program expenditures are estimated to rise from roughly $119 billion to

$140 billion. Almost $17 billion of this change will be due to the June,

1980 automatic benefit increase of 14.3% (approximately 80% of the total

increase in expenditures). Further the automatic increase will account for

some 40% of the overall increase in Federal expenditures between FY80 and

FY91 (017 billion out of an overall increase of 541 billion based on the

conference agreement of the FY80/81 budget resolution)

Another cause of concern about the size of the benefit increase 1i that it

erodes confidence in the system among the workers who support it when large

benefit increases are provided at a tine when unemployment is rising and when

general wage increases in the economy are lens than the benefit increases

This has been the situation for the last 2 years and it is expected to occur

again in 191. The following chart shows the differences between the benefit

increases for CY79-81 and the average increase in covered wages in the

-nomy for those years. -

.--
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Calendar Year

1979 1980 1981

Social security, benefitincrease 9.9% 14 3.

.ATerage covered wage increase 1/ 8.3%f 8i5% 10.4%

Source: FY82 Reagan Economic Assumptions - -

1/ Average wage increase, calendar year over calendar year

This is in part the issue behind one of a nunber of alternative proposals
made by the Director of the Congressional Budget Office.in a July 31. 1979
letter to the chairmen of various congressional committees, suggesting that
the benefit increase be pegged to the Presidents wage-price guidelines as a
way of avoiding financial problems expected to arise shortly in the OASI
program. This too had bees part of President Ford's concern iprposing t7
part of his FY78 budget that social security, Federal salarieso and ok~
Federal benefi: tprogram th automaticescalator provisions be constrained
by Aa g wa t n increases (one-time ony) oeThis was a so a period of high
inTfation and nemplo yment.

Another idea frequently nentioned along the sane lines would be to
constrain the size of the benefit increase by pegging it to tne lower of the
increass in wages or prices.. In this way, social security beneficiaries
woul rece ie no greater abenefit increasenthan the pany raise prceived tby

Fedra benfi pga s wit e uo i esaa tort proison be osrie

th ty i ical wage ear ner tor Honligs (ranking minority member of he
Senate Budge Commiee) recently sponsored t proposal to limit benefit
increases in social secu ity adoher governmben progrm s to the lower o f

increases in wages or prices. His proposal was endorsed by the Senate Budget
Committee in April 1991 as part of the committee's recommendations in
estallishing a first budget resolution for FY82.

.le Congressional Budget Office released a report in February 1981 on ways
to rednce the size of the budget which included several alternatives for
social security cost-of-living adjustments. One suggestion was to repeal
au:a-.:ic indexing for all Federal programs and to establish instead an
anntua across-the-board decision on the extent to which the government could
afforo so counteract inflation -- perhaps by presidential decision with
nongreosional concurrence. For social security alone, CBO suggested:

-- use the lower- of the increase in the CPI or in a
wage index ($25 billion in savings in FY82 through
FY86);

83-933 0 - 81 - 5
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-- limit the increase to 85% Of the rise in the CPI.

($44 billion in savings in FYS2 through FIBS);' -

base COLA on the rise In the Personal Consumption .-

- .. Expenditures chain index of the National Income ''

and Product Accounts, whieh measures housing by a -

3 ' rental equivalency conceptand changes the goods'

that are used to measure the index ($O billion in
savings in FY82 through FY86); or

delay the increase to OCtober Of each year without-

changing the base period ($24 billion in savings in.

FY82 -through FY86) .

ail of the above CEO figures are preiimi'nary estimates.

Similiarly to one Of the above CRO proposals, the Adninistration has

proposed a change in the timing of the cost of living increase as part of its

proposed package for solving the short and long range financing problems of

the Social Security trust funds. . The increase would. be delayed to October Of

each year starting in 1982. 'The base period would change and would end in

June of each Year (unlike the CEO proposal); additionally. all 12 months- of

the measuring period (July through June) would be averaged to determine the

percentage increase in the CPI ($6.3 billion in savings in CY82 through 86) ---

A counter-argument to these measures is that while social security

beneficiaries and others on entitlement programs indexed via the .CPI fare

better than workers during adverse economic periods, they do not fare as well

during relatively better economic periods, Periods in which prices rise

/,--ster than wages have tended to be far less frequent than periods when wages

is faster than prices The latest Social Security Trustees' Report shows

that in the period between 1980 and 1978 there Were only a few years when

prices rose faster than average wages. People on entitlement programs

generally do not reap the advantages that workers do who see real gains in

purchasing power because their wages rise faster than prices. A proposal to

peg the it nra the lower of wage increases or price increases

would widen this difference Conversely, a proposal to peg the benefit

increase to wage increases only would narrow the gap but very likely would be

extremely costly over the long haul, because benefit increases generally

would be larger than those under the current procedure.

Another whole set of issues revolves around the question of how the

consumer price index measures the cost of living, and whether it is the

appropriate index to use to adjust benefits for persons on various

entitlement programs Today the arguments generally suggest that the

consumer price index overstates the rate of inflation. Homeownership costs

are the center of the controversy. For CPI purposes, the buying of a home

and the costs of maintaining it are treated no differently from any other

type of purchase. The buying of a hone is simply part of the market basket

of goods and services purchased by consumers However, critics of the CM

argue that people do not buy houses very frequently, and that the relative

weight given to honeownership is so large that it distorts the picture of

price increases encountered by the typical consumer. The argument becomes

particularly relevant when talking about persons on entitlement programs who

are less likely to purchase homes than other segments of the population.-

Suggestions are made that other index be used to measure price changes,

tich as the "implicit price -- deflator for personal consumption
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expeaditures ' prepared monthly by the Department of Ccczer:e, or an
alternative CPI which excludes homeownership but incorporates o::.er measures
of housing costs. One-such alternative would compute housing cos; changf,
under what is called a'"rental equivalency' basis. i.e., hypothetical r E
that would be received by a homeowner were he to rent his dwellinr

7

President Carter's Budget Message for FY82 proposed changing to that type of
index on the basis. that 'the current CPI significantly overstates the
importance of houking and measures housing costs in an unsatisfactory
manuer-" ' The Carter Administration projected no changes in costs for FY82 if
then-CI-Xl' as 'It - is -cnlled, 'were- uSed. ' Other alternative CPIs' would
incorporate *user cost. concept, which involves basically assigning values to
housing services that incorporate opportunity cost of capital, the cost of

-debt,-taxes,-insurance-, maintenance-- and-repair,-- less-a-deduction- -for--
appreciatorw (ayr iter-not"conSidered in the- current ' honeownership measure).
Under most of these alternatives the overall increase in the cost-of-living
would not have been as large as reflected by the CPI, at least in recent
years-. Recent analyses done by the Bureau of Labor Statistics suggest that
had a "rental equivalency" approach been used in recent years. recent
inflation- might only have been 80% to 85% of what the existing CPI reflected..
It would have been somewhat larger under some of the other alternative
measures involving the "user costs" approach, but still not as large 'as that
reflected by the existing CPI.

Soae of these other measures also have shortcomings, however, and it is
not clear that they always would reflect a lower cost-of-living than the
current CPI does. Further, the fact that changes in houeownership prices and
costs cay not be relevant for most households does not in. and of itself
invalidate the CPI as a measure of the typical change in the cost-of-living.
People don't buy TV sets or refrigerators every month either. They don't ba'e
cars and many other durable items. frequently. The fact is that people do(---
all nave the same purchasing patterns, but this does not necessariQy'
seriously distort the CPI as a "composite index" of changes in consumer
prices.

