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Beneficiaries of many Federal retirement 
programs receive cost-of-living increases 
tied to a consumer price index that reflects 
the buying habits of urban wage earners 
and clercial workers. GAO assessed the 
financial implications of using a “workers 
index” to trigger increases in retirement 
benefits. 

The most significant financial implications 
GAO identified were due not to the use of a 
workers index, as such, but to the way the 
index’s homeownership component is con- 
structed. The methodology for computing 
homeownershipcosts is being revised. GAO 
is recommending legislative action that will 
hasten the revision’s effect on Federal re- 
tirement programs. 

After allowing for the change in computing 
homeownership costs, existing indexes 
would have provided a reasonable indicator 
of the impact of inflation on retirees. Differ- 
ences in how retirees and workers spend 
their money could change that, however, 
depending on future economic conditions. 
GAO is recommending steps directed at 
ensuring that the Government knows if 
and when that has happened. I InI II llllll llI#ll 
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To the President of the Senate and the i 
Speaker of the House of Representatives 

There has been much discussion recently about the propriety 
of cost-of-living adjustments to Social Security and Federal pen- 
sion benefits and about alternatives to the current indexinq 
mechanism. This report presents our assessment of one of those 
alternatives --construction of a separate Consumer Price Index 
for retirees. 

We are sending copies of this report to the Director, Office 
of Management and Budget; the Secretaries of Labor, Defense, and 
Health and Human Services; the Director, Office of Personnel 
Management: and the Chairman, Railroad Retirement Board. 

Comptroller General 
of the United States 





retirees index using that revised methodology 
and to recompute that index at least annually 
thereafter. To compute the index, the Bureau 
should apply retiree expenditure weights to 
the price data already being collected in 
support of CPI-U. 

RECOMMENDATION TO THE DIRECTOR, OMB 

Once the Bureau starts computing a retirees in- 
dex, OMB should (1) monitor the relationship of 
that index to the index being used to calculate 
cost-of-living adjustments for Federal retire- 
ment programs, and (2) determine, with input from 
agencies responsible for administering those pro- 
grams, whether differences between the indexes are 
significant enough to warrant proposing changes 
to the mechanism for computing cost-of-living 
adjustments. 

AGENCY COMMENTS 

Although it did not disagree that CPI-U is more 
appropriate than CPI-W for escalating retire- 
ment benefits, OMB disagreed with GAO over the 
timing of any shift from W to U. According to 
OMB, a shift in 1983 could cost the Government 
about $2 billion. But, others see it differ- 
ently. Given the unclear dollar impact, GAO 
sees no valid reason to delay a shift to the 
more appropriate CPI-U. 

The Bureau disagreed with GAO's call for a 
hybrid index, saying it would rather focus on 
certain technical issues that could affect a 
retirees CPI. GAO sees no need to defer produc- 
tion of a hybrid index until those issues are 
addressed. OMB said there were too many ques- 
tions that needed answering before it would 
want to raise expectations by formally moni- 
toring the relationship between a hybrid index 
and existing indexes. GAO believes the ques- 
tions OMB raises are the type that should be ex- 
pected as an appropriate byproduct of monitoring. 
(See pp. 65 through 67.) 
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These findings argue against the need for a 
separate retirees index. Not to be ignored, 
however, are the significant differences between 
the consumption patterns of retirees and the 
consumption patterns reflected by existing in- 
dexes in areas other than homeownership and the 
possibility that some combination of future 
economic conditions in conjunction with those 
differences could cause significant variances 
between existing indexes and a retirees index. 

GAO is recommending that the Bureau compute 
and publish a hybrid retirees index once the 
homeownership component is revised and at least 
annually thereafter. In constructing the 
hybrid index, the Bureau could follow essen- 
tially the approach GAO used--apply weights that 
reflect retiree consumption patterns to the 
price data now being collected for CPI-U. That 
approach would assure the detection of major 
diver9ences.i.n the cost-of-living for retirees 
without incurring the cost of constructing and 
maintaining a fully separate index. (See 
pp. 53 through 56.) 

Monitoring for such divergences should be 
centralized rather than segmented among the 
several agencies responsible for the various 
retirement programs. Because of the potential 
budgetary impact of any decision reached as a 
result of that monitoring, the Office of Manage- 
ment and Budget (OMB) seems the most logical 
choice to fill that role. 

RECOMMENDATION TO THE CONGRESS 

The Congress should enact legislation requiring 
that CPI-U be used instead of CPI-W to compute 
cost-of-living adjustments for Federal retirement 
programs. Any such legislation should be 
enacted in time to coincide with the Bureau's 
decision to revise the homeownership component 
of CPI-U starting in January 1983. 

RECOMMENDATION TO THE 
SECRETARY OF LABOR 

Once the methodology for measuring homeownership 
costs has been revised in the index used to 
escalate retirement programs, the Secretary of 
Labor should direct the Bureau to compute a 
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The Bureau plans to convert CPI-U to a rental 
equivalence-based index effective January 1983, 
to coincide with indexing provisions of the 
Economic Recovery Tax Act of 1981. CPI-W will 
not be converted until January 1985 because, 
according to the Bureau, that index is used 
extensively in escalator agreements and users 
need time to adjust to the change in method- 
ology. Thus, the change to rental equivalence 
will not affect Federal retirement programs, 
which are now tied to CPI-W, until 1985. 

CPI-U is the more appropriate index for com- 
putinq cost-of-living adjustments to retirement 
benefits because the size of its target popula- 
tion makes it a more precise measure of infla- 
tion than CPI-W, which is targeted only at urban 
wage earners and clerical workers. Until now 
the impact of using W instead of U to escalate 
retirement benefits has been negligible because 
both indexes have tracked very closely. After 
39 months they differed only by one-tenth of 
an index point. The two may not track so 
closely, however, when one is based on rental 
equivalence and the other is not. (See p. 58.) 

Because CPI-U is the more appropriate index for 
escalating retirement benefits, even without 
considering the shift to rental equivalence, the 
Congress should enact legislation requiring that 
cost-of-living adjustments for Federal retire- 
ment programs be tied to CPI-U. Prompt enactment 
of such legislation will enable the programs to 
use the improved index when it first becomes 
available in 1983. 

MONITORING NEEDED ONCE 
HOMEOWNERSHIP COMPONENT 
IS REVISED 

GAO's analysis showed that use of a rental 
equivalence-based CPI-U to compute cost-of- 
living adjustments would have maintained the 
real value of benefits in the past. In com- 
paring the Bureau's experimental version of 
a rental equivalence-based CPI-U with its own 
version of a rental equivalence-based retirees 
index, GAO found very small differences in 
index movements over the 39-month study period. 
The average annual rate of increase was 9.9 
percent for GAO's retirees index and 9.7 per- 
cent for CPI-U. (See pp. 40 and 41.) 
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Because homeownership costs represent a size- 
able portion of the CPI market basket (over 26 
percent) and because the Bureau's methodology 
for computing those costs is generally con- 
sidered inappropriate, GAO worked with two sets 
of indexes --one using the current measure of 
homeownership costs, the other using an experi- 
mental version of an alternative measure that 
the Bureau plans to start using in January 1983. 

EXISTING INDEXES DO NOT 
ADEQUATELY MEASURE THE IMPACT 
OF INFLATION ON RETIREES 

GAO found that use of a workers index to trigger 
cost-of-living adjustments for the,38 million 
beneficiaries of the four major Federal retire- 
ment programs (Social Security, Civil Service, 
Military, and Railroad) had placed an extra fi- 
nancial strain on those programs during the 
period covered by GAO's study. That strain-- 
about $4.2 billion-- can be attributed to the 
fact that existing indexes are based on under- 
lying expenditure data that do not reflect how 
retirees spend their money. Compared to urban 
wage earners and clerical workers or compared to 
all urbanites, retirees devote a larger share of 
their total expenditures to food, fuel, and med- 
ical care and a lesser share to transportation, 
house purchases, and mortgage interest. (See 
pp. 22 through 28 and 43 through 52.) 

In October 1981, the Bureau announced it was 
going to use a new approach--called rental 
equivalence-- to construct the CPI's homeowner- 
ship component. That revision should bring 
existing indexes more in line with retiree 
consumption patterns, althouqh significant 
differences will still exist. (See pp. 27 and 
57.) 

RETIREES' COST-OF-LIVING 
ADJUSTMENTS SHOULD BE 
TIED??j--zPI-U - 

It was clear'from GAO's analysis that the most 
important step the Bure&u could take to make the 
CPI more reflective of the impact of inflation 
on retirees was to revise its methodology for 
computing homeownership costs. With its October 
1981 announcement, the Bureau committed itself 
to that end. (See p. 57.) 
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COMPTROLLER GENERAL'S 
REPORT TO THE CONGRESS 

A CPI FOR RETIREES IS NOT 
NEEDED NOW BUT COULD BE IN 
THE FUTURE 

DIGEST ---e-e 

The cost-of-living adjustments to benefits paid 
by Federal retirement programs are a matter of 
increasing concern because of their substantial 
effect on the financial stability of those pro- 
grams and on the Federal budget. One point of 
contention is that the adjustments are tied to 
movements in a consumer price index (CPI) that 
reflects the buying habits of working people. 
Some contend that this "workers index" over- 
compensates retirees for increases in their cost 
of living: others contend just the opposite. 
An oft-suggested solution is to have the Bureau 
of Labor Statistics construct a separate CPI 
for retirees. 

GAO reviewed the need for a retirees CPI to aid 
the Congress and others in deliberatinq this 
question and in considering actions to maintain 
the financial stability of retirement programs. 

GAO'S METHODOLOGY 

The Bureau publishes two CPIs monthly. The 
first, CPI-W, measures the price changes asso- 
ciated with goods and services bought by urban 
wage earners and clerical workers. The second, 
CPI-U, measures the price changes associated 
with items bought by all urbanites, including 
retirees. The benefits paid out by many Federal 
retirement programs are adjusted periodically 
for increases in the cost of living as measured 
by increases in CPI-W. 

[Ising data from the same sources the Bureau 
draws on in constructing existing CPIs, GAO 
computed an index that reflected the consumption 
and livinq patterns of retired households. GAO 
computed its index for each of 39 consecutive 
months starting with January 1978 and compared 
the index's movement with the movement of 
existing CPIs. 
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CHAPTER 1 

INTRODUCTION 

The Consumer Price Index (CPI) measures the price change of 
a constant market basket of goods and services over time. The 
Bureau of Labor Statistics (BLS) publishes two CPIs monthly. The 
first, known as CPI-W, measures the price changes associated with 
a market basket that represents the goods and services bought by 
urban wage earners and clerical workers --about 40 percent of the 
nation's noninstitutionalized civilian population. Until 1978, 
CPI-W was the only consumer price index BLS published. In 1978, 
BLS began publishing a second index, known as CPI-U, which meas- 
ures the price changes associated with a market basket that re- 
presents the goods and services bought by all urban consumers 
including the self-employed, the unemployed, and the retired-- 
about two times the population covered by CPI-W. L/ 

HOW THE MARKET BASKET 
IS CONSTRUCTED 

The current CPI market basket contains about 400 items. 
Those items were selected on the basis of detailed information 
obtained during a Consumer Expenditure Survey conducted by BLS, 
through the Bureau of the Census, between 1972 and 1974. The sur- 
vey consisted of two components, each with its own questionnaire 
and household sample: 

--A sample of 20,000 households (families and single persons) 
from across the country was subjected to a series of quar- 
terly interviews. Those interviews, conducted during 1972 
and 1973, were designed to collect data on major items of 
expense as well as information on income and household 
characteristics. 

--Another sample of about 20,000 households was asked to 
complete a 2-week diary. The basic objective of this diary- 
keeping, conducted between July 1972 and June 1974, was to 
obtain reliable expenditure data on small, frequently 
purchased items that would be difficult to recall during 
an interview-- items such as food, housekeeping supplies, 
nonprescription drugs, and personal care products. 

