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ARTIFICIALLY SWEETENING
THE COLA

OR THE SECOND year in a row, Social Security
recipients will not receive a cost-of-living
adjustment (COLA) increase to their monthly
benefits. Social Security benefits only rise when
prices go up; in years with low price inflation,

M E RCAT U S C E N T E R they remain steady. And although low price inflation ben-

efits all consumers, Congress has proposed to give every
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Social Security beneficiary a $250 check, which could cost
taxpayers $15 billion.!

While it might sound reasonable or fair to give seniors a boost
during tough economic times, giving in to such demands
would be misguided and undermine the very reason for tying
cost-of-living adjustments to the Consumer Price Index (CPI)
in the first place—to prevent yearly interest-group lobbying
for higher benefit increases and, as the name implies, only
provide an adjustment when there’s an actual CPI-measured
increase in the cost of living. Providing a COLA or one-time
payment beyond what is warranted by an increase in the CPI
would actually increase “real” benefits, artificially sweeten-
ing the COLA.

THE SIGNIFICANCE OF SOCIAL SECURITY BENEFITS IN
RETIREMENT

MILLIONS OF AMERICANS rely on Social Security benefits
for income protection. In fact, 64 percent of all beneficiaries
rely on Social Security to provide 50 percent or more of their
incomes, while 34 percent rely on benefits for 90 percent or
more of their incomes (see figure 1).2 For nonmarried ben-
eficiaries, including widows, the reliance is higher with 73
percent relying on benefits for 50 percent or more of their
incomes and 43 percent relying for 90 percent or more of
their incomes.

Social Security also lifts millions of people out of poverty.
While it is important to note that the existence of Social Secu-
rity likely causes people to save less than if the program did
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FIGURE 1: RELATIVE IMPORTANCE OF SOCIAL SECURITY, 2008
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Source: Social Security Online, "Fast Facts & Figures About Social Security, 2010," U.S. Social Security Administration, 7, http://www.ssa.gov/policy/docs/chartbooks/

fast_facts/2010/fast_facts10.pdf.

not exist,’ one study suggests that up to 19.8 million people
would be considered poor without Social Security benefits,
including 13 million seniors, 5 million adults under age 65,
and 1 million children under age 18.*

THE IMPORTANCE OF AN AUTOMATIC COLA

AN IMPORTANT COMPONENT for keeping Social Security ben-
eficiaries out of poverty is the COLA. In order to keep infla-
tion from eroding purchasing power, benefits are purposefully
designed to increase with price inflation and without political
interference. Legislation enacted in 1972 required that begin-
ning in 1975, future cost-of-living adjustments to Social Secu-
rity and Supplemental Security Income (SSI) benefits be tied
to the Consumer Price Index.® This also ensures that COLA
increases are not tied to the direction in which the political
winds blow.

The Social Security Act specifies that any COLA be based
on the percentage increase in the Consumer Price Index for
Urban Wage Earners and Clerical Workers (CPI-W) from

TABLE 1: CPI CHANGES BY YEAR

the 3rd quarter of the previous year to the 3rd quarter of the
current year. If a COLA is warranted, it shows up in benefit
checks beginning the following January. If there is a decrease
in the CPI, or deflation, no COLA is provided. Further, no
COLA can occur in subsequent years until the CPI exceeds
the previous high point. Though benefits can increase, it is
important to note that Social Security benefits never decrease,
even during periods of deflation and a decline in the CPIL.°

Even though the United States is experiencing tough economic
times with a slow recovery, high unemployment, and unsus-
tainable levels of debt, Social Security benefits have already
appropriately increased purchasing power for retirees. Table 1
shows thatin 2009, beneficiaries received a 5.8-percent COLA,
the largest since 1982. This large COLA increase was primarily
aresult of significant increases in the price of gas and energy
during the spring and summer of 2008, such as when gasoline
reached $4 per gallon. Since then gas and energy prices have
declined, resulting in a lower CPI, but Social Security recipi-
ents are still benefitting from the increased purchasing power
afforded by the 5.8-percent COLA.

YEAR CPI-W % CHANGE EFFECTIVE COLAIN CPI-E % CHANGE CHAINED CPI % CHANGE
FOLLOWING JANUARY

2007 203.6 23 23 224.8 2.6 120.4 2.0

2008 215.5 5.8 5.8 236.3 51 126.7 5.2

2009 211.0 -2.1 0 233.0 -1.4 1251 -1.2

2010 214.1 1.5 0 235.2 1.0 126.3 1.0

Source: The Committee for a Responsible Federal Budget, “More on COLAS (and the CPI-E)," http://crfb.og/blogs/more-colas-and-cpi-e.
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MEDICARE PREMIUMS

MANY SOCIAL SECURITY beneficiaries also rely on Medi-
care to cover their health costs. Medicare Part B and Part
D premiums are automatically deducted from beneficiaries’
Social Security benefits.” In the absence of a COLA, however,
for most Social Security beneficiaries, Medicare Part B pre-
miums are not allowed to rise.® This hold-harmless provision
applies to all but the richest beneficiaries.” Additionally, the
CPI is designed to capture increases in medical care, includ-
ing prescription drugs, medical supplies, physicians’ services,
eye care, and hospital services.”® Thus, the absence of a COLA
increase would have a negligible effect on Social Security ben-
eficiaries on Medicare.

POLICY IMPLICATIONS

A LEGISLATED COLA or any payment in lieu of a COLA will
just increase real benefit levels above and beyond increases
in prices at the expense of additional federal debt that will
ultimately have to be paid by future generations. Some have
proposed switching the index on which a COLA is based to a
different index that applies greater weight to items that have
greater impact on seniors, such as health-care costs." One pos-
sible index is the CPI-E (Elderly). This index is experimental,
and the Bureau of Labor Statistics warns that the CPI-E has sig-
nificant methodological limitations.!? For example, the sampling
weights used for the CPI-E are subject to higher sampling error,
and the CPI-E does not accurately measure what the elderly
purchase or where they shop.”® Regardless of these limitations,
the CPI-E actually closely tracks the other common measures of
price inflation, the CPI-W and Chained CPI (see figure 2).1

FIGURE 2: COMPARISON OF ALTERNATIVE MEASURES OF CPI

140

135
130
125

120

Index Value

115

110

105

100

Congress has introduced legislation that would tie future
adjustments to the CPI-E, as well as provide a $250 payment
in years in which there is no automatic COLA.* The Social
Security Administration’s Office of the Chief Actuary esti-
mated that basing future adjustments on the CPI-E would
provide average annual COLAs of 3.0 percent per year, or
about 0.2 percentage points higher than adjustments based
on the current CPI-W.!* Referring back to table 1, it is worth
noting that if cost-of-living adjustments had been based on
the CPI-E, there would actually have been a smaller COLA
increase in 2008 and there still would not have been a COLA
increase in 2009 or 2010.

CONCLUSION

DURING TOUGH ECONOMIC times, everyone can use a few
extra dollars, especially those on fixed incomes. But Social
Security benefits are doing their job keeping Americans out of
poverty and maintaining their purchasing power when prices
rise or fall. Though legislation to allow for an automatic cost-
of-living adjustment based on the CPI-E might be good poli-
tics, further improvement to the methodology of the CPI-E
is necessary before we know whether it is good policy. Any
supplemental payment for Social Security recipients based on
the grounds that it is needed to protect beneficiaries from cur-
rent low inflation cannot be justified. Low inflation benefits all
consumers, including Social Security beneficiaries. For now,
any additional legislated COLA increase or one-time $250
payment is just artificially sweetening the COLA.
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