71he issue of varying purchasing patterns for various segments of the
population leads to another issue with the CPI as it relates to social
security, namely whether or not there should be a separate CPI or
cost-ef-living -measure for the elderly or for persons on entitlement
programs. Critics of the current CPI-adjustment mechanism argue that the
elderly buy different thingi than the urban worker (around whom the CPI is
constructed), and if their purchasing habits were reflected in the CPI
explicitly, changes in their cost-of-living probably would be higher than the
existing CPZ shows. This argument became quite heated during the
inflationary period in the mid-1970s, when both food and health costs were
leading factors pushing up the cost-of-living. The argument continues today.

As yet, it is not clear whether or not such an index, especially
constructed around the purchasing patterns of the elderly, would result in a
hisger measure of the cost-of-living. Early 1970 Consumer Expenditure Survey
data do suggest- that families with a head of household over age 65 have
different spending patterns than families generally -- they spend more of
their incomes on food, medical costs, fuel and utilities, and less on
transportation and clothing. One analysis done by the Bureau of Labor
Statistics based on the purchasing patterns derived from the Consumer
Expenditure Survey suggests that during the period 1973 through 1978 the A
werd few significant differences in the overall CPI versus an experimenIZ)
one constructed around the elderly This should not be taken as a conclusi'
fixesg, but only a rough indication of what the experience was.
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Furthermcre, 'here is tce question of whether a CPI for uto elderly wotud

pe appropriate for social security as whole, for many of its nenefiojaries

younger -- they are on the rolls because of disability or as survivors of

eased insured workers. And finally the question of whether there should

be a CPI for the elderly raises the question of whether~there should be a CPI

for various other identifiable segments of the population, such as students

the poor, the unemployed etc- -- a development which in addition to raising

* considerable public confusion, would, be extremely cumbersome

administrati.el ...; -..- .' .... ...

' ' -. SUMMARY OF RECENT RECOMMENDATIONS

The following chart is a summary of recent recommendations made by various

groups for changes in the way the cost of living adjustments are calculated

for the social security program.

Cost of Living Increases ,

Advisory Council on - Adjust benefits twice a

Social Security. year whenever prices have

increased at least 3%.

National Commission Benefits should rise only

on Social Security. as fast as wages when

average wages rise slower

than prices, with later

catch-up" increases when

wages rise faster than

prices. '
A special price index
for the eIderysol
be constructed and
considered for use in
social security.

President's Maintain annual

Commission on adjustments based on

Pension Policy. increase in CPI or

through special index
for the retired.

Congressional Suggests several

Budget Office. proposals to reduce

size of benefit

increases:

1. Limit increase to
lower of wage or

price index.

2. Limit increase to
85% of CPI.

3. Use Personal
Consumption

Expenditures chain

index of Na ional
Income and Product
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- Accounts, instead
; of the CPI.

~~-;:'~'''-.'-'- ''4. Hove effective
- - -lty~i*; ; z date for benefit

increase to

October (instead '

of July)

Carter ''' Use new CpI (rental

Administration ' '-'equivalency approach
FY82 Budget. to compute benefit

__________________ increas8es beginning - __
in 1982.

LEGISLATIVE INTEREST

A number of bills have been introduced during the 97th Congress on the
automatic benefit increase provision and a nunber of proposals are being
discussed with respect to achieving budgetary savings. The Reagan

Administration proposal was described in the section un size of the benefit
increase. The Social Security Subcommittee of the Ways and Means Committee

gave tentative approval to a two-step benefit increase In 1982. The
proposal, contained in H.R. 3207 (Pickle), would provide benefit increases in
May and October 1982 which together would be larger than the present law

increase in July, 1982. subsequent increases would then be paid in October
of each year (the first month of the fiscal year), rather than July.
Following that tentative action by the subcommittee, the Ways and Means
Committee included that provision with one modification (recommended by the
subcommittee) in its recommendations for meeting its target for spendi'-q
reductions for the FY82 budget: the first step of the increase would
payable in July rather than May. Alp

Bills introduced in the.97th Congress can be grouped by their general
purpose:

-- provide for semiannual increases (in lieu of the
present annual adjustment) .

H.6. 418 (Quillen .

H.R. 534 (Roe)
H.R. 2062 (Traxler)

protect the integrity of the CPI, provide for a CPI
for the elderly

S. 463 (protect CPI) (Goldwater)
H.R. 578 (CPI for the elderly) (Roybal)

-- provide that benefits for certain other Federal or
federally assisted programs cannot be reduced or
terminated because of increases in social security
benefits . ' '
H.R. 192 (Duncan)
H.R. 1566 (Addabbo)

H.R. 2096 (Bouquard)--

- H.R. 3207 (Pickle)
-- two-step increase in 1982, moving increase
permanently to an October payment
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Appendix 2

MATERIAL RELATED TO HEARING

ITEM 1. LETTER TO SENATOR JOHN HEINZ, CHAIRMAN, SPECIAL COM-
MITTEE ON AGING, FROM JAMES M. HACKING," ASSISTANT LEGISLA-
TIVE COUNSEL, NATIONAL RETIRED TEACHERS ASSOCIATION/AMERI-
CAN ASSOCIATION OF RETIRED PERSONS, DATED JULY 1, 1981

DEAR SENATOR HEINZ: During recent hearings held by the committee on the
subject of social security indexing, you requested that I submit for the record
specific information regarding the sources of income of the over 350,000 additional
elderly persons whose income fell below the poverty level in 1979.

Based on 1978-79 statistics compiled by the U.S. Census Bureau, we were able to
construct the following table which compares the number of poverty-status aged
persons in 1978 and 1979 by their source of income. The Census Bureau tables from
which Table I was constructed are also attached.

Table I indicates that the majority (59 percent) of the additional aged persons
falling below poverty in 1979 were dependent upon social security and "all other"
income [III(e) (2)]. "All other" income is defined as private pensions, public pensions,
annuity income, dividends, interest, rent, and alimony. Thus, poverty rates in-
creased in 1979 mainly for aged persons dependent on non-social security (or pri-
vate) sources of income. It is interesting to note that poverty rates declined slightly
in 1979 for elderly persons whose sole source of income was either earnings or social
security, indicating the role of both sources in protecting real income.

TABLE 1.-SOURCES OF INCOME OF POVERTY STATUS, PERSONS AGE 65 AND OVER, 1978-79

Number of persons Differences, 1978-79
below povert level (in

Source of income ithosands) Number
1978 1979 thou- of totalsands)

Total .............................................................................................................. ...... 3,233 3,587 354 100

l. Earnings only. ............................................................................................ ................... 33 29 -4 -

11. Earnings and income other than earnings . .............................................. .................... 18 2 189 7 2
Ill. Income other than earnings only ............................................. 2,903 3,246 343 97

(a) Social security only ......................................... 1,132 1,089 -43 .
(b) SSI only ......................................... 165 167 2.
(c) Other income only ......................................... 73 97 24 (7)
(d) SSI--socia l security only ......................................... 487 529 42 (12)
(e) Social security and other income only...................................................... 946 1,218 272 (77)

(1) Social security and other transfer payment only ' .................................. 49 112 63 (18)
(2) Social security and all "other income" only I,......................................... 897 1,106 209 (59)
(3) Other combinations ......................................................... ........................ 99 145 46 (13)

IV. No income.................................................................................................................. 115 123 8 2

Other transfer payments include public assistance, unemployment compensation workmen's compensation, veterans payments.
All other income includes dividends, interest, rent, pensions, government employee pensions, alimony, annuity income.