According to BLS, the market basket items are mutually ex- 
clusive and account for all household expenditures reported during 
the Consumer Expenditure Survey. Each item in the basket is 
assigned a weight (referred to as an expenditure weight) which, 
in effect, reflects the importance of that item in the CPI 

*i/We use the generic abbreviation CPI, by itself, whenever it is 
unnecessary to distinguish between CPI-W and CPI-U. 
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structure. Without getting into various technicalities, an 
item's expenditure weight is computed by dividing the amount of 
money the index population spent on that item--as determined 
through the Consumer Expenditure Survey--by the total amount of 
money that same population spent on all items. Because weights 
are based on expenditures by the index population and because 
the index population for CPI-W (urban wage earners and clerical 
workers) differs from that for CPI-U (all urban residents), the 
expenditure weights differ between the two indexes. Thus, al- 
though the items in the CPI-W and CPI-U market baskets are the 
same, the relative importance of the various items in the two 
baskets, as identified by the expenditure weights, differ. 

HOW THE CPI IS USED 

The CPI is used to measure the success or failure of Govern- 
ment economic policy, to translate other economic indicators into 
inflation-free dollars, and to escalate income payments. It is as 
an escalator that the CPI has its most noticeable impact. For 
example: 

--Millions of beneficiaries of federally administered retire- 
ment programs receive annuity increases based on increases 
in the CPI. 

--Elements of the food stamp program, involving outlays of 
about $9 billion in fiscal year 1980, are indexed to the 
CPI. 

--Millions of workers are covered by collective bar- 
gaining contracts which provide for increases in wage rates 
based on increases in the CPI. 

--The officially defined poverty level, which is the basis 
for eligibility in many government health and welfare pro- 
grams, is updated periodically to keep in step with the 
CPI. 

--An unknown number of rental, royalty, and child support 
agreements contain escalator clauses tied to the CPI. 

Most escalator clauses, including those affecting federally 
administered retirement programs, are specifically tied to CPI-W. 



The four most significant federally administered retirement 
programs are Social Security, Civil Service, Military, and Rail- 
road. L/ As the following table shows, in 1978 2/ those four 
retirement programs paid monthly benefits of about $10 billion to 
more than 38 million beneficiaries-- 81 percent of whom were 50 
years old or older. A/ 

Total recipients Recipients aged 50 of older 
Number of Monthly banef its Number of Percent of Monthly benefits 

Ratirsment program recipicnte Total Averags racipiants total recipienta Total ~"srags 

(OOOomiftedj (OOo~tedl 

Social security 34,216,RlS $7.724.384 5226 27.673.947 80.8 $6.705.810 $242 

Civil Service 1.564.510 937,541 599 1,447,055 92.4 905,570 626 

Military 1,245,597 882,663 709 748,876 60.1 570,752 762 

Railroad 1,024,631 338,684 331 994.844 97.1 329,754 331 

38,051,553 $2883,272 $260 30.864.722 $8.511.886 $276 

----I-- 

L/In a June 1981 report on "Indexing with the Consumer Price Index: 
Problems and Alternatives," the Congressional Budget Office pro- 
vided a list of indexed entitlement programs. That list indi- 
cated that these four retirement programs accounted for 99.7 
percent of the estimated fiscal year 1981 outlays for all indexed 
Federal retirement programs, excluding outlays for the Central 
Intelligence Agency program which are classified. 

Z/We used 1978 data because that was the most current data avail- 
able for the four retirement programs when we began our study. 

z/We use 50 as the cutoff to be consistent with our definition 
of retired, which is more thoroughly discussed on page 6. 



The Social Security Administration manages the largest of the 
programs, paying $7.7 billion monthly to about 34 million recip- 
ients in 1978, an average of $226 a person. Of those recipients, 
20.8 million were retirees (including persons retired on disabil- 
ity) who received monthly benefits of about $5.5 billion. Other 
recipients included survivors of deceased workers and depend- 
ents of retired workers. 

Benefits paid out under the four major retirement programs 
are adjusted automatically in response to increases in CPI-W. 
Social Security and Railroad Retirement benefits are adjusted 
annually (in June) whenever the CPI-W monthly average for the 
first calendar quarter of a year shows an increase of at least 3 
percent over the CPI-W monthly average for the first calendar 
quarter of the preceding year. During the years covered by our 
evaluation, military and Civil Service retirement benefits were 
adjusted every 6 months (in March and September) on the basis of 
the percentage increase in the CPI-W during the most recent half- 
year (measured in December and June). Pursuant to the Omnibus 
Budget Reconciliation Act of 1981 (Public Law 97-35, 95 Stat. 754) 
these benefits will now be adjusted annually (in March) on the 
basis of the percentage increase in the CPI-W during the past 
year (measured in December). 

CONTROVERSY OVER THE USE OF CPI-W 
TO ADJUST RETIREMENT BENEFITS 

Considering the number of persons affected by federally 
administered retirement programs and the dollar value of benefits 
paid them, it is apparent that any cost-of-living adjustment 
triggered by an increase in the CPI is going to involve a lot of 
money. Just considering Social Security, for example, and using 
the total monthly benefits paid out in May 1981 as a base, a 
1 percent cost-of-living increase means about $1.3 billion in 
additional benefits annually. 

Figures such as those help explain the continuing controversy 
over the use of CPI-W to escalate retirement benefits. The con- 
troversy centers around the fact !hat retirement benefits are 
being adjusted on the basis of movements of a price index that re- 
flects the buying habits of working people. Those on one side of 
the controversy argue that this situation more than adequately 
compensates retirees for increases in their cost of living, with 
a considerable drain on Federal funds. They argue, for example, 
that retirees seldom buy houses and thus are protected against 
the rising cost of new mortgages which has been a major factor in 
recent CPI increases. Those on the other side of the controversy 
contend that retirees are undercompensated for inflation because 
they I in comparison to workers, devote a larger share of their 
expenditures to goods and services, like fuel and other utilities, 
that have been increasing in price at a faster rate than the 
overall CPI. 



Regardless of the point of view being argued, the question 
eventually comes down to whether BLS should develop a separate 
index based solely on the buying habits of retirees. This report 
responds to that question. 

OBJECTIVES, SCOPE, 
AND METHODOLOGY 

We conducted our study in accordance with GAO's "Standards 
for Audit of Governmental Organizations, Programs, Activities, 
and Functions." Our purpose was to aid in any deliberations on 
the need for a separate CPI for retirees. We made various analyses 
using 

--retiree expenditure data extracted from BLS' 1972 to 74 
Consumer Expenditure Survey, 

--retiree geoqraphic data extracted from the same BLS survey 
and from the 1978 Current Population Survey, 

--data on related studies done by other researchers, 

--data on the number of beneficiaries and the dollar outlays 
associated with four federally administered retirement pro- 
grams, and 

--data on the costs associated with developing consumer 
price indexes. 

Using the retiree expenditure data and the retiree geographic 
data, as discussed more fully in chapter 4, we recomputed the con- 
sumer price index for each of 39 consecutive months starting with 
January 1978. We then charted the recomputed figures and compared 
their movement during the 39 months with the movement of BLS' 
existing indexes--CPI-W and CPI-U. We selected January 1978 as 
the starting point for our analysis because (1) that is when the 
revised CPI-W and the new CPI-TJ went into effect, and (2) we felt 
that a 39-month span would be sufficient to smooth out the effects 
of unusual index fluctuations caused by abrupt price changes from 
one month to the next in particular expenditure classes. 

We included CPI-TJ in our analysis even though federally 
administered retirement programs are tied to CPI-W because CPI-U 
seems to be the more appropriate index for escalating retirement 
benefits since its target population is broader than CPI-W's and 
specifically includes retirees. Also, a comparison of how CPI-W 
and CPI-U have moved since January 1978 provides an on-line example 
of how the use of different target populations affects the CPI. 

[Jsing the charted movement of our recomputed monthly indexes 
to represent how a retirees CPI would have moved over the 39 
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months, we estimated the financial impact on four federally ad- 
ministered retirement programs and on the individual beneficiaries 
if cost-of-living adjustments to the benefits paid out of those 
programs had been based on a retirees CPI rather than existing 
CPIS. The four retirement programs (Social Security, Federal 
Civil Service, Military, and Railroad) were selected because, as 
indicated by the Congressional Budget Office report cited on 
page 3, they accounted for almost all of the outlays for indexed 
federally administered retirement programs. 

We used retirees as our target group even though many pro- 
gram beneficiaries, such as survivors of deceased workers, may 
not be retired because (1) retirees comprise the largest single 
group of program beneficiaries by far, and (2) it was not practi- 
cal, working with BLS data, to identify households headed by other 
target groups. We classified a household as retired if Consumer 
Expenditure Survey data showed that the household was headed by 
someone who (1) was at least 50 years old, (2) listed his or 
her occupation as retired, and (3) reported no earned income 
such as wages and salaries. 

We made our analyses using indexes computed on the basis of 
two different measures of homeownership costs--the measure BLS now 
uses and the measure BLS will be using. On October 27, 1981, BLS 
announced that it was going to change the homeownership compon- 
ent of the CPI to a rental equivalence measure and that it was 
going to accomplish that shift in two stages--changing CPI-1J 
effective *January 1983 and changing CPI-W effective January 1985. 
Our analysis shows how such a change in computing homeownership 
costs would have affected the relationship between a retirees 
index and existing indexes during the 39 months covered by our 
study. 

During the initial stages of this study, BLS, at our request, 
reviewed our proposed methodology and found it sound. Although we 
subsequently revised some of the details--such as expanding our 
study period from 30 to 39 months-- our basic analytical approach 
remained unchanged from the approach reviewed by BLS. 

Each of the ensuing chapters contains pertinent and more 
detailed information about our methodology, including certain 
limitations therewith. 
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CHAPTER 2 

PRIOR RESEARCH HAS PRODUCED 

VALUABLE BUT INCONCLUSIVE EVIDENCE 

ON THE NEED FOR A SEPARATE INDEX 

Various researchers have inquired into the consumption pat- 
terns of retirees or the elderly and have discussed how a CPI hased 
on those patterns would have moved compared to the existing CPI. 
The results differ somewhat from study to study, which can gener- 
ally be attributed to different methodologies, time frames, target 
groups I and/or data bases. We have summarized past study findings 
to recognize the significant research effort that has preceded our 
report and to give proper weight to those findings in our final 
conclusions. 

BLS ANALYTICAL REPORT 

In December 1963, BLS reported on an analysis of the impact 
of rising prices on younger and older consumers. L/ The analysis 
involved grouping all urban households into seven classes based 
on the age of the family head: determining, for each class, the 
distribution of 1950 expenditures among 26 CPI categories: and 
then applying appropriate price indexes to estimate the change in 
prices between 1950 and 1960 for different age groups. 

BLS summarized the study results as follows: 

'IIn summary, the estimate of total price increase from 
1950 to 1960 was larger for each successive age group, 
but varied by only 2.2 percentage points from the 
youngest to the oldest group. Thus, even in a period 
when larger-than-average price changes tended to be 
concentrated in classes of items which are relatively 
more important in the spending pattern of older con- 
sumers, the total change was not substantially larger 
for older than younger families." 

----A ------ 

L/Helen Lamale, The Impact of Rising Prices on Younger and Older 
Consumers, Report No. 238-2 (Washington, D.C.: !J.S. Bureau of 
Labor Statistics, December, 1963). 
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STUDY BY THEODORE TORDA 

In 1972, Theodore Torda authored an article on the impact 
of inflation on persons who were 65 years old or older. 1/ Part 
of that article dealt with the effects of inflation on tEe cost 
of living from 1960-61 through mid-1972. The author worked with 
published information from the 1960-61 Consumer Expenditure 
Survey and concluded that: 

"On balance, there is little evidence that the cost 
of living has risen faster for the elderly than for 
the general population. Reweighting the price changes 
for twelve major spending categories of urban wage 
and clerical workers by the expenditure weights of 
retirees indicates that, since 1960-1961, the cost 
of the retiree's market basket of goods and services 
has risen only 2 percentage points more than that 
of the urban wage and clerical worker." 

Mr. Torda surmised that the 2 percentage points difference 
would have been offset "by the effect of the Medicare program, 
which has helped to relieve the elderly * * * from the financial 
burden of illness in old age." According to Mr. Torda: 

"After reducing the 1960-1961 weight of the retiree's 
expenditures for medical care by 40 percent (to com- 
pensate for Medicare), the cost of living appears 
to have risen by virtually the same amount for retirees 
as for urban wage and clerical workers since 1967." 2/ 

CONGRESSIONAL RESEARCH SERVICE 
REPORT ON A CPI FOR THE ELDERLY 

In a November 1975 report, 2/ the Library of Congress' Congres- 
sional Research Service (CRS) compared a retired persons index 
with the existing CPI. Using 1960-61 Consumer Expenditure Survey 
data for all urban households headed by a retired person, CRS 

L/Theodore S. Torda, "The Impact of Inflation on the Elderly" in 
Economic Review (Federal Reserve Bank of Cleveland, Oct. - Nov., 
1972). 

Z/Medicare became effective in 1967. 

A/Valerie Lowe Amerkhail, A Consumer Price Index for the Elderly 
(Washington, D.C.: Congressional Research Service, November, 
1975). 



grouped expenditures into 16 categories and computed an expendi- 
ture weight for each category. CRS acknowledged that it did not 
treat the housing category the way it is treated in the CPI but 
concluded that the inconsistent methodology did not affect 
the appropriateness of its weighting structure. 

CRS applied the retiree expenditure weights to appropriate 
price indexes and computed a retirees index for 1960 through 
June 1975. After comparing that index with the existing CPI, CRS 
concluded that 

'* * * for the 14 periods covered, both indexes rose 
by the same percent in 3 of the periods, the retired 
person's index rose more in 6 periods, and the regular 
CPI rose more in 5 periods. Over the complete 
interval the regular CPI rose 80.0 percent, while the 
retired person's index rose 80.9 percent." 

It is interesting to note that this study used as its target 
group retired households rather than the elderly households 
used by almost every other study we looked at. In its report, 
CRS explained that it used the retired group because that group 
seemed more representative of the elderly for whom a separate 
index might be desired. CRS did not explain, however, what cri- 
teria it used in identifying a household as retired. 

THE FIRST BORZILLERI STUDY 

Of all the studies in this area, the one that seems to be 
most often cited is the study published by Mr. Thomas Borzilleri 
in June 1978. l/ Mr. Borzilleri, an economic consultant, concluded 
that prices increase faster for older people than measured by 
the existing CPI and that BLS needed to analyze the issue more 
thoroughly. 

1Jsing published data from the second half of the interview 
component of the 1972-74 Consumer Expenditure Survey for households 
headed by someone 65 years old or older, Mr. Borzilleri grouped 
expenditures into 14 categories and derived an expenditure weight 
for each category. Then, by applying those weights to the month- 
to-month price changes reported for the 14 categories from January 
1970 through March 1977, he was able to construct an old persons 
index. Comparing that index with the existing CPI showed, accord- 
ing to Mr. Borzilleri, that "on the average, prices for older 

A/Thomas C. Borzilleri, "The Need for a Separate Consumer Price 
Index for Older Persons: A Review and New Evidence" in The 
Gerontologist, V. 18, No. 3 (1978). 

9 

.“, 
. ‘,,F.d ^ 1 

*f. : 



persons, given their differential expenditure patterns, rose about 
4 percent faster than for the population in general." He concluded 
further that use of the existing CPI rather than an old persons 
index to adjust Social Security benefits cost older Social Security 
beneficiaries about $500 million between 1975 and 1977. 

Mr. Borzilleri's data showed the elderly index rising 2.6 per- 
centage points more than the existing CPI during the 7 years cov- 
ered by his study. Expressed another way, Mr. Borzilleri's old per- _ 
sons index rose at an average annual compound rate of 6.7 percent 
compared to the average rate of 6.5 percent recorded by the CPI. 

As noted, Mr. Borzilleri's study, unlike those discussed 
previously, used data from the most recent Consumer Expenditure 
Survey --that conducted between 1972 and 1974. Although his old 
persons index was constructed using expenditure weights derived 
from that survey, the CPI he compared it to was based on expendi- 
ture weights derived from the 1960-61 Survey. L/ To determine 
whether the 4 percent faster increase in prices paid by older per- 
sons might be attributable simply to the use of different base per- 
iods, he constructed a "new CPI" using 1972-74 survey data and 
compared the price changes associated with that index to the price 
changes associated with his old persons index. He concluded that 
switching over to the new CPI would reduce the estimated difference 
from 4 percent to 3 percent. 

Mr. Borzilleri also conducted tests to determine if his 
results might have been skewed either because he calculated 
expenditure weights for only 14 categories when the CPI market 
basket actually contains about 400 items or because he constructed 
his old persons index with the implicit assumption that the elderly 
are geographically dispersed in the same proportion as the general 
population. Recognizing the limitations in his test procedures 
due to data limitations, Mr. Borzilleri concluded that neither 
factor affected his results. 

Mr. Borzilleri also had some observations on the impact of 
Medicare which differed from those expressed by earlier re- 
searchers like Mr. Torda. According to Mr. Borzilleri: 

"AS the new Consumer Expenditure Survey indicates, 
rapid changes in the relative price of medical care 
throughout the late 60s have again raised the budget 
proportion of out-of-pocket medical expenses for 
older persons to the 1960-61 level, lO.l%." 

* * * * * 

&/BLS did not start using the 1972-74 data in computing the 
CPI until January 1978, which was after the time period 
covered by Mr. Borzilleri's study. 
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'* * *Older people spend almost 70% more on 
this category of goods and services, out-of-pocket, 
than does the younger population, and, during the 
period under investigation, medical care prices 
increased 30% faster than prices in general. 
Had relative prices for medical care not changed 
so rapidly, it is likely that the observed difference 
between the CPI and the [old persons index] would have 
been much smaller." 

Mr. Borzilleri concluded that: 

"Reweighting experiments of the sort reported here 
can only take us so far. At best, the findings of 
this study are indicative of the need for more 
thorough analysis of the issue. Only the Bureau 
of Labor Statistics has the resources to determine 
whether the consistent finding of elderly inflation 
experience understatement would hold if highly detailed 
item, regional, and retail outlet data were used." 

DATA RESOURCES INC., r -- 
STUDY ON INFLATION 
AND THE ELDERLY 

In a study done for the National Retired Teachers Association 
and the American Association of Retired Persons, Data Resources, 
Inc., (DRI) inquired into the effects of inflation on the el- 
derly. l/ Using various sophisticated evaluation methodologies, 
DRI analyzed the income, expenditures, and wealth of elderly 
persons. Its study was historical, covering the past decade, 
and prospective, using forecasting models to estimate future 
income and expenditures. 

In analyzing expenditures, DRI created age-specific price 
indexes for the under-55 age group and for each of four elderly 
age groups. DRI summarized its results as follows: 

------_m--._-----B-w 

L/Martin Duffy et al, Inflation and the Elderly (Lexington, _----- 
Massachusetts: Data Resources, Inc., 1980). 



"For the future, DRI forecasts continued rapid in- 
flat ion in the core necessities--a 10.1 percent 
rate for health care, 9.9 percent for fuel and 
utilities, and 8.7 percent for food at home, 
between 1979 and 1985, compared to 8.7 percent for 
the overall CPI. Therefore, elderly consumers will 
continue to experience somewhat greater price in- 
flation than younger consumers." 

"The basic finding is as expected: since elderly 
consumers spend larger fractions of their budgets 
on the high-inflation core necessities-food at home, 
medical care, and fuel & utilities (which inflated at 
rates of 8.3 percent, 7.9 percent, and 9.4 percent 
respectively between 1970 and 1979, compared to 7.2 
percent for the all-urban CPI)-the price of the bundle 
of goods and services purchased by the elderly rose 
somewhat faster than those goods and services purchased 
by younger consumers." 

* * * * * 

DRI also addressed the Medicare issue and noted that: 

"There seems to be a public perception that recent 
improvements in Medicare and, to a lesser extent, 
Medicaid * * * have removed most of the elderly's 
health care burden. Only 44 percent of health care 
costs of the aged (over 65) population were funded 
through Medicare in fiscal year 1977 * * * and if the 
deductible and coinsurance amounts paid by the aged 
are subtracted, this share falls to 41 percent * * * 
The 44 percent figure compares to 39 percent in 
fiscal year 1973 * * * so there has been a moderate 
increase in the share of health care costs borne 
by the government between fiscal years 1973 and 
1977." 
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CRS REPORT ON MEASURING 
PRICES PAID BY THE ELDERLY 

In March 1980, CRS issued a report L/ in which it (1) dis- 
cussed how the purchasing patterns of the elderly differ from those 
of the population group represented in the CPI and (2) compared a 
special price index for the elderly with the CPI. 

CRS constructed its elderly persons index by using 1972-74 
Consumer Expenditure Survey data to compute expenditure weights 
for households headed by persons 65 years old or older and then 
applying those weights to the seven major CPI components (food, 
housing, transportation, apparel, medical care, entertainment, and 
other goods and services). CRS reported that the elderly index 
would have risen 10.3 percent between 1978 and 1979 compared to 
the 11.3-percent rise 2/ actually posted by the existing CPI. 
Between 1967 and 1979 the elderly index would have risen at 
an annual compound rate of 6.8 percent, which would have been 
slightly faster than the annual compound rate of 6.7 percent 
recorded by the CPI. 3/ 

CRS concluded that: 

"Although there are significant differences between 
the purchasing patterns of families with heads over 
age 6.5 and all families, there does not appear to be 
a significant difference in the price experience of 
both groups. Over the past 12 years, the specially 
constructed consumer price index for the elderly 
* * * has increased at about the same rate as 
the published CPI. During the past year the elderly 
price gauge increased one percentage point less than 
the CPI. These findings, although consistent with 
other studies which have examined prices paid by 
the elderly, cannot be considered definitive." 

-.-.--.-.---- --.--._---- 

L/Barry Molefsky, Measuring Prices Paid by the Elderly (Washing- 
ton, D.C.: Congressional Research Service, March 31, 1980). 

a/The 11.3-percent figure relates to CPI-U. During the same per- - 
iod (1978 and 1979) CPI-W rose 11.5 percent. 

J/The 6.7-percent figure relates to CPI-W. 
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CRS explained that last statement thusly: 

"This index was constructed by reweighting only 
the major expenditures categories of the CPI. 
A more reliable measure could be obtained by 
reweighting each of the approximately 400 items 
for which BLS collects monthly price data. 
Moreover, BLS records prices at establishments 
frequented by all urban consumers. To properly 
construct a price index for the elderly, prices 
should be collected at retail outlets patronized 
by the elderly." 

Although CRS used the same data base (the interview component 
of the 1972-74 Consumer Expenditure Survey) and the same target 
group (households headed by someone 65 years old or older) as 
Thomas Borzilleri, its results differ somewhat from Borzilleri's. 
That might be attributable, in part, to the use of different time 
frames (CRS used 1967 through 1979 while Borzilleri used January 
1970 through March 1977) or the use of different levels of cate- 
gorization when computing expenditure weights (CRS used 7 cate- 
gories while Borzilleri used 14). The different results might 
also be due to the fact that the Borzilleri study predated the 
CRS study by a couple of years. As such, Mr. Borzilleri had to 
work with preliminary survey data published by BLS while CRS was 
able to work with final published data. In that regard, BLS 
noted, in publishing the final data, that: 

"Some values presented in this bulletin may differ 
from the preliminary, combined-year averages pre- 
sented in previous BLS publications due to additional 
processing of the interview data base and slight 
differences in the underlying concept of certain 
survey categories." 