Source U.S. Bureau of the Census, "Characteristics of the Population Below the Poverty Level 1978" (Series P-60, No. 124) and unpublished
data from March 1980 Current Population Survey.

I believe the Census Bureau statistics corroborate the contention made in my
testimony that social security cost-of-living adjustments are extremely vital to the
low-income elderly, since inflation is rapidly eroding the value of their non-social
security income components. If high inflation continues and if less-than-full social
security cost-of-living increases are provided, then we can expect even larger pover-
ty rate increases to occur among the lower income elderly in the future as well as a
more rapid decline in the real income of all the elderly.

Sincerely,
JAMES M. HACKING,

Assistant Legislative Counsel.

See statement, page 284.
(334)
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ITEM 2

THE ACCURACY OF THE CONSUMER PRICE INDEX FOR

SOCIAL SECURITY COST-OF-LIVING ADJUSTMENTS

By Thomas C. Borzilleri, Ph.D., Consultant

May 1981

PREFACE

This study was prepared for the American Association of

Retired Persons and the National Retired Teachers Association,

1909 K Street N.W., Washington, D.C.

The author wishes to acknowledge the help of a number of

persons at the Department of Labor, Bureau of Labor Statistics,

who provided both data and technical information on index con-

struction: Patrick Jackman for historical data on subcomponent

price indices, Ray Gieseman for assistance with the Consumer

Expenditure Survey documentation, Dr. Robert Hagemann for a

number of technical discussions and information developed during

his own work on this subject. The views expressed in this study

however are those only of the author.

Thanks are also due to Mr. Peter Moyer who processed the

data used in this analysis both efficiently and successfully.
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THE ACCURACY OF THE CONSUMER PRICE INDEX
FOR SOCIAL SECURITY COST OF LIVING ADJUSTMENTS

Summary

The purpose'of-this study- is to investigate the accuracy of

the Consumer Price Index. (CPI) in the context of social security

cost of living adjustments. The CPI; program prices a- fixed market

basket of goods and services, approximately representative of the

market basket of the "average" U. S. consumer. In recent years,

a significant part of the recorded increase in the CPI has been

caused by rising mortgage interest rates and rising home prices.

Since the retired tend to purchase homes with far less frequency

than the average consumer represented in the CPI, it is argued that

use of-the CPI for social security cost of living adjustments has

resulted in excessive benefit increases. This assertion in turn,

has led to proposals to limit social security cost of living adjust-

ments to some fixed percentage of the increase in prices indicated

by the CPI.

It is also asserted however, that use of the CPI has led to an

underadjustment of social security benefits. Proponents of this view

also cite differences between the average consumer's market basket and

that of the retired. Since the aged spend a higher percentage of their

consumption budgets than the average consumer on food, medical care,

and home fuel, and since price increases for these goods and services

have been acute in the 1970's, it .is argued that the CPI, rather than

overstating inflation, has been understating its effects on the retired.

Hence, in this view, use of the PI has resulted in an undercompensation

to social-security recipients for the inflation losses they have

experienced.
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This study addresses these issues in detail. Using the detailed

version of the same data from which the Consumer Price Index is in

large part constructed, the 1972-1973 Consumer Expenditure Survey, and

using much the same methodology as that used by the Bureau of Labor

Statistics in the official CPI, market baskets consisting of 44 cate-

gories of goods and services consumed by the aged, social security

recipient population are defined and estimated. Each of these com-

ponents is updated from the 1972-1973 base period through the first

quarter of 1980, using matching component price indices published by

BLS. Comparisons are made between the social security cost of living

adjustments made during the era of automatic adjustments with the CPI,

with what these adjustments would have been if changes in the cost of

the social security recipient market basket had been used instead.

FOR THE PURPOSE OF THIS ANALYSIS, HOMEOWNER SHELTER COSTS ARE DE-

FINED IN A TOTALLY DIFFERENT MANNER THAN THAT USED IN THE OFFICIAL CPI.

The definition used here is simply the house payment, the sum of annual

principal and interest payments made during the base period. Further,

these payments are fixed throughout the period of analysis. In effect,

we adopt the most conservative possible assumption concerning the home

purchase behavior of the social security population: no one in this

population ever purchased a new home or ever bore higher mortgage interest

rates throughout the entire 8-year period of analysis.

Other homeowner costs, property taxes, property insurance, and

repairs and maintenance, as well as rental costs for the renter popula-

tion, are increased over time according to the price changes indicated

by appropriate component price indices. The sem procedure is followed
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for 39 other components of the social security recipient market bas-

ket: average dollar amounts spent on each category are estimated for

the 1972-1973...period-and increased over time by the price changes in-

dicated by matching component indices.

Although the above definition of homeowner shelter costs was adopted

primarily to provide a very conservative test of the shelter cost -

overcompensation argument, this definition appears superior to the

official CPI definition when the purpose of the index is to adjust

social security benefits or other tax financed public programs. Cost

of living adjustments in this context, trigger tax increases on the

working population, taxes that really reduce the worker's standard of

living and disposable income. The index which triggers these tax in-

creases should, to- the extent possible, attempt to insure that the re-

cipient of cost of living adjustments has also had a real reduction in

living standards, not a theoretical one. While the CPI registers an in-

crease when mortgage interest rates rise, would an individual increase

the level of private financial support to an aged or poor, homeowning

relative simply because of this factor? No homeowner, aged, poor or

otherwise, bears any real increase in the cost of living when interest

rates or home prices rise except indirectly through property taxes.

House payments are fixed and theoretical cost definitions, the offical

CPI version, rental equivalence versions, or other versions of user costs

which are affected by theoretical gains and losses should not be used

to trigger real tax increases.

Given this definition of homeowner shelter costs, the major findings

of this study are as follows:
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1. Past Differences in Inflation Rates Were Small:

Differences between the rate of inflation indicated by the CPI

and the rate of inflation indicated by the change in the cost of the

social security market basket, even given the conservative shelter

cost assumptions, were found to be quite small.

CPIW Social Security Market Basket

Excluding Cash Including Cash
Contributions Contributions

75-76 6.4 6.6 6.6

76-77 5.9 6.2 6.1

77-78 6.5 6.5 6.5

78-79 9.9 - 8.6 8.7

79-80 14.3 12.3 12.5

Source: See text; the category "Cash Contributions" in not used in the
official C.?, but nu9i. cont'ihittio-s iO #mmd to cn"-'isc n
significant portion of the market basket. Benco, two 7ecrsions
were estimated.

Over the entire era of automatic indexing, benefits have been

increasing at an annual average rate of 8.6 percent a year while the

social security market basket has been increasing at an average rate

of 8.0 percent a year. Relaxing the shelter cost assumption would

further reduce this difference. These results are quite consistent with

a very recent analysis of differences between the inflation rates for

various subgroups of the U. S. population (fiagemann, 1981) and two pre-

vious studies of the CPI issue as it relates to the retired (Borzilleri,

1978, DRI, 1980). It appears that rough economic justice has been done
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and no major overcompensation or undercompensation has occurred.