SOCIAL SECURITY ADMINISTRATION 
STUDY ON INFLATION AND THE ELDERLY 

In January 1981, a Social Security Administration study team 
reported that it had constructed an old persons index for 1967 
through 1979 using data from the 1972-74 Consumer Expenditure 
Survey. L/ The team found that the old persons index would have 
risen at an average annual rate of 6.8 percent compared to an 
average annual increase of 6.7 percent recorded by a price index 
for urban wage earners and clerical workers. 

l/Benjamin Bridges, Jr. and Michael D. Packard, "Price and Income - 
Changes for the Elderly" in Social Security Bulletin, Vol. 44, 
No. 1 (1981). 
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The study team worked with the seven major CPI expenditure 
classes and found that: 

"The two expenditure classes of medical care 
and food and beverages, which clearly were 
relatively more important to the aged, had 
relatively fast rates of price increase over 
the 1967-79 period * * * Apparel and trans- 
portation, which clearly were relatively less 
important to the aged, had relatively slow 
rates of price increase. The remaining three 
expenditure classes [housing, entertainment, and 
other goods and services] are not clearly either 
more or less important for the aged." 

Like most of the others, this study dealt with households 
headed by persons 65 years old or older and involved computing 
expenditure weights for that target group. Rut there were a 
couple of differences worth noting. This study, unlike the others, 
used data from both phases of the Consumer Expenditure Survey--the 
interview phase and the diary phase-- in computing expenditure 
weights, which is consistent with what BLS does. Also, this study 
included an attempt to approximate BLS' procedures for computing 
the expenditure weight for housing which differs significantly 
from BLS' procedure for computing all other expenditure weights. 
To get some of the data needed for the housing computation, such 
as data on contracted mortgage interest cost, the study team had 
to go beyond the published Consumer Expenditure Survey data used 
by most other researchers. 

Interestingly, even with these differences in methodology, 
the Social Security Administration study team's results (6.8 per- 
cent average annual rate of increase versus 6.7 percent) mirrored 
the CRS study results discussed just above. 

ANALYSIS OF HOUSEHOLD- 
SPECIFIC PRICE INDEXES 
BY A BLS ECONOMIST 

When we started our evaluation, Robert P. Hagemann, an econ- 
omist in BLS' Office of Prices and Living Conditions, was working 
on a study of the variation in inflation rates across house- 
holds. l/ That study involved construction of separate price 
indexes-for each of 13,639 urban families interviewed during 

__.-_-_--.- a --_--. - - . - -  

L/Robert P. Hagemann, "Inflation and Household Characteristics: 
An Analysis of Group-Specific Price Indexes," BLS Working Paper 
#llO (Washington, D.C.: U.S. Bureau of Labor Statistics, 
December 1980). 

15 

,‘, ’ i ”  , .  1 
.>:a” 
mi 



the 1972-74 Consumer Expenditure Survey. Mr. Hagemann first 
grouped each family's expenditures into about 40 categories, then 
BLS price indexes for those categories were weighted together 
using weights specific to that family. From the data base gener- 
ated during that study, Mr. Hagemann provided us with estimates 
of a CPI for retired households, defined as those households 
whose heads were 50 years old or older and who identified them- 
selves as retired. Of the 13,639 households included in the 
study, about 13 percent, or 1,799, satisfied that definition. 

The CPI Mr. Hagemann constructed differs from the official 
CPI in a number of important aspects. First, the constructed 
CPI is based only on data from the interview phase of the Consumer 
Expenditure Survey. Therefore, expenditures for certain items, 
such as housekeeping supplies, are excluded altogether, and ex- 
penditures for other items, such as food, are based on global 
estimates obtained during the interview phase rather than the more 
detailed data obtained during the diary phase. 

Second, rather than construct a composite market basket for 
all retirees and then compute a price index for the group (as 
done for the official CPI) Mr. Hagemann took each household's 
expenditures as its market basket and constructed a price index 
for each household. An average index was then computed for re- 
tired households. This results in a weighting structure dif- 
ferent from that of the official CPI. The market basket of 
the official CPI is based on aggregate expenditures. Because 
high-income households tend to spend more than low-income house- 
holds, they have more impact on the composition of the market 
basket. In the constructed CPI, however, each household has its 
own index, which is simply averaged together with others. There- 
fore each household has equal impact on the implicit market 
basket. 

Third, Mr. Hagemann computed indexes using four different 
treatments of homeownership, none of which mirrors the way home- 
ownership is handled in the official CPI. The four treatments, 
which are explained in appendix I, involved (1) use of current 
interest rates, (2) use of interest rates averaged over the 
prior 5 years, (3) rental equivalence, and (4) exclusion of all 
housing costs. The official CPI considers the entire price of 
a house plus the interest expected to be paid over half the 
stated life of the mortgage in computing the homeownership 
expenditure weight. 

Recognizing that the above features of his methodology pre- 
cluded comparison of his indexes with the official CPI, Mr. 
Hagemann constructed new indexes for urban wage earners and 
clerical workers using his methodology. In the rest of this 
section, we refer to the constructed indexes for retirees as 
CPI-Rc and the constructed indexes for wage earners and clerical 
workers as CPI-WC. 
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From 1972-73 (the base period used in this study) through 
the second quarter of 1980, the official CPI-W rose by 90 percent. 
As the following table shows, each of the constructed indexes 
would have risen less than that. 

Constructed index 
1972- 
1973 

Second 
quarter 

1980 
Percent 

increase 

CPI-WC (rental equivalence) 
CPI-Rc (rental equivalence) 

CPI-WC (current interest) 
CPI-Rc (current interest) 

CPI-WC (average interest) 
CPI-Rc (average interest) 

CPI-WC (less housing) 
CPI-Rc (less housing) 

100.0 
100.0 

100.0 
100.0 

100.0 
100.0 

100.0 
100.0 

172.7 72.7 7.6 
176.9 76.9 7.9 

181.3 81.3 8.3 
182.8 82.8 8.4 

177.0 77.0 7.9 
181.7 81.7 8.3 

178.5 78.5 8.0 
187.8 87.8 8.8 

Average 
compound 

annual 
rate 

(percent) 

The constructed indexes show that during the study period, 
on average, a CPI for retirees would have risen a bit faster than 
a CPI for workers no matter which of the four treatments of hous- 
ing was used. The study sheds no light, however, on how a retirees 
index using the official treatment of homeownership might move 
compared to the existing CPI-W. I_/ 

Although each retirees index rose faster over the long run 
than its corresponding CPI-WC, that relationship was not consist- 
ent from year to year. In that regard, further analysis of the 
study results shows that a retirees CPI would sometimes move faster 
and sometimes move slower than a workers CPI--no matter how home- 
ownership is handled. For example, using the indexes computed on 
the basis of rental equivalence (which is the way BLS will be 
measuring homeownership costs starting in 1983) the following 
table shows how CPI-WC and CPI-Rc moved from the first quarter of 
one year to the first quarter of the next --the same relationship 
that is used in computing cost-of-living adjustments to Social 
Security benefits. 

---.-------.---.--..- 

l/Some light was shed in that area by the previously discussed - 
Social Security Administration study which attempted to replicate 
BLS' official treatment of homeownership in computing an old 
persons index. 
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Percent Change From First Quarter of Prior Year (note a) 

Year CPI-WC CPI-Rc Difference 

1975 9.6 8.9 -. 7 

1976 6.2 6.1 -. 1 

1977 6.3 6.0 -. 3 

1978 6.0 6.8 .a 

1979 8.9 9.2 .3 

1980 9.1 9.9 .8 

a/As a point of reference, - the official CPI-W rose by the follow- 
ing percentages during the same 6-year period: 11.0, 6.4, 5.9, 
6.5, 9.9, and 14.3. 

STUDY BY THE NATIONAL 
COMMISSION ON SOCIAL SECURITY 

In December 1977, the Congress created the nine-member 
National Commission on Social Security to study all aspects of 
Social Security and related programs. The Commission issued its 
final report in March 1981. L/ As part of that report, the Com- 
mission discussed the need for a separate CPI for the elderly 
including the results of a study done for the Commission in which 
Joseph Minarik of the Brookings Institution computed two special 
price indexes for the elderly. 

The Commission's report did not explain how Mr. Minarik de- 
fined "elderly" and contained little information on Mr. Minarik's 
methodology in constructing his two indexes. The only information 
in the Commission's report about Mr. Minarik's methodology was 
that the first index involved adjusting the current CPI for vari- 
ous factors "subject to the limitations of available knowledge" 
and that the second index involved a revision to the treatment of 
housing. 

After comparing the special price indexes with the CPI over a 
lo-year period, the Commission concluded that: 

A/National Commission on Social Security, Social 
America's Future (Washington, D.C.: GPO,'1981). 

Security in 
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"if a special price index for the elderly were to be 
computed, it would probably be quite similar to the 
Consumer Price Index, whether the current or the most 
likely alternative treatment of housing were used." 

Despite that conclusion the Commission recommended that the 
Congress 

"authorize the necessary funds and personnel for the 
Bureau of Labor Statistics to undertake the field 
surveys and analyses needed to determine how a 
special index for the elderly might be calculated 
and whether and to what extent it would be appro- 
priate for adjusting the level of Social Security 
benefits for price increases for all Social Security 
beneficiaries." 

THE SECOND BORZILLERI STUDY 

On April 2, 1981, Thomas Borzilleri issued a study paper on 
the a ,uracy of the CPI for Social Security cost-of-living ad- 
justments. L/ Mr. Borzilleri constructed a market basket of 
goods and services for the "average" Social Security recipient 
on the basis of data from the 1972-74 Consumer Expenditure 
Survey,' charted the price increases or decreases associated wit11 
those goods and services through the first quarter of 1980, and 
compared the results to the official CPI. His comparison showed 
that if increases in the cost of the Social Security market 
basket had been used to compute cost-of-living adjustments in 
1976 through 1980, the average annual adjustment to Social 
Security benefits would have been 8 percent rather than the 
average of 8.6 percent that was obtained using CPI-W. 

Among other things, Mr. Borzilleri concluded that: 

--"Differences between the rate of inflation in- 
dicated 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 [discussed later], were 
found to he quite small.” 

--"There is no evidence that use of the CPI has re- 
sulted in major over or undercompensation [to Social 
Security recipients] during the past five years." 

L/Thomas C. Borzilleri, The Accuracy of the Consumer Price Index 
for Social Security Cost of Living Adjustments (Bethesda, 
Maryland: Typescript, AFril 2, 1981). 
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--"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 retired social security beneficiaries. If, on the 
other hand, the primary 'culprit' is food, fuel or 
medical care, use of the CPI will result in under- 
adjusted benefits." [This finding emanates from 
Borzilleri's determination that shelter carries 
less weight in the Social Security recipient's 
market basket than in the official CPI market basket 
while the opposite is true of food, fuel, and medical 
care.] 

-"Given the importance of indexing to the retired 
population, the high cost involved to provide cost 
of living protection to social security recipients 
* * * 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." 

Mr. Borzilleri's overall conclusion: construct a separate index 
based on the market basket of goods and services consumed by 
Social Security recipients with the goods and services defined 
appropriately for purpose of the index. 

A few aspects of Mr. Borzilleri's methodology warrant men- 
tioning. He used data only from the interview segment of the 
Consumer Expenditure Survey. He grouped the expenditure data into 
44 categories instead of the 14 categories he had used in his 
earlier study. IJ He did not rely on published data, as in his 
earlier study; this time he worked with computerized data provided 
by BLS. His target group was generally defined as one-or two- 
person households whose heads were at least 62 years old and re- 
ceived Social Security or Railroad Retirement income in the 
survey year. And he defined homeowner shelter costs "in a totally 
different manner than that used in the official CPI." In lieu of 
the home purchase and contracted mortgage interest cost items in 
the official CPI, he used the an'hual house payment and assumed 
that the amount of that payment would remain constant throughout 
the period of analysis. According to Mr. Borzilleri, he adopted 
that treatment of homeownership costs primarily to provide an 
"extremely conservative test of the assertion that the aged had 
received significant windfall benefit adjustments because of the 
current CPI definition of shelter costs." 

-- 

L/Study results become more reliable as the number of categories 
increases. 
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CONCLUSIONS 

Past research seems to support a general conclusion that 
there would not be much difference, if any, in the rates of 
inflation reflected by existing indexes and the rate that would 
have been reflected by a separate old persons or retirees index. 
Those results are far from conclusive, however, because of meth- 
odological quirks and insufficient data on all the factors that 
could cause indexes to differ. 

The methodological quirks, which need to be recognized al- 
though they may have had little effect on the final results, 
include (1) using elderly persons as the target group when, to be 
more precise, the programs discussed in this report are targeted 
at retirees, no matter what their age, (2) using expenditure data 
from only the interview segment of the Consumer Expenditure 
Survey when, in fact, the CPI is based on data from both the 
interview and diary segments of the survey, (3) working with Con- 
sumer Expenditure Survey data as presented in BLS publications 
even though those publications do not categorize expenditures 
in exactly the same manner as is done for CPI purposes, (4) using 
methods of computing the homeownership expenditure weight that 
differ from the "official" method, and (5) recomputing expenditure 
weights for only a few broad item categories when the official 
CPI is based on a market basket of almost 400 items. 

The other factors that could cause indexes to differ were 
explained very clearly by Mr. Borzilleri in his 1978 study paper: 

"Aside from Differences in the expenditure patterns 
of older people relative to the general populatiog 
there are at least two other reasons prices might 
rise at a differential rate for the older popula- 
tion. If older persons tend to shop in retail out- 
lets different from the average urban, suburban, 
rural mix or if they are geographically located in 
areas with different than average rates of price 
change, additional differences in their overall 
price experiences might be expected." 

Because of insufficient data, researchers have been unable to 
assess the impact of the other differences referred to by 
Mr. Borzilleri and thus have generally been unwilling to 
attach definitiveness to their findings. 

In our evaluation of the need for a retirees index, which 
is discussed in the rest of this report, we tried to build on 
the extensive research already done by correcting for the 
methodological quirks and by attempting to assess the impact of 
factors other than different expenditure patterns. We also 
introduced a new element into the evaluation--information on the 
potential costs (to the Government and to the individual retiree) 
associated with developing a separate retirees index. 
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CHAPTER 3 

WOULD THE DATA UNDERLYING A 

RETIREES CPI DIFFER FROM 

THAT UNDERLYING EXISTING INDEXES? 

The first step in assessing the need for a retirees price 
index involves inquiry into the data underlying the CPI. 
Specifically: 

--Do the expenditure weights used in existing CPIs 
adequately reflect the spending patterns of 
retirees? 

--Do the geographic weights used in existing CPIs 
adequately reflect the geographic dispersion of 
retirees? 

--Do the items being priced for the existing CPIs, the 
stores where those items are priced, and the prices 
being recorded fairly represent the items retirees 
consume, the types of outlets where retirees shop, 
and the prices retirees pay? 

We were able to develop specific evidence in response to 
the first two questions. The third question is less susceptible 
to quantification. Although we know that retirees and nonretirees 
may not always pay the same price for the same item (because of 
senior citizen discounts, for example), the type of information 
we would need to identify the specific items consumed, outlets 
frequented, and prices paid by retirees is not available. Although 
the absence of such information precludes us from drawing any 
overall conclusion on the extent to which the data underlying 
a retirees index would differ from the data underlying existing 
indexes, our analysis leaves little doubt that the data would be 
quite dissimilar. 

THE EXPENDITURE WEIGHTS USED TO 
CONSTRUCT THE CPI DO NOT REPRESENT 
RETIREES' SPENDING PATTERNS 

A basic concern in assessing the merits of a separate CPI 
for retirees is whether existing indexes adequately reflect the 
spending patterns of retirees. Because CPI-W is based on the 
buying habits of urban workers only and CPI-U is based on an 
amalgamation of the buying habits of virtually all urbanites, 
it has generally been assumed that neither index accurately 
portrays retirees' spending patterns. Our analysis proved that 
assumption correct. 



The CPI market basket contains about 400 items, each of 
which is assigned a weight that reflects its relative import- 
ance in the basket. The information for determining an item’s 
importance came from the Consumer Expenditure Survey. BLS 
inflated the data from the diary component of that survey to 
represent an entire year’s expenditures so that it could combine 
the results with annualized data from the interview component. 
Then BLS inflated the combined results to represent the entire 
U.S. population and various subgroups. After defining a partic- 
ular subgroup (such as urban wage earners and clerical workers), 
BLS estimated the total spent by that group on a specific item 
and divided that figure by the group’s total expenditures. Y 
The result, typically expressed as a percent, is that item’s 
expenditure weight. 

The first step in computing expenditure weights for retired 
households is to define such a household. Using data from the 
Consumer Expenditure Survey, we considered a household retired 
if it was headed by someone who (1) was at least 50 years old, 
(2) listed his or her occupation as “retired,” and (3) reported 
no income from wages, salaries, or the like. 

Using that definition, we determined that about 14 percent 
of the 43,161 households involved in the Consumer Expenditure 
Survey were retired. Although we used 50 as the cutoff age, 
about 84 percent of the retired households were headed by some- 
one 65 years old or older. Also, of the 5,944 households meeting 
our definition, 75 percent reported that the primary source of 
their retirement benefits was Social Security or Railroad Retire- 
ment. 

The Consumer Expenditure Survey was designed to be repre- 
sentative of the total U.S. population rather than retirees or 
any other specific group. Data derived from the survey are sub- 
ject to sampling variability-- the margin of error that occurs 
because the data are based on a sample rather than on a complete 
census. Sampling variability is relatively larger for subgroups 
(such as retirees) than for the population as a whole. Neverthe- 
less, in our opinion the Consumer Expenditure Survey is an ade- 
quate source of data on retirees’ expenditures and the only 
source with such broad coverage and fine detail. 

&/For CPI purposes, expenditures include moneys spent for all 
goods and services purchased for consumption. That excludes 
such expenditures as life insurance premiums, investments in 
stocks and bonds, cash gifts, and income taxes. 
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As said before, BLS computes an expenditure weight for 
each of the almost 400 items in the market basket. Because it 
was impractical, if not impossible, for us to go to a similar 
level of detail in computing expenditure weights for retired 
households, we grouped the 400 market basket items into 39 cate- 
gories that we thought provided a sufficient level of detail. 
Then we computed five expenditure weights for each category--one 
weight for each of the four regions into which BLS has divided 
the country for CPI purposes and a composite weight for the nation. 
In other aspects of our reweighting exercise, we remained true 
to BLS' methodology. 

We worked with public use computer tapes provided by BLS 
to extract data from both the diary and interview portions of 
the Consumer Expenditure Survey. We .compiled expenditure data 
for food and beverages, housekeeping supplies, nonprescription 
drugs, postage, and certain other small, frequently purchased 
items from the diary tape and combined those amounts with 
more extensive expenditure data extracted from the interview 
tape. We then adjusted the resulting dollar amounts for 
price changes occurring between the time the Consumer Expendi- 
ture Survey was conducted and December 1977--the pivot month 
for introduction of the revised CPI. The percent distribution 
of these price-adjusted expenditure amounts became the weights 
for the retirees index. 

As mentioned in chapter 2, most other researchers have 
worked with published Consumer Expenditure Survey data. But 
the publications do not categorize expenditures in the same 
manner as is done for CPI purposes. Working closely with 
knowledgeable BLS personnel, we recategorized the Consumer 
Expenditure Survey data wherever necessary to be consistent 
with BLS' procedures for computing the CPI. For example: 

--The Consumer Expenditure Survey generated specific data 
on how much consumers spent on gifts and what kinds of 
gifts they bought. That data is recorded separately 
on the computer tapes and in BLS publications. For CPI 
purposes, however, money spent on a gift is considered 
no differently from money spent on an item for personal 
consumption. Thus the CPI does not recognize "gifts" 
as a separate market basket item. Instead, money spent 
on clothing gifts, for example, is combined with money 
spent for other clothing in determining the expendi- 
ture weight for apparel. To duplicate BLS' procedures, 
we assigned each gift-related expenditure item to its 
appropriate CPI category. 

--The Consumer Expenditure Survey produced specific data 
on vacation and pleasure trip expenses, such as those 
for food, alcoholic beverages, lodging, and transporta- 
tion. In the published data, all those expenses are 
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included under the heading “Recreation." For CPI purposes, 
however, a purchase of food is a purchase of food no 
matter where or why it is purchased, and all such pur- 
chases are considered in computing the expenditure 
weight for food. The same logic prevails for alcohol, 
lodging, and transportation. Aqain, to duplicate BLS' 
procedures, we recategorized those expenditures as 
appropriate. 

We attempted also, with the help of knowledgeable BLS 
personnel, to duplicate current procedures for computing the CPI 
homeownership component --which includes contracted mortgage 
interest cost, property tax, property insurance, maintenance and 
repairs, capital improvements, and home purchase. We ran into a 
problem with respect to the latter. At the risk of oversimplifying, 
the home purchase expenditure weight represents the amount spent 
on house purchases less the amount received from house sales. 
That computation for retirees produced a negative figure in one 
region (North Central) which meant, in effect, that the retirees 
in that region had received more from sales than they had spent 
on purchases. Rather than attempt to deal with a negative 
expenditure weight, we assigned a weight of zero to the home 
purchase category for the North Central region. 

Also, because more and more attention was being directed to 
rental equivalence as a potential alternative to the current 
method of computing the homeownership component (a process that 
culminated in RLS' October 1981 announcement that it was going to 
shift to rental equivalence as the official measure of homeowner- 
ship costs), we derived retiree expenditure weights using that 
methodology. Under that methodology as applied by BLS and copied 
by us, instead of separate weights for home purchase, mortgage 
interest, property tax, property insurance, maintenance and 
repairs, and capital improvements, one homeownership weight is 
derived which reflects, in effect, the estimated rental value of 
owner-occupied homes. 

Simply stated, the basic argument with the current measure 
of homeownership costs is that it treats houses as though they 
were consumed in the year they were bought rather than looking at 
the purchase of a house as an investment in a long-term asset 
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that provides a flow of services that are consumed over time. 
Rental equivalence is one way of measuring the cost of consuming 
the services provided by a house. i/ 

The information for computing the homeownership weight under 
the rental equivalence approach comes from the 1972-74 Consumer 
Expenditure Survey during which homeowners were asked to estimate 
the rental value of their houses. One could argue that those 
estimates are subjective and may bear little relationship to true 
rental values, but no better information is available. 