2. Benefits.Have Bedn Both Underadlusted and Overadlusted:

In 1976 and 1977, the CPI increased by less than the social

security market basket and benefits were underadjusted. In 1979 and

1980, the social security market basket increased by less than the

CPI and benefits were overadjusted. In view of both positive and

negative errors, no simple rule to cap social security cost of living

increases at some percentage of the CPI is appropriate. 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 8.0 percent. Again, it

must be emphasized that this market basket cost was calculated with

conservative shelter cost assumptions. Relaxing these assumptions

would increase the losses of 1976 and 1977, reduce the gains of 1979

and 1980 and create a loss for 1978. In short, if such a cap had been

in effect throughout the 1975-1980 period social security benefits

would have been significantly underadjusted throughout this period.

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 1972-1973 Consumer

Expenditure Survey was taken, the gains and losses from overadjustment

and underadjustment totaled a gain of approximately $82. For couples,

gains and losses over the 6-year period totaled a gain of $133.00.
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Clearly for this segment of the retired population, persons who are

today 70 or older, "windfalls" have been very small. Again relaxing

the shelter cost assumwtion. it would not be unreasonable to estimate

such windfalls at zero.

3. Expenditure Weights for the Retired Are Different From Those of
the CPI.

Comparisons of the current weights in th CPI with those of the -

social security market basket indicate malor differences in expenditure

patterns. The table below helps to 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 bf December 1979 while the social security

recipient market basket weights are as of the first quarter 1980.

Percentage of the Market Basket, By Category

Social Security
CPI Market Basket

Food and Beverages 20.4 25.5

Shelter 28.0 17.9

Fuel and Utilities 6.4 12.2

Furnishings and Operations 7.3 6.2

Clothing 5.1 4.8

Transportation 20.9 17.7

Medical Care 4.4 9.9

All Other Goods and Services 7.5 5.8

100. O 100. O

Source: See text; Table 8 presents this comparison for all 44 categories
used in this study.
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Food, Fuel and Utilities, and Medical Care play a much more important

role in the market basket of the retired. This greater than average

importance, coupled with the greater than average rate of inflation

in these three categories in the 70's, offset or almost offset the

major differences in shelter costs between these two inflation measures.

These weights also have implications for future benefit increases.

To the extent that movements in the CPI are generated by changes in the

price of homes or mortgage interest rates, social security recipients

will be overcompensated. To the extent that such changes occur because

of food, fuel or medical care prices, the aged will be undercompensated.

These differential weights imply the necessity for the development of a

separate price index to adjust the social security benefits of the retired.

In sumaary, the findings of this study indicate that in spite of

differential homeowner shelter costs, the social security recipient pop-

ulation has not been significantly overcompensated or undercompensated

with the use of the CPI over the past era of automatic indexing. The

point remains however, that the CPI was not designed for the purpose of

indexing public programs and it cannot do all jobs equally well.

The use of a price index should dictate all aspects of its form.

Given the importance of indexing to the retired population, the high cost

involved to provide cost of living protection to social security recipients,

the questionable definitions used by the CPI (in a public program context),

and the differential weights for various categories of goods and services

reported above, there is no assurance that the rough economic justice

which obtained in the past will also obtain in the future. A separate
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InAtx based on the market basket of goods and services consumed by

the social security recipient population with these goods and services

defined appropriately for purpose of the index,' appears far more

appropriate than the various ad hoc proposals currently under dis-

cussion.

If the objective of public policy is to improve the accuracy of

socdial~securitycost- of-living-adjustments.-this objective-is unlikely -

to be realized by continued reliance on the all-purpose CPI, switching

to another all-purpose index like thesPersonal Consumption Expenditure

Price Index, switching to and fro between the CPI and a wage index, or

arbitrarily capping benefit increases. There is no substitute for a

cost of living index specific to the population in question and designed

exvressly for the purpose of social security benefit adiustnts

83-933 0 - 81 - 6
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I. INTRODUCTION

In recent years; use of the Consumer Price Index (CPI) to calculate

the appropriate cost of living adjustment to social security benefits

has become quite controversial. The CPI is constructed sueh that it

is quite sensitive to both housing prices and mortgage interest rates.

In times of rising real estate prices and restrictive monetary policy

such as recently experienced in the U. S. economy, the CPlI overstates

the actual inflation rate experienced by homeowners who own homes

purchased during an era of lower prices and lower interest rates. In

fact, just as is the case with any other good or service monitored by

the CpI. only those who actually purchase the good in question, in this

case a home, actually bear the higher price.

It is a matter of fact that the aged are far less likely to bear

these higher shelter costs than is the case for the "average" consumer.

More than 70 percent of the aged own their own homes and 80 percent of

these are free and clear of mortgage debt. Further, according to the

1977 Annual Housing Survey (HUD, 1979), while approximately 8 percent

of the overall U. S. population purchased a house in that year, only

1.7 percent of the households headed by a person 65 or older did so.

Hence, whatever the degree of inflation overstatement for the average

U. S. homeowner, it is even greater for the aged.

The above observations concerning the shelter cost component of

the CPI have led critics of the current method of providing inflation

protection to social security recipients, to charge that the aged are

receiving windfall benefits and are being overcompensated for inflation
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they really don't experience. This, in turn, has led to proposals to

limit cost of living increases to some fixed percentage of inflation

as measured by the CPI or to switch between the CPI and a wage index,

whichever yields the lower measured increase.

Defenders of the current system of indexing, while acknowledging

these shelter cost arguments, point out that the CPI market basket

consists of more than just this one component. -Previous research

(Borzilleri, 1978, DRI, 1980) has indicated that a proper market bas-

ket of goods and services consumed, by the aged would give much higher

weight to fuel, food and medical care since these components absorb

much more of the elderly's total consumption expenditures than is the

case for the "average" consumer monitored in the CPI. indeed, since

these items had greater weight in the market basket and since price

increases in these particular goods and services were acute in the

1970's, both studies found that use of the CPI to adjust social

security benefits had resulted-in-a slight underadjustment of benefits.

.Neither of these studies, however, used data which permitted investi-

gation of the differences in shelter costs which have now become the

center of controversy.

Clearly, neither assertions of the shelter cost argument nor

reference to previous research which neglected it but found other goods

and services of particular importance to the aged rising faster than

the overall price level, are sufficient to provide policy guidance

on a matter of such importance. Social security benefits are the only

source of retirement income which provides significant protection

against the erosion of purchasing power and hence, proper cost of

living adjustments are exceedingly important to the social security
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population. At the same time however, it must be recognized that

these adjustments are expensive: the 14.3 percent increase which

took effect in June 1980 was expected to cost social security tax-

payers an additional $17 billion in that year alone. Given the

importance of the social security inflation protection mechanism to

recipients and the significant costs to the taxpayer of providing that

protection, is this protection being provided properly?

The purpose of this study is to address the above question in detail.

Using the same data from which the Consumer Price Index is in large

part constructed, the 1972-1973 Consumer Expenditure Survey (CES),* and

using much the same methodology as that used by the Bureau of Labor

Statistics (BLS) in the official CPI, market baskets consisting of 44

categories of goods and services consumed by the aged, social security,

recipient population are defined and estimated. Each of these com-

ponents is updated from the 1972-1973 base period through the first quarter

of 1980, using matching component price indices published by BLS.

Comparisons are made between the social security cost of living adjust-

ments made during the era of automatic adjustments with the CPI, with

what these adjustments would have been if changes in the cost of the

social security recipient market basket had been used instead.

FOR THE PURPOSE OF THIS ANALYSIS, HOMEOWNER SHELTER COSTS ARE DE-

FINED IN A TOTALLY DIFFERENT MANNER THAN THAT USED IN THE OFFICIAL CPI.