The national expenditure weights we computed for retirees 
using the current measure of homeownership and using rental 
equivalence are shown in the following table along with comparable 
weights for the CPI-W and CPI-1J. The regional weights we computed 
for retirees are presented in appendix II. 

l/For a thorough discussion of the current methodology for comput- - 
ing the CPI homeownership component, the concerns therewith, and 
some possible alternatives including rental equivalence see our 
report entitled "Measurement of Homeownership Costs in the Con- 
sumer Price Index Should be Changed" (PAD-81-12, April 16, 1981). 
See also a January 1981 Report on Indexing Federal Programs pre- 
pared by the Council of Economic Advisors and the Office of 
Management and Budget. 
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5cpeMiture Weights as of Dece&sr 1977 
Retiree wsichts Retiree 
using official 

msamre of 
" xpenditure Category hXtW#fXShiE 

Cereal and bakery products 2.839 1.692 1.530 1.696 2.755 
1Meats 5.119 3.274 2.887 3.199 4.966 
-1-Y .%5 .451 .422 ,468 .936 
Fish .734 .429 .410 .454 .712 
ESSS .410 .245 .224 .248 .397 
Freshmilkand cream 1.590 1.100 .971 1.076 1.542 
Processeddairyproducts 1.252 .720 ,683 .757 1.214 
Fruits and vegetables 3.798 1.837 1.759 1.949 3.685 
Other food atlmns 5.871 3.745 3.349 3.711 5.6% 
Fcxrdawayfranmne 5.215 5.Ewi 5.483 6.076 5.060 
Al.c&0lic beverages 1.274 1.183 1.095 1.213 1.236 

Total food anddrink 29.067 20.481 18.813 20.847 28.199 

Residential rent 
Other rental ccets 
?hme purdmse 
Capital iqmvemnt services 
capitalinprovemmt 

cxmrcdities 
Contractednm-tqage 

interest cost 
Taxes 
Insurance 
Maint emu-ice and repair 

services 
?Mntenance and repair 

ccmmdities 
Total shelter 

5.484 5.322 5.624 20.732 20.372 
-817 .488 .712 .788 a793 

2.024 8.753 9.968 -- - 
1.653 1.638 1.615 - -- 

.349 .5!54 .507 - -- 

1.262 6.145 6.505 - Be 
3.176 1.862 2.127 -- - 

.%5 .Ml .579 - -- 

2.507 .684 1.185 -- -- 

,487 .427 ,361 - - 
18.744 26.374 29.183 21.520 21.165 

I-icmehold fuels 
other utilities and public 

services 
Total fuel and 
utilities 

6.930 4.262 4.283 4.753 6.724 

2.855 2.131 2.227 2.468 2.770 

9.785 6.393 6.510 7.221 9.494 

New vehicle purchase 2.462 4.275 4.040 4.476 2.389 
Used vehicle purchase 1.136 3.855 3.020 3.347 1.102 
Gasoline 3.550 4.786 4.205 4.660 3.444 
Automintenancearx3repair 1.306 1.664 1.516 1.680 1.267 
other private transportation 3.574 4.668 4.150 4.598 3.468 
Public transportation 1.134 .985 1.097 1.216 1.100 

T&altranspntation 13.162 20.233 18.028 19.977 12.770 

Medical care services 7.375 
Nedical care Mities 1.670 

Total medical care 9.045 

3.712 
.78O 

4.492 

4.735 
1.616 
1.560 
5.536 
3.910 
1.454 
1.813 

4.111 
.859 

4.970 

4.55s 
a952 

5.507 

7.156 
1.620 
8.776 

House furnishings 
Haxekeeping supplies 
Xousekeeping services 
Apparel and upkeep 
Entertainmnt 
Tobaccoproducts 
Personal care 
Per-1 and educational 

3.049 
2.560 
2.961 
4.747 
3.038 
1.038 
2.190 

4.603 5.100 2.958 
1.559 1.728 2.483 
2.053 2.275 2.873 
5.900 6.427 4.606 
4.086 4.527 2.948 
1.202 1.332 1.007 
1.752 1.942 2.125 

expenses ,615 
Total other 20.198 

Total-all item 100.00 

1.100 
22.024 

100.00 

1.441 1.597 
22.496 24.928 

100.00 lcQ.00 5 

.597 
19.597 

100.00 

CPr-w 

27 

CPI-U 

CPX-tJ 
usingrental 
equivalence 

W&#ltS 
using rental 
equivalence 



As the table shows, retirees devoted a greater percent of 
their expenditures to food, fuel, and medical care and a smaller 
percent to transportation than did urban wage earners and cleri- 
cal workers or urbanites in general-- whether the weights are 
computed using the official measure of homeownership or using 
rental equivalence. On the other hand, although the retiree 
weight for shelter is much lower than the CPI-W or CPI-U weight 
using the official measure of homeownership, that difference 
virtually disappears when the-weights are computed using rental 
equivalence. 

THE GEOGRAPHIC WEIGHTS USED 
TO CONSTRUCT THE CPI DO NOT 
REFLECT WHERE RETIREES LIVE 

The national CPI is computed by combining several local 
indexes through the use of geographic weights. In assessing the 
need for a separate retirees index, then, one has to consider 
whether the geographic weights used in computing existing indexes 
reflect the geographic dispersion of retirees. Our analyses 
showed that they do not. 

To construct the CPI, BLS collects prices in 85 areas of 
the country. The 85-area design is a probability sample of 
urban areas based on the results of the 1970 Decennial Census 
adjusted to 1973. The same 85 areas are priced for both CPI-!I 
and CPI-W, but the weights assigned each area change depending 
on which index is being computed. Thus, the weights for CPI-JJ 
are based on the geographic distribution of the total urban 
population while the weights for CPI-W are based on the distri- 
bution of urban wage earners and clerical workers. 

It is important to remember that the 85 pricing areas consti- 
tute a sample of all urban areas which means, in effect, that each 
of the 85 areas "represents" a portion of the total population. 
As such, an area's geographic weights are computed not on the 
basis of the proportion of the target group that lives in the area 
but rather on the proportion of the target group that is represented 
by that area. For the 27 largest pricing areas (such as New York, 
Chicago, Los Angeles, Philadelphica, and Detroit), that distinction 
is unimportant because those areas are self-representing. In 
other words, those 27 areas were selected because of their 
own large populations and their weights were computed on the 
basis of those populations. Each of the other 58 pricing 
areas (such as Springfield, Mass.: Canton, Ohio; Brownsville, 
Texas: and Butte, Mont.) was selected to represent similarly 
sized urban areas in the same region of the country and its 
weights were computed based on that representation. 

The 85 geographic weights are decimals which sum to 1. 
The weights can be aggregated within regional boundaries 
(Northeast, North Central, South, and West) to form four 
regional weights. Each of the 85 areas (and thus each of the 
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regions) affects the national CPI in proportion to its 
geographic weight. BLS uses the geographic weights to combine 
price data collected in the 85 individual areas into a U.S. aver- 
age. Prices for consumer items collected in each area are 
weighted by that area's geographic weight. The weighted average 
prices represent, for each item, the prices used in computing 
the national CPI. 

Because the geographic weights used to construct existing 
indexes are based on target groups that either exclude retirees 
(CPI-W) or include much more than retirees (CPI-U), it seems 
fair to suggest that any relationship between those weights and 
the geographic dispersion of retirees would be purely coincidental. 
The question then becomes one of degree: How much would the geo- 
graphic weights associated with a retirees index differ from 
those now being used? 

To answer that question we computed two new sets of weights-- 
one set based on data from the Census Bureau's Current Population 
Reports for 1978, the year the revised CPI-W and the new CPI-U 
went into effect, and a second set based on data from the inter- 
view phase of BLS' 1972-74 Consumer Expenditure Survey. In 
each case we used a different target group. In the first in- 
stance, we used households headed by someone 65 years old or 
older as our target group because the Current Population Reports 
did not show data for retired households. Our target group in 
the second instance was retired households, which we defined as 
households headed by persons who (1) were at least 50 years old, 
(2) listed th eir occupation as retired, and (3) reported no 
earned income such as wages or salaries. The second set of 
weights would be the more appropriate set for constructing a 
retirees index. Nevertheless, we computed both sets of weights 
and used them in the analyses discussed in chapter 4 because 
we wanted to test the CPI's sensitivity to different- geographic 
weighting schemes. 

In both cases, the weights we derived represented the per- 
centage distribution of the target group among the four regions. 
Information was not available to allow us to extend our computa- 
tions down to the 85 areas in the CPI city sample. The following 
table shows the existing geographic weights and our computed 
weights. 

------- Geographic weights 
Per Current Per Consumer 

Region 

Northeast 
North Central 
South 
West 

Population Expenditure 
CPI-u CPI-w Reports Survey 

.27 .27 .24 . 26 

.26 .29 .27 -25 

.28 .26 . 32 . 30 

.19 .18 .17 19 
1.00 1.00 1.00 coo 
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The table indicates that the geographic weights associated 
with a retirees index, whether computed for the elderly popula- 
tion in general or for retirees in particular, would differ 
from the weights used in computing existing indexes. 

THE ITEMS BLS PRICES TO COMPUTE 
THE CPI AND THE PRICES THEMSELVES 
MIGHT NOT APPLY TO RETIREES 

Another concern in assessing the need for a retirees index 
is whether the prices BLS collects to compute existing indexes 
adequately reflect what retirees buy and how much they pay. 
There is little doubt that a retiree's purchases differ from 
an urban worker's purchases and that the prices paid by retirees 
and urban workers vary even when the same item is involved. 
But we could not quantify the extent of those differences. 

Using data compiled during its Consumer Expenditure Survey, 
BLS has developed a market basket of goods and services that 
forms the cornerstone of the CPI-W and the CPI-U. BLS prices 
those goods and services in various urban areas across the 
country to get the data it needs to compute the monthly indexes. 
An increase in the CPI from one month to the next, then, simply 
means that the aggregate cost of those goods and services has 
gone up. 

The market basket contains about 400 goods and services 
ranging from houses to bread. BLS has grouped those items into 
68 broad expenditure categories, such as bakery products, beef, 
pork, nonalcoholic beverages, rent, fuel, furniture, men's 
apparel, prescription drugs, and school books and supplies. The 
prescription drugs category, for example, includes about 20 
items, such as antibiotics, sedatives and sleeping aids, cardio- 
vasculars and anticoagulants, diabetic drugs, and gastro- 
intestinal drugs. 

After deciding what items to include in a market basket, 
BLS has to decide where to price those items. Of all the 
retail outlets in an area that sell antibiotics, for example, 
BLS has to select those that it wants to use as price sources. 
For most items like food, drugs, and clothing, the selection of 
price sources is based on data generated during BLS' Point-of- 
Purchase Survey. During that survey, which was first conducted 
in 1974 and which is being continually updated, thousands of 
households are asked where they purchase various types of 
goods and services. Using probability sampling techniques, 
BLS then selects specific price sources from the various out- 
lets cited by the respondents. There are exceptions to that 
process, the most obvious involving items like electricity 
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where one company is the sole source of supply in an area and 
thus the only possible source of price data. 

A final decision rests with the pricing agent. The agent 
is told to price antibiotics at store X, for example, but he 
or she has to choose the specific antibiotic that will be 
priced. A BLS publication explains the process as follows: 

II* * *an improved process called 'disaggregation' 
was designed for selecting the detailed items to be 
priced. In the previous process, BLS pricing agents 
were given detailed descriptions of items to be 
priced. Now, agents have more general descriptions 
to choose from. For example, the market basket item 
which was previously 'Vitamin D, Grade A Homogenized 
milk in half-gallon containers' is now 'Whole fresh 
milk.' Through the disaggregation process, the pricing Ilnll 

agent selects the specific kind of fresh whole milk 
that will be priced continuously in each outlet. BY 
this process, each kind of whole milk is assigned a 
probability, or weight, based on the quantity of it 
the store sells. If Vitamin D, Homogenized milk in 
half-gallon containers makes up 70 percent of the 
sales of fresh whole milk, and the same milk in quart 
containers accounts for 10 percent of all whole milk 
sales, then the half-gallon container will have a 
7 times greater chance of being chosen than the 
quart container. After probabilities are assigned, 
one kind of milk is chosen by an objective selection 
process based on the theory of random sampling. The 
particular kind of milk that is selected by disaggre- 
gation will continue to be priced each month in 
that outlet." 

The item selection and pricing process just discussed 
raises several questions about the applicability of existing 
indexes 

1. 

2. 

3. 

4. 

to retirees: 

Do the items in the existing market basket fairly 
reflect the types of goods and services purchased by 
retirees? 

Do the outlets used as price sources represent the 
outlets frequented by retirees? 

Do the specific items selected for pricing by BLS' 
pricing agents fairly reflect the buying habits of 
retirees? 

Do the actual prices recorded by the pricing agents 
accurately represent the prices paid by retirees7 
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Do market basket items 
reflect retiree purchases? 

Because the items in the existing market basket are 
described in such general terms, it seems reasonable to suggest 
that those items fairly reflect the types of goods and services 
bought by retirees. We reviewed a list of market basket items 
and could identify only a couple (babysitting services and 
elementary/high school books and supplies) that might not end 
up in a retirees' basket-- and even those are debatable, espec- 
ially when you remember that goods and services bought as 
gifts are considered the same, for CPI purposes, as goods and 
services bought for personal consumption. Likewise, we could 
think of nothing a retiree might buy that would not be covered 
by existing market basket items. 

We should emphasize that this discussion of market basket 
applicability to retirees only deals with the actual items in 
the basket, not the relative importance of the various items 
in relation to the total basket. That particular aspect 
involves the assignment of expenditure weights which was dis- 
cussed earlier. 

Do retirees and workers 
frequent the same outlets? 

The CPI, in effect, reflects the changes in prices charged 
by the outlets BLS has selected as its price sources. According 
to BLS, it selects outlets with a view toward providing a repre- 
sentative sample of the retail stores, professional offices, 
places of entertainment and the like where the index population 
buys its goods and services. In the case of CPI-W, then, the 
selected outlets are intended to be representative of the places 
where urban wage earners and clerical workers do business. If 
those outlets are not representative of the types of outlets 
frequented by retirees, then the price changes being recorded by 
BLS could be quite different from the price changes being exper- 
ienced by retirees. The price structure in a neighborhood "Ma 
and Pa" grocery store, for example, may be quite different 
from that in a store associated with a large food chain. If 
retirees tend to frequent the neighhorhood-type store more 
often than workers do, or vice versa, the price changes they 
are experiencing could be quite different from those being 
experienced by workers and being recorded by BLS. 

We recognize that even if retirees were frequenting dif- 
ferent outlets than the average working person, it would not 
necessarily follow that they were paying different prices or, 
more importantly, experiencing different rates of price change. 
We recognize also, however, that the more differences between 
the types of outlets where retirees shop and those where RLS 
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collects prices, the less assurance that the price changes 
reflected by the existing CPI are applicable to retirees. 
Unfortunately, we could not determine the extent of such 
differences. We considered using Point-of-Purchase Survey 
data to get a fix on differences but that proved unworkable, 
primarily because the survey only identified an outlet's 
name and location, not its type (Ma and Pa store versus chain 
store for example). 

Do the items being priced 
reflect what retirees buy? 

As described earlier, the selection of a specific item 
to be priced is keyed to the sales experience of the specific 
outlet in which it is priced. If a particular type of cereal, 
for example, is the sales volume leader in the outlet, then 
that cereal is going to have a greater chance of being selected 
as the item to be priced. But what if the process were limited 
to purchases by retirees? Would the same cereal be the sales 
volume leader if we just looked at what retirees buy? The question 
takes on greater significance, it seems, when one considers 
medicine and medical services. It is fairly obvious that retirees, 
being older on average than workers, would tend to buy different 
types of medicines and medical supplies and would tend to require 
different medical services. One would expect, then, that the 
disaggregation process as applied to the medical area would 
produce different results if limited to retiree purchases. We 
have no way of knowing, however, how different those results 
might be or how many areas, other than the medical area, might 
be affected. 

Actually, the disaggregation process itself probably would 
not work for a retirees index. For disaggregation to work, the 
outlets would have to have sales volume data specifically rela- 
ted to retiree purchases. Outlets do not have that kind of 
information. Even if they were inclined to keep such data, they 
would be stymied by the absence of any convenient way of deter- 
mining whether a customer is or is not retired. 

Do retirees and workers pay 
the same price for the same item? -- 

There is little doubt that the prices being recorded by 
BLS' pricing agents are not, in many cases, the prices being 
paid by retirees. Most retirees are senior citizens and thus 
can take advantage of the senior citizen discounts offered by 
various department stores, pharmacies, food stores, movie 
theaters, public transportation providers, and the like as well 
as certain tax exemptions provided by various State and local 
governments. 
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Thus, even if retirees did business with the same outlets 
as workers and bought the exact same items as workers, a retirees 
index could still look different from existing indexes because of 
the different prices being paid by retirees. 

CONCLUSIONS 

The expenditure weights, geographic weights, and price data 
associated with a retirees CPI would surely differ from those 
associated with existing indexes. But it is not the composition of 
an index that determines the size of a cost-of-living adjustment 
to retirement benefits: the size of such an adjustment is predi- 
cated on the rate of increase in the index from one period to 
the next. In that regard, two dissimilarly constructed indexes 
could show very similar rates of increase with a negligible 
impact on retirement benefits. Would that be the case with a 
retirees index or would use of a retirees index to adjust retire- 
ment benefits really make a difference? The next chapter tries to 
answer that question. 
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CHAPTER 4 

WOULD USE OF A RETIREES 

CPI MAKE ANY DIFFERENCE? 

Now that we have established that retiree consumption and 
living patterns differ from the patterns of existing CPI target 
populations, we are in a position to address the crux of the issue. 
What do differing expenditure and geographic weights mean in dol- 
lars and cents? Is the individual retiree suffering because 
there is no separate CPI for retirees or has the absence of a 
retirees CPI actually produced a windfall for the typical re- 
tiree? Looking at it from the other side: Could the well puh- 
licized fiscal problems of the Social Security trust fund be 
alleviated by use of a separate CPI to compute cost-of-living 
adjustments or would the problems only be exacerbated? 

After looking at our results and after considering the impact 
of BLS' decision to change the way it measures homeownership costs, 
we can conclude that use of a retirees CPI would have had a 
negligible effect on the average retiree over the past 3 years. 
We would find it difficult to use the word "negligible" when 
referring to the effect on Government outlays, however, because 
any difference between indexes, no matter how seemingly insignifi- 
cant, equates to many millions of dollars annually simply because 
of the size of the retirement programs involved. As our analysis 
indicated, however, a change in the way homeownership costs 
are measured in the existing CPI would have had more of an effect 
on Government pension outlays over the last 3 years than would 
have been realized if a separate CPI for retirees had been used 
to compute cost-of-living adjustments. 

WOULD A RETIREES INDEX INCREASE 
FASTER OR SLOWER THAN EXISTING INDEXES? 

To gauge how a CPI for retirees (which we will call CPI-R) 
might behave compared to the index now used to adjust retirement 
benefits (CPI-W), we recomputed the present CPI from January 1978 
through March 1981 using the expenditure and geographic weights 
discussed in chapter 3. We actually computed four versions of 
CPI-R--two using only national data (one based on the current 
treatment of homeownership and one based on rental equivalence). 
and two using regional data (again, one based on the current 
treatment of homeownership and the other based on rental 
equivalence). 
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Construction of CPI-R 
using national data 

Our first step in constructing a CPI-R at the national 
level was to compute price relatives for each of the expenditure 
categories in our weighting structure. To compute our price 
relatives, which are measures of price change from one month to 
the next, we referred to the national CPI-U monthly indexes for 
the respective expenditure categories. We used CPI-TJ indexes 
instead of CPI-W because the U population includes retirees 
while the W population includes only specific types of workers. 
Thus, of the two, CPI-U would seem to more closely reflect the 
price changes experienced by retirees. 

Next, for each month beginning with January 1978, we multi- 
plied the price relatives by the respective expenditure weights. 
By summing the products we arrived at a weighted average price 
change for each month; that is, the overall monthly change in 
the retirees index. We began our index computation with January 
1978 because that is when BLS started publishing the new CPI-U 
and the revised CPI-W. BLS used December 1977 as a pivot month, 
stipulating that CPI-TJ and CPI-W would be equal to the old CPI 
for that month--namely, 186.1. We did basically the same thing, 
setting CPI-R at 186.1 for December 1977 and then changing that 
figure month by month according to the weighted average price 
change. After estimating monthly retirees indexes through 
March 1981, we took the arithmetic average of relevant periods 
to arrive at quarterly average indexes. 

As the following table shows, over the 39 months covered by 
our analysis, CPI-R (computed using the current treatment of 
homeownership) rose to 255.8 compared to 263.1 for CPI-W. The 
differences in rates of change for the two indexes were spread 
out fairly evenly over the period so that no sharp difference 
in quarter-to-quarter rates of change occurred--never more than 
six-tenths of a percentage point. Sometimes, CPI-R rose faster 
than CPI-W, but generally it was the other way around. Looking at 
changes over four quarters, the differences are more pronounced-- 
with the CPI-W always going up faster. 
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Comparisons Using Current Treatment of Homeownership (note a) 

Percent change 
Quarterly average From prior Over four 

indexes auarter auarters 
CPI-R CPI-@-- &I-R CPI-W CPI-R CPI-W 

1978 First quarter 189.0 188.4 
Second quarter 194.2 193.3 
Third quarter 198.1 197.8 
Fourth quarter 201.1 201.8 

2.8 2.6 
2.0 2.3 
1.5 2.0 

1979 First quarter 206.3 
Second quarter 212.6 
Third quarter 218.6 
Fourth quarter 223.4 

207.0 2.6 2.6 9.2 9.9 
214.3 3.1 3.5 9.5 10.9 
221.5 2.8 3.4 10.3 12.0 
227.7 2.2 2.8 11.1 12.8 

1980 First quarter 231.0 236.6 3.4 3.9 12.0 14.3 
Second quarter 238.1 245.2 3.1 3.6 12.0 14.4 
Third quarter 243.8 249.8 2.4 1.9 11.5 12.8 
Fourth quarter 248.7 256.4 2.0 2.6 11.3 12.6 

1981 First quarter 255.8 263.1 2.9 2.6 10.7 11.2 

a/The CPI-R indexes in this table were computed on the basis 
of expenditure reweighting at the national level only. 

1Jsing the rental equivalence approach to measuring homeowner- 
ship costs produced a retirees index little different from that 
produced using the current treatment of homeownership. As the 
following table shows, comparing a rental equivalence-based 
retirees index to the rental equivalence-based CPI-U that BLS has 
been producing on an experimental basis L/ reveals a retirees 
index changing at very nearly the same rate, quarter to quarter, 
as a broad-based CPI --sometimes slightly faster, sometimes slight- 
ly slower. Even over four quarters, the rates of change for the two 
indexes are very similar. The largest differences are in the 
first quarter to first quarter comparisons. 

L/BLS computes its experimental rental equivalence index only for 
the U population. Given that CPI-W and CPI-U differed by only 
one-tenth of an index point after 39 months, it is unlikely that 
a rental equivalence version of CPI-W would change this 
comparison. 
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Comparisons Using Rental Equivalence (note a) 
Percent change 

Quarterly average From prior Over four 
indexes 

m-R CPI--uI 
quarter quarters 

CPI-R CPI-U ePI-R CPI-U -- 

1978 First quarter 188.9 188.3 
Second quarter 194.0 192.8 2.7 2.4 
Third quarter 197.6 196.5 1.9 1.9 
Fourth quarter 200.7 199.8 1.6 1.7 

1979 First quarter 206.0 204.4 2.6 2.3 9.1 8.6 
Second quarter 211.8 210.5 2.8 3.0 9.2 9.2 
Third quarter 217.5 216.2 2.7 2.7 10.1 10.0 
Fourth quarter 222.2 221.0 2.2 2.2 10.7 10.6 

1980 First quarter 229.1 228.0 3.1 3.2 11.2 11.5 
Second quarter 235.5 234.4 2.8 2.8 11.2 11.4 
Third quarter 241.5 239.8 2.5 2.3 11.0 10.9 
Fourth quarter 246.3 245.0 2.0 2.2 10.8 10.9 

1981 First quarter 253.1 251.6 2.8 2.7 10.5 10.4 

a/The CPI-R indexes in this table were computed on the 
basis of expenditure reweighting at the national level 
only. 