The definition used here is simply the house payment, the sum of annual

principal and interest payments made during the base period. Further,

these payments are fixed throughout the period of analysis. In effect,

we adopt the most conservative possible assumption concerning the home

e4
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purchase behavi r of the social security population: no one in this

population ever bought a new home or ever bore higher mortgage

interest rates throughout the entire 8-year period of analysis.

Other homeowner costs, property taxes, property insurance, and

repairs and maintenance, as well as rental costs for the renter pop-

-ulation, are increaned over time according to the price changes in-

dicated--by appropriate component price indices --

The second section of this report reviews the methodology used

in this study and a number of conceptual issues, particularly the

proper definition of shelter costs when the purpose of the indax is

to adjust income transfer programs such as social security. The

findings of this study resulted from a significant amount of data

processing using a particularly complicated original data source that

contained over 2.2 million pieces of consumer expenditure information.

As is usually the case in projects of this sort, a number of assump-

tions and decisions were made during the course of the project that had

l1mplications for the study's findings, yet in the final analysis re-

flected only the investigator's judgement. Section II attempts to

make clear exactly how these results were generated.

Section III presents this study's findings. Although these results

--are discussed in detail in that section, it should be noted at the out-

set that even using the conservative shelter cost definition, differences

between inflation as measured by the CPI and inflation as measured with

the social security recipient market basket were found to be quite small.

Further, it is important to note that use of the CPI appears to have

resulted in an accurate edjustumnt in 1978, overcompensation in 1979
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and 1980 and undercompensation in 1976 and 1977. These results do not

indicate that a simple cap on cost of living adjustments is appropriate.

If the purpose of suiih adjustments has been to prevent a significant

erosion of social security purchasing power, over the entire era of

automatic benefit adjustments, rough economic justice has been done.

The final section of this study discusses the policy implications

of this analysis.
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II. METHODOLOGY

As indicated in Section I, the procedures used in this study are

very similsr to those used by.BLS to produce the official CPI. The

same basic data source, the CZS,,ia used to estimate the market bas-

ket of goods and services that is updated over time, except instead of

_ estimating-a market--basket-for-the-"average"--consumer;-we-do so-for -

the.."average"-social--security.recipient and for subgroups of this

population. :Once the .components of the market-basket are defined

and the weights of each component calculated, like the CP1, -the social

security market basket is- updated over time using official BLS com-

ponent price indices.- In most.cases,-the definitions of particular

goods and services mirror-the definitiots used in the CPI. The

.major and-most important exception.is in the definition of homeowner

shelter costs, a complete departureifrom the official-methodology,

although there are.also a number of'other differences. This section

of the report'discusses the issue of sheltercoasts,..the social security

recipient sample drawn from- the CES,.the-reaggregation oft.the'CES

datae and category definitions, and the-component price indices used

for the'updating from theA972-1973 base period, through the first

quarter of 1980.
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Shelter Costs

The official CPI definition of shelter costs includes seven

components: 'residential rent, other rental costs, property taxes,

property insurance, repairs and maintenance, financing, and home-

purchase. It is the latter two about which the social security - CPI

controversy has developed.

The weights or importance of financing and home purchase in

the CPI were initially derived from the 1972-1973 CES from the ex-

penditures of those consumers who actually purchased a house in

those years, approximately 8 percent of the U.S. population. While

other consumers represented by the CPI had weights of zero for those

components of shelter costs, hope purchasers had extremely large

weights, consisting of the entire purchase price of the home and the

total amount of interest expected to be paid over half the stated

life of the mortgage.

These two initial components are updated over time by monthly

changes in home prices and monthly changes in mortgage interest rates.

By December 1979, these two shelter cost components comprised approximate-

ly 20 percent of the Consumer Price Index.

Consideration of this definition of shelter costs in an income

transfer context, particularly that of the Social Security System, indi-

cates that it is inappropriate. The purpose of cost of living increases

is to prevent inflation from eroding the living standard provided by

the benefit level. These increases are accomplished by taxes on the

working population, taxes which reduce worker disposable income and

worker living standards, but the CPI which in effect triggers these
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taxes, does not by construction attempt to insure that beneficiaries

realize inflation losses.

When mortgage interest rates increase, the CPI increases but

what real-losses are incurred by a homeowner who already has a fixed

mortgage payment or perhaps no mortgage at all? To be sure, there

are theoretical increases in the cost of consuming the services pro-

-- vided-by-your-own-home-but--the -taxes- that-most -be-paid-by vorkers-are--

not theoretical. In fact, what goes on in mortgage markets or housing

markets is irrelevant to homeowners in existing homes except through

the workings of the property tax, unless of course, homeowners are

considering the purchase of a new home.

As indicated in the first section of this paper, 80,percent of

the aged who own homes, have no mortgage at all and the overwhelming

majority of the remainder have mortgages negotiated during times of

relatively low interest rates. Only 1.5 to 2 percent of the aged

bought a new house in 1977 and almost all homeowners, regardless of

age, have fixed house payments. None find their real standard of

living reduced simply because interest rates or home prices rise.

A oroper definition of shelter costs in a price index used to adjust

pub.Icly funded programs should, to the extent practical, include

costs likely to be realized, not purely theoretical ones.

In this study, home ownership costs are defined simply as the

house payment and are left fixed throughout the period of analysis.

Other components of shelter costs, property taxes and insurance, re-

pairs and maintenance and rent for renters, are adjusted by the percent

change in the official BLS index for the component in question. As
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indicated earlier, the prv reason this assumption was adopted

was to provide an extemely conservative test of the assertion that

the aged had received significant windfall benefit adjustments be-

cause of the current CPI definition of shelter costs.

It also appears however, that on the basis of the realized

versus theoretical cost of living argument discussed above, the de-

finition used in this study is superior to the official definition

when the purpose of the index is to trigger a benefit increase or

alternatively, a tax to finance it. If workers are to bear a real

reduction in their living standards through increased taxes when cost

of living adjustments occur, it seems quite reasonable to define the

price index, to the extent possible, in such a way that declines in

recipient cost of living measured by the index are also likely to be

real.

The Social Security Sample

The basic data used in this analysis is the interview portion

of the 1972-1973 Consumer Expenditure Survey (CES) undertaken by the

Bureau of Labor Statistics in those years for the purpose of revising

the Consumer Price Index. The CES actually consisted of two separate

components: a quarterly interview panel survey in which each consumer

unit in the sample was visited by an interviewer every three months

over a fifteen month period, and a diary survey completed by respon-

dents for two consecutive one week periods. The diary portion of the

-survey collected information on small, frequently purchased items

ubich are difficult to recall even over short time periods.
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Investigation of the shelter cost issues in the CPI debate nec-

cessitated the use of the interview CES results, so-called "Public

Use Tape Number Two". This data tape provides annual dollar expendi-

ture amounts by approximately 2,500 separate goods and services for

approximately 20,000 households over the 1972-1973 period. No merged

version of both the diary and detailed interview data exists and so

this analysis is based strictly on the interview portion of the CRS.

From the original BLS data tape, a file was created consisting of

expenditure and other information for households where the household

head was 62 or older and received social security or railroad retirement

income in the survey year. Additional restrictions imposed on the

sample were that the household consist of only one or two persons, that

the household participated in the survey for the entire survey year and

that the household was a renter or a homeowner for the full survey year.

The 1972 data contained 1,6i6 households where all these conditions

were met while the 1973 data contained an additional 1,539 households

meeting the requirements. Hence total sample size consisted of 3,155

households. Table 1 displays income and social security amounts for

various subgroups of the sample population.

The CES sample appears roughly comparable to U. S. averages for

the aged population with respect to home ownership characteristics.

The sample is comprised of 33 percent renters and 67 percent homeowners

while the 1977 Annual Housing Survey indicated that of the population

65 or older, 31 percent were renters and 67 percent were homeowners.

The sample however, overrepresents single persons. It contains

52 percent singles versus 44 percent found in the above survey for per-

sons 65 or older.
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TABLE 1

Average Annual Idcome and Social Security Amounts, 1972 and 1973,
Aged Social Security Recipient Households in the CES

Average
Income

Average
Social Security

Number
in Groups

1972

One Person Households
Owners
Renters

Two Person Households
Owners
Renters

1973 -

One Person Households
Owners ,
Renters

Two Person Households
Owners
Renters

$ 3,552.28 $ 1,698.23
$ 3,459.95 $ 1,664.19

$ 7,761.82 $ 2,634.71
$.7,529.73 $ 2,538.88

456
392

615
153

441
351

609
138

$ 4,386.80
$ 3,674.57

$ 1,868.76
$ 1,921.01

$ 8,881.63 $ 3,122.68
$ 6,477.65 $ 3,066.67

1972-1973

Total Sample $ 5,841.17 $ 2,300.75 3,155

Source: Tabulations of the detailed version of the 1972-1973 Consumer
Expenditure Survey



355

Because of .thase differences, five market baskets of goods and

services were calculated for the 1972-1973 period: single renters,

single owners, rentex couples, owner couples and all social security

recipients in the sample. Each was estimated and updated in the

same manner and the results are presented in Section III,. both unveigbted

and weighted, with weights-derived from the 1976 Current Population Survey.

The weights-used are discussed in more detail in that section.- -

Reaggregation of Goods and Services Categories

Asindicated before, the BLS tape contains 2,500 specific categories

of goods and services expenditures for each of the 20,000 households on

the original tape. The second step of this analysis was to define cate-

gories of goods and services and reduce these 2,500 categories to a more

meaningful and manageable number.

The number and definition of expenditure categories were dictated

by the-number and definition of component price indices published by

BLS. Ultimately, 44 categories were defined, in most cases corresponding

excactly with BLS definitions, with the major exception of shelter- costs.

lAhere were other-eexceptions however.

The CES contains not only 2,500 categories. of goods and services

for personal consumption, but also 2,500 categories of goods and services

given as gifts. ITn comparable fashion to the CPI treatment of gifts, -

each item was allocated to its appropriate personal consumption category.
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Cash gifts and contributions however, remained a significant

"expenditure" category, averaging $409 in the 1972-1973 period. This

category includes charitable and political contributions, as well as

payments made on behalf of persons outside the household for educa-

tional and medical expenses. Two different definitions of the market

basket were used, one including these cash outlays updated over time

by the U. S. Average, All-Items CPI and one which did not include this

component.

Besides the shelter cost definition and the category of cash

gifts and contributions used in one version of the market basket, six

other categories were used which do not have an exact counterpart,

BLS price index. Two of these categories are in transportation and

have been defined as "Miscellaneous Automobile Travel Expenses" and

"Miscellaneous Other Travel Expenses". Generally, they represent small

expenditure amounts and are for odd, difficult to categorize, outlays.

Another is defined as "Other Fixed Outlays". This represents all in-

terest charges incurred in the survey year except automobile and mort-

gage interest. "Other Professional Services" are legal fees, funeral

expenses and accounting fees.

Of much more potential importance are two categories in the Medical

Care area. "Health Insurance Premiums" are the outlays incurred by

me-bers of the sample in the survey year for premium payments while

"Medicare Premiums" are similarly out of pocket outlays. Neither of

these items is priced directly by RLS as part of the CPI program. As

explained below, these components of the market basket were updated

using indices for .conceptually close categories of goods and services.
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TABLE 2

Average Annual peUnditur. 1972-1973.
Households Recaiving Social Security. Seed of Household, 62 or Older

Food St Boos
Food Away Fro 59

Alcohol

Shelter
Rent
Otber-Rantal-Costs-
Soue Payment
Maintenance and Repeire
Property and Someowners Insurance
Property Texee

Fuel amd Utilities
Fuel Oil. Coal. Bottled Gae

- Electricity
Piped Gae
Gee amd Electricity (combined bills)
Other Utilities and Public Services

Furnitur ad Oeratione
Houea-Furnishings
Houskeeping Services

Clothing
Mene end Says Clothing

I Hnanse and Girls Clothing
-,Infamts Clothing

Other Apparel Goode
Poover
Appral 'Services

Trasoortton
7 Ncv Care

oeud Cars
Gasoline

-Auto Maintenance end Repairs
Other Private Transportatiao Goods
Other Private Trensportation Services
Public Transportation
MisetIl wons Auto Trevel Expenses
Miscellaneous Other Travel Empense

Medical Car
Medical Care Coditiee
Professional Services
Other Medical Care Services
Health Insurance Preni
Medical Prmums

other Outlays
. Etetrtat Goods

Entertaiinmt Services

Tobacco
Perwomel Care
Education
Other Professional Services
Other 7iend Outlays
Cash Gifts and. Contributions

Total Market asket cost.,

1972-1973
.,.- '

S 919.98
173. 71

S 1 093.69

5 30.87

S 331.32
- *l. 56

99.23
213.66
48.93

210.06
$ 94. 76

S 76.76
112.28

64.93
27.51

164.24
9 645.72

$ 188.95
1'1.21

S 310. 16

S 53.65
118.82

4.90
19. 76
32.70
47.76

. 277. 9

$ 165.00
57.26

136.57
56.20
40.29

131.09
47.97
2.29
4. 75

721. 42

S 75.31
135.69
28.65

108.12
75.62

$ 423.39

6 56.80
42.60

9 99.40

$ 52.83
78. 6
1.79

10.56
86.39

408.95

6 6.985.95

T . . c ....
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Although only 44 price indices were available for the market bas-

ket updating, initial computer runs were made using 91 separate cate-

gorizations. Average annual expenditure amounts were calculated for

both 1972 and 1973 for one and for two person households, further tab-

ulated by three shelter categories: renter, owner with no mortgage and

owner with a mortgage.

After analysis, the final 44 categories were selected and the

category of owner with a mortgage wes combined with the other homeowner

category. Table 2 displays the combined 1972-1973 average annual

outlays for all social security recipients in the sample. Similar

tables, not presented in this report, were produced for one and two

person households by the renter-owner classification.

These five tables of expenditures comprised the five base period

market baskets which were updated over time.

Updating for Price Changes

Each of the 44 categories was increased quarter by quarter by

the percent change in its exact counterpart price index or one closely

related. Seasonally unadjusted components of CPIW were used for the

updating since social security benefits are adjusted with the wage and

clerical workers' CPI rather than thenewer, all urban consumer index.
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Since the CES expenditure information was collected over 24 menths

in 1972 and 1973, the arithmetic average of each index was calculated

over the same period to provide an initial index point.

As indicated earlier, the component "House Payment" was left fixed

aver the entire period as was the category "Other Fixed Outlays". The

"Miscellaneous Auto Travel" category was increased by the gasoline CPI

-while-"Miscel-laneous-Other- Travel"`,- "Other Professional- Services", -and -

when used, "Cash Gifts and Contributions", were all updated using the

all-items CPrW.