Construction of CPI-R 
using regional data 

In computing the CPI, BLS calculates price relatives at the 
local level and then, through the application of weights, builds 
to the national index. As discussed earlier, our calculation of 
price relatives started with the national CPI-IJ figures. We did 
that to see (1) how a CPI-R would compare to existing indexes if 
all we did was substitute national retiree expenditure weights 
into the index calculation and (2) how that comparison would be 
affected when we more closely followed BLS' methodology by using 
geographic weights and regional variations in expenditure pat- 
terns and price movements. Our next step, then, was to construct 
a CPI-R using those geographic weights and regional variations. 

We developed a separate set of expenditure weights for 
retirees for each of the four regions--Northeast, North Central, 
South, and West. We then derived regional price relatives using 
regional CPI-U monthly indexes for the respective expenditure 
categories. We applied the weights for each region to the cor- 
responding price relatives to arrive at retirees indexes for 
each region, using both the current treatment of homeownership 
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and rental equivalence. The procedure was essentially the same 
as that outlined earlier for computing the national retirees 
index. But two differences bear noting. 

Item indexes at the regional level are not available in the 
same detail as at the national level. Therefore, some of our 39 
expenditure categories had to be combined, leaving us with 31 
categories in the regional weighting structure. For instance, 
separate indexes are available at the national level for meats, 
poultry, fish and seafood, and eggs. At the regional level, one 
index figure is published for all those items combined. Also, 
most of the regional item indexes we used to derive price rela- 
tives are produced bimonthly rather than monthly. In these 
cases, we interpolated percent changes, assuming that the same 
relative price change took place in both months of the period. 

After we computed retirees indexes for the four regions, we 
combined them to form a new national retirees CPI. To do this, 
we computed the month-to-month percent change in each of the 
regional retirees indexes and then applied geographic weights 
representing the regional distribution of retirees to those 
percent changes to get a geographically weighted overall percent 
change for each month. Again, we used December 1977 as the pivot 
month and moved the index forward from there. 

The indexes we finally arrived at approximate a retirees 
index which considers regional variations in spending patterns, 
regional variations in price change, and the geographic distribu- 
tion of retirees. It is interesting to note that the introduc- 
tion of geographic weights and regional variations made virtually 
no difference in the movement of CPI-R using the rental equivalence 
approach, but it did cause CPI-R using the official measure of home- 
ownership costs to increase at a somewhat faster rate. 

As discussed in chapter 3, we had computed two different 
sets of geographic weights, one based on data from the Consumer 
Expenditure Survey and one based on data from the Current Popula- 
tion Reports. We pursued the above methodology with each of 
those sets to test the sensitivity of our results to different 
geographic weighting schemes. We found that the end result was 
virtually the same no matter which set of weights we used. The 
rest of this report, then, will reflect only the figures and 
results we arrived at using the Consumer Expenditure Survey-based 
geographic weights. 

As the following tables show, retirees indexes constructed 
using regional data are very similar to existing broad-based 
indexes. 
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Comparisons Using Current Treatment of Homeownership 
Percent change 

Quarterly average From prior Over four 
indexes 

CPI-w - 
quarter quarters 

CPI-R CPI-R CPI-W CPI-R CPI-W 

1978 First quarter 189.2 188.4 
Second quarter 194.5 193.3 2.8 2.6 
Third quarter 198.7 197.8 2.2 2.3 
Fourth quarter 202.0 201.8 1.7 2.0 

1979 First quarter 207.8 207.0 2.9 2.6 9.8 9.9 
Second quarter 214.3 214.3 3.1 3.5 10.2 10.9 
Third quarter 220.7 221.5 3.0 3.4 11.1 12.0 
Fourth quarter 226.0 227.7 2.4 2.8 11.9 12.8 

1980 First quarter 234.3 236.6 3.7 3.9 12.8 14.3 
Second quarter 242.3 245.2 3.4 3.6 13.1 14.4 
Third quarter 247.8 249.8 2.3 1.9 12.3 12.8 
Fourth quarter 253.0 256.4 2.1 2.6 11.9 12.6 

1981 First quarter 260.6 263.1 3.0 2.6 11.2 11.2 

Comparisons Usin g Rental Equivalence 
Percent change 

Quarterly average From pxor Over four 
indexes quarter quarters 

CPI-R CPI-u - CPI-R CPI-i CPI-R CPI-U 

1978 First quarter 189.0 188.3 
Second quarter 194.0 192.8 2.6 2.4 
Third quarter 197.7 196.5 1.9 1.9 
Fourth quarter 200.7 199.8 1.5 1.7 

1979 First quarter 206.1 204.4 2.7 2.3 9.0 8.6 
Second quarter 211.8 210.5 2.8 3.0 9.2 9.2 
Third quarter 217.6 216.2 2.7 2.7 10.1 10.0 
Fourth quarter 222.1 221.0 2.1 2.2 10.7 10.6 

1980 First quarter 229.1 228.0 3.2 3.2 11.2 11.5 
Second quarter 235.5 23%.4 2.8 2.8 11.2 11.4 
Third quarter 241.4 239.8 2.5 2.3 10.9 10.9 
Fourth quarter 246.2 245.0 2.0 2.2 10.9 IQ.9 

1981 First quarter 253.1 251.6 2.8 2.7 10.5 10.4 

Using the current treatment of homeownership, the average 
annual rate of increase is 10.9 percent for CPI-R compared to 11.2 
percent for CPI-W. Quarter-to-quarter rates of change for CPI-R 
are about the same as for CPI-W--sometimes slightly higher, sometimes 
slightly lower. Only once out of 12 comparisons do they differ 
by as much as half a percentage point. Changes over four quarters 
are somewhat more pronounced, with CPI-W rising faster than 
CPI-R in all but one instance. 
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Using the rental equivalence approach results in a retirees 
index that rises at almost exactly the same rate as the rental 
equivalence version of CPI-U. The average annual rate of increase 
is 9.9 percent for CPI-R; 9.7 percent for CPI-U. Only 1 time out 
of 12 do the quarter-to-quarter rates of change differ by more 
than two-tenths of a percentage point. In four cases the CPI-R 
rises slightly faster than CPI-IJ and in four cases the indexes 
rise at exactly the same rate. Percent changes over four quarters 
are equally close --within one-tenth of a percentage point in six 
of nine cases --with the two largest differences showing up in the 
first quarter to first quarter comparisons. 

Impact of other factors on our 
computations and comparisons 

As discussed in chapter 3, a retirees index could differ 
from existing indexes if retirees shop at different outlets 
than workers do, buy different items, and/or pay different 
prices for the same items. 

Faced with an absence of information on outlets frequented 
and items bought, we were unable to quantify the effect of any 
such differences on our computations and comparisons. We find it 
hard to believe, however, that the frequenting of different out- 
lets or the purchase of different items will make that much of a 
difference in the rate of price change experienced by retirees. 
Differences in outlets and items do not necessarily equate to 
differences in rates of price change. And, even if there are dif- 
ferent rates of price change, it seems reasonable to assume that 
some differences would be positive and others negative, thereby 
tending to cancel each other out. 

As for retirees paying different prices than workers for 
the same items, we were able to gather some information on dis- 
counts and exemptions that we think provides an insight on the 
effect these kinds of differences might have. The little bit of 
analytical work we were able to do only served to affirm our 
basic assumption-- that the differences between retirees and work- 
ers would have to be quite substantial before they would have 
a significant impact on the overall index. 

Special pricing 

The fact that many retirees are able to take advantage of a 
variety of special pricing policies directed at senior citizens 
does not necessarily insulate them against price increases 
reflected by the CPI. 
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Many outlets offer senior citizens discounts, but most of 
those seem to call for a fixed percent off the regular price. 
With that kind of arrangement, any percent increase in the 
regular price will produce a similar percent increase in the 
discount price, which means that the payer of the discount 
price is subjected to the same rate of price change as the 
payer of the regular price. Consider, for example, a $10 
item that sells for 10 percent less --$9--to senior citizens. 
If the item's price rises by 5 percent to $10.50, the dis- 
count price will rise to $9.45 which also equates to a 5- 
percent increase. 

It is possible also that the discount price offered retirees 
will rise at a faster rate than the regular price. In late 1980, 
for example, the following bus fare changes, among others, were 
proposed for the Washington, D.C., metropolitan area. 

-- Nonelderly .---- Elderly 
Current Proposed Percent 

---------- 
Current Proposed Percent 

fare fare increase fare fare increase 

----(cents)---- ----(cents)---- 

Within Washington, 
D.C.: 

Rush hour 55 60 9.1 20 30 
Nonrush hour 50 60 20.0 20 30 

Within Maryland: 
Rush hour 60 60 30 30 
Nonrush hour 45 60 33.3 30 30 

50 
50 

Between D.C. and 
Maryland: 

Nonrush hour 70 95 35.7 50 55 10 

As the table shows, elderly passengers, depending on their 
bus routes, would be subjected generally either to a much bigger 
or a much smaller price increase than nonelderly passengers. 

Other special pricing practices, most notably property tax 
exemptions, would seem to provide some retirees with a partial 
hedge against inflation. Fairfax County, Virginia, for example, 
exempts qualifying senior citizens (those who meet age, income, 
and financial net worth criteria) from paying any real estate 
tax on their homes and up to 1 acre of land. Qualifying senior 
citizens, then, would be unaffected by any increase in real 
estate tax. 

To see what effect such tax relief would have on our com- 
parisons between existing CPIs and a retirees index, we recom- 
puted the percent increase in our CPI-R between December 1977 
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and March 1981 under the most extreme assumption. We assumed 
that every retiree was entitled to an exemption from property 
tax increases and that, therefore, the property tax component of 
a retirees CPI would remain unchanged during the entire 39 months. 

Before considering the question of property tax exemptions, 
our CPI-R, using the current treatment of homeownership costs, 
had reflected a 38.8-percent increase from December 1977 to 
March 1981. After factoring in our property tax assumption, that 
figure changed to 38.7 percent. The difference is insignificant. A/ 

It should be noted also, that the question of property tax 
exemptions becomes a nonissue when rental equivalence is used to 
measure homeownership costs because, under the rental equivalence 
approach, property tax is not part of the CPI market basket. 

WOULD A RETIREES INDEX 
AFFECT PENSION ADJUSTMENTS? 

The final step in the analytical process was to convert the 
index differences discussed in the first part of this chapter to 
dollar differences. In so doing, we used the CPI-R figures com- 
puted after considering geographic weights, regional expenditure 
weights, and regional price relatives. Looking at the results 
from the standpoint of the average retiree, the monetary impact 
of a separate index is not very substantial. Looking at the 
results from the standpoint of the Government, even the smallest 
difference in index numbers would be significant. It is important 
to note, however, that our analysis showed more of a variance 
between indexes using different measures of homeownership 
than between a retirees index and a broad-based index. 

Social Security 

In May 1979, the average Social Security check sent to 
retired workers amounted to $258 a month. In June, that amount 
was increased by $2.5.54 due to a cost-of-living adjustment of 
9.9 percent which represented the increase in CPI-W from the 
first quarter of 1978 to the first quarter of 1979. Over that 
period, our retirees index increased at a rate of 9.8 percent, 
which would have produced a cost-of-living adjustment of $25.28--an 
insignificant difference. The following May, the average monthly 

&/In making this recomputation, we used the CPI-R we had con- 
structed using national data in lieu of the CPI-R we had con- 
structed using regional data. Only at the national level were 
we able to identify the price change specifically associated 
with property taxes. At the regional level, RLS combined 
property tax with mortgage interest cost and property 
insurance. 

43 

. 



benefit was $296, which was increased by $42.33 due to a 14.3 
percent cost-of-living adjustment. 
was 12.8 percent, 