The two non-standard medical care categories, "Health Insurance-

Premiums" and "Medicare Premiums" were updated using indices that seemed

quite comparable. For "Health Insurance Premiums", the "Medical Care

Services Index" which monitors the prices of professional medical ser-

vices, hospital and other medical care services was used. For "Medicare

Outlays", the "Other Medical Care Services Index" was used. This index

relates to the prices of hospital and other medical care services. It

should be added that both of the above indices moved at approximately

equal rates throughout the period and using one or the other made in-

significant alterations to the outcome.

83-933 0 - 81 - 7
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III. FINDINGS

As discissed in Section II, 1972-1973 market baskets-of goods

*and services consumed by social.security recipients were estimated

and updated-through the first quarter of 1980 by the percent change in

prices.asmeasured by official CPI component indices. The results

of this updating are presented in Tables 3 and 4 which give the

dollar values of the market baskets at various points in time and

Table 5 which gives the percent changes in these market.-baskets

first quarter to first quarter. Table 5 then, yields the percent

change in social security benefits which would have.occurred if

these alternative measures of -inflation were used for benefit adjust-

-ment instead of the -official CPI.

It should first be noted that differences between-the measures

are relatively.small. Whatever,"errors" were made in the -past, they

certainly did not- result in major overcompensetion or undercompensation.

Second, it appears that on the basis of.these alternative measures,

social security recipients have been both undercompensated and over-

compensated over the years. Even with the conservative shelter cost

assumptions, benefits-vere -underadjusted in 1976 and 1977 and appeared

*- accurate in 1978. In 1979 and 1980, the years of overcompensation,

"errors" -averaged 14 to 15 -percent. Again, howeveri it must be re-

emphasized that these results are generated.by assuming that social

security recipients never bought new homes and--never bore higher mort-

- gage interest rates from the 1972-1973 period thru 1980. Clearly re-

* laxing this assumption would reduce the "errors" involved in 1979 and

1980 and increase those of 1976, -1977 and 1978.
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-TABLE 3

Annual Dollar Cost of Social Security Recipient
Market Basket, 1975-1 thru 1980-1 (Excludes Cash Gifts and Contributions),

Updated by Component CPI's.

One Person
Households

Owner Renier

Two Person
Households

Owner Renter

75-1

76-1

77-1

78-1

79-1

80-1

4138

4425

4713

5028

5445

6135

3554

3773

3992

4254

4631

5100

7493

7995

8489

9027

9796

11074

6565

6978

7385

7860

8564

9492

All
Recipients

5526

5892

6255

6658

7229

8117

Source: Tabulations from 1972-1973 CES, updated by Component CPI's as
discussed in text. "All Recipients" percent changes are uon-
weighted.
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TABLE 4

Annual Dollar Cost of Social Security Recipient Market
Basket, 1975-1 thru 1980-1, (Includes Cash Gifts and Contributions),

Updated by Component CPI's.

One Person
households

Two Person
Households

All
Recipients

75-1

76-1

77-1

78-1

79-1

80-1

Owner

4546

4859

5172

5517

5982

6749

Renter Owner

3806

4041

4276

4557

4963

5480

8195

8742

9280

9869

10722

12132

7101

7548

7989

8502

9270

10299

6023

6421

6815

7255

7884

8866

Renter

Source: Tabulations from 1972-1973 CIS, updated by Component CPI's as
discussed in text. "All Recipients" percent changes are un-
weighted.
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TABLE 5

Percent Change in Prices,
Social Security Market Baskets and Official CPI,

--. .. 1. 1976-1 thru 1980-1.

Excluding Cash Gifts and Contributions

Singles
All Official

Recipients CPIWCouples

Owners Renters Owners Renters

76

77

78

79

80

6.9

6.5

6.7

8.3

12.7

6.2

5.8

6.6

8.9

10.1

6.7

6.2

6.3

8.5

13.0

6.3

5.8

6.4

9.0

10.8

6.6

6.2

. 6.5

8.6

12.3

6.4

5.9

6.5

9.9

14.3

Means 8.2 7.5 - 8.1 7.7 8.0 8.6

Including Cash Gifts and Contributions

All Official
Recipients CPIWSingles

Owners Renters

Couples

Owners Renters

76

. 77

78

79

80

6.9

6.4

6.7

8.4

12.8

6.2

5.8

6.6

8.9

10.4

6.7

6.2

6.3

8.6

13.2

6.3

5.8

6.4

9.0

11.0

6.6

6.1

6.5

8.7

12.5

6.4

5.9

6.5

9.9

i4.3

Maan 8.2 7.6 8.2 7.7 8.1 8.6

Source: Tabulations from 1972-1973 CRS, updated by Component CPI's as
discussed in text. "All Recipients" percent changes are un-
weighted.
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Additional perspective on this issue may be gained by considering

how social security recipients who were retired in 1972-1973 have fared

over the entire period of automatic cost of living increases. In the

1972-1973 CES, the average monthly social security benefit received by

a single person in 1973 was $157.66 while for a couple it was $259.36.

Congressionally legislated increases of 7 percent in March, 1974, 4

percent in June 1974 and 8 percent in June 1975 had increased these bene-

fits to $189.49. and $311.71 at the outset of the automatic adjustment

era. From June 1975 thru June 1981, this "average" single social security

recipient will have received a total social security income of $16,411.

If, over this sae period benefits had been adjusted using the social

security market baskets, total benefits received would have been

S16,329. Hence, even given the shelter cost assumption the total

six-year sum of windfall benefits for this average single social

security recipient would have been $82.00.

Couples receiving $311.71 at the beginning of the automatic

adjustment periodwould-have received $26,995 over the 1975-1981 per-

iod. Had the-social-security market basket been used instead, pay-

ments would have totaled $26,862, a six-year windfall sum of $133.00.

Given the size of these "windfalls", the fact that the above

calculations neglect losses associated with the timing of the increase,

.and the restrictive and unrealistic shelter cost assumptions imposed,

-in the author's view, these windfalls over the period are essentially

zero. At a minimum, there is no evidence of past major overcompensation

brought about by use of the CPI to adjust social security benefits.
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Alternative Weighing of Subgroups

Results presented so far pertain to differences between the un-

weighted, ali recipient, social security market basket and the official

CPI. As indicated in Section II, however, the social security sample

from the CES appears to contain proper percentages of owners and renters

but more single persons than is appropriate on the basis of U. S.

averages.

Table 6 presents the sample weights and those from the 1976

Current Population Survey. These 1976 weights were used to calculate

alternative estimates of an "All Recipient" index, by using the sub-

group market baskets weighted for their representation in the U. S.

population as of 1976.

As Table 7 indicates there is very little difference between

the weighted and unweighted versions of the all recipient index. In

all years except 1980, the indices yield similar results and the con-

clusions established earlier concerning both the small relative dif-

ferences between indices and both over and undercompensation over the

period remain unchanged.
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TABLE 6

Demographic and Homeowner Status Weights.
Current Population Survey and CZS Sample Population.

1976 U. S. Averages,
Household Heads 65 +

1972-1973 Social
Security Sample,
Head 62 +

One Person Households
Owners

Renters

Two Person Households
Owners

Renters

.25

.19

.28

.24

.46

.10

1.00

.39

.09

1.00

Source: CES weights from tabulation of CES Public Use Tape Number 2,
as discussed in text. CPS weights derived from Current
Population Survey, Series P-20, #311, March 1977.
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TABLE 7

Weighted and Unweighted Percent Change in Prices,
All Recipient Market Basket, 1976-1 thru 1980-1.

Social Security Market Baskets Official CPI

Including Cash Excluding Cash
Contributions Contributions

Weighted Unweighted Weighted Unweighted

1976 6.6 6.6 6.6 6.6 6.4

1977 6.1 6.1 6.2 6.2 5.9

1978 6.5 6.5 6.5 6.5 6.5

1979 8.7 8.7 8.6 8.6 9.9

1980 12.4 12.5 12.2 12.3 14.3

Mean 8.0- 8.1 8.0 8.0 8.6

Source: See text
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Implications for Puture Benefit Increases

There is no-evidence that use of the CPIhas resulted in. major

over or undercompensation during the past five years. It'is crucial

to note, however, that even though the official CPI was in large part

driven by shelter costs and the social security market baskets were not,

overall measured price increases were similar. This, in turn; implies

other differences in the. two market baskets.

I Table 8 bears this out.! The d-portance of food, fuel and

utilities and medical care is much greater in thesocial security

market basket than is the case for the "average consumer" in the CPI.

As a percentage of total consumption, fuel and utilities absorb ap-

prozimately 6.4 percent of the average consumers' budget while they

absorb 12.2 percent of that of the social security market basket. In

the area-,of medical care, budget shares-are 4.4 .percent versus 9.9 per-

cent. Food yields 20;4 versusa25.5 percent. On the other hand, the

average consumermarket basket has higher weights for shelter costs

(given the different definitions used here), furnishings and operations,

clothing and transportation.

-The-major implication of these differential weights is that the

d-similarity of-overall measured inflation occurred because on average

over the period in question, food, fuel, and madical care increased at

-greater than average rates, offsetting~or almost offsetting movements

in the CPI caused by precipitous increases in shelter costs.

r
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TABLE 8

Relative Importance of Goods and Services,
CPIW-December 1979 versus Social Security Market Basket,

First Quarter, 1980

Category Percentage of Consumption

CPIW SSMB

Food and Beverages 20.353 25.465

Shelter 28.038 17.881
Rent 4.982 6.212
Other Rental Costs .502 .963
Rone Purchase 9.137
Finance, Insurance, Taxes 10.163 4.524
Maintenance and Repairs 3.254 4.960
House Payment - 1.222

Furnishings and Operations 7.256 6.221

Fuel and Utilities 6.372 12.216
Fuel Oil, Coal, Bottled Gas 1.209 3.987
Gas and Electricity 3.375 5.556
Other Utilities 1.788 2.673

Clothing 5.115 4.799

Transportation 20.902 17.742
Rev Cars 3.946 3.203
Used Cars 3.622 1.212
Gasoline 6.429 6.082
Maintenance and Repairs 1.621 1.293
Other Private Transportation 4.344 4.024
Public Transportation .940 1.928

Medical Care 4.372 9.865
Medical Commodities .731 1.427
Professional Services 1.843 3.051
Other Services 1.798 .757
Private Insurance - 2.632
Medical Outlays 1.998

All Other Goods and Services 7.592 5.811
100.000 100.000

Source: Social Security Market Basket from tabulations of CES, updated.
CPIW from Detailed Report, October 1980, Table 7, Pages 29-31.
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Very similar results are presented in a recent study by

Hagamsnn (1981) of the Bureau of Labor Statistics. Using the same

data as is used in this study, the 1972-1973 Consumer Expenditure

Survey, he constructed a price index for retirees and compared it to

the CPI. Although his study uss a different definition of retiree

and uses three different definitions of shelter costs roughly parallel-

ing BLS experimental definitions ("Rental Equivalence", "Outlays Using

Current Interest", and "Outlays Using Average Interest"), his findings

indicate that past differences have been small and that certain com-

ponents of the retirees' market basket are more important to this

population than is indicated by the average weights in the CPI: food

at home, fuel oil, natural gas, electricity, medical care services

and hospital care and insurance. The results of this study, presented

in Table 8, are quite consistent with those of Ragemann. 1/

Bence. the accuracy of the- CPI future benefit adjustments depends

on what prices increase and by how much, phenomenon that should be

regarded as essentially random. If future increases in the CPI are

caused primarily by increases in mortgage interest rates or home prices,

use of the CPI will result in overcompensation of retiredzsocial security

beneficiaries. If, on the other hand, the primary "culprit" is food,

fuel or medical care, use of the CPI will result in underadjusted bene-

fits.

1/ It should be noted that Ragemann found his retirees' index moving

slightly faster than the CPI for the 1972-1980 period using the BLS
experimental shelter cost definitions.
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IV. POLICY IMPLICATIONS

The preceeding. sections of this study indicate that during the

past, the use of the CPI has provided reasonably accurate social

security cost of living increases, but that this result occurred

somewhat fortuitously. Within current definitions of CPI shelter

costs, the importance of this category is clearly less for the aged

than it is for the average consumer. Given the definition used in

this study, one more appropriate for social security cost of living

adjustments, the shelter cost component is even smaller. Yet, because

food, medical care and home energy absorb a much larger share of the

retired's consumption budget and because prices for these goods and

services rose more rapidly than "average" prices, the cost of living

for social security recipients rose almost as rapidly, if not as

rapidly, as was indicated by the CP1. Indeed, in some periods (1976

and 1977 and probably 1978), the social security market basket rose

more rapidly.

One obvious policy implication of these results is the inappropriate-

ness of capping cost of living adjustments to some arbitrary percentage

of CPI increases. Since the past has been characterized by both posi-

tive and negative "errors", such a cap provides no assurance that bene-

fits will not be significantly underadjusted in the future. Had such

a cap been in place throughout the period of analysis, benefits would

have increased by 7.3 percent while the conservatively estimated social

security market basket registered an 8.0 percent increase. On the basis

of 2ast performance it is very unlikely that this proposal will improve
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benefit adjustment accuracy.

A more important policy implication is derived from the finding

of significAntly different weights for various categories of goods

and services in the CPI market basket relative to the social security

market basket. This implies that the accuracy of future benefit in-

creases, just as was the case with past benefit increases, depends upon

which prices change and by how much. These differential weights point

to a separate consumer price index for the retired, if accurate adjust-

ment of benefits is the objective.

The general problem associated with continued use of the CPI for

social security adjustments is that it was not designed expressly for

the purpose for which it is now employed. The ultimate use of. any

statistic should dictate all aspects of its form. As indicated in

previous sections, the CPI can trigger real tax increases yet it is

not constructed to reflect only increases in the cost of living for

recipients that are likely to be realized. The shelter cost debate is

a clear exemple of a statistical constuct being "stretched" beyond it's

intended purpose. These definitional problems in the CPI. again point

to the need to develop a separate CPI for the purposes of social security

benefit adjustments.

Given the importance of indexIng to the retired population, the high

cost involved to provide cost of living protection to social security re-

cipients, the questionable definition& used by the CPI (in a public

program context), and the differential weights for various categories

of goods and services reported above, there is no assurance that the
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rough economic justice which obtained In the past will also obtain

in the future. A separate Index based on the market basket of goods

and services consumed by the social security recipient population with

these goods and services defined appropriately for purpose of the

index, appears far more appropriate than the various ad hoe proposals

currently under discussion.

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 continued reliance on the all-purpose CPI, switching

to another all-purpose index like the Personal Consumption Expenditure

Price Index, switching to and fro between the CPI and a wage index, or

arbitrarily capping benefit increases. There 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.
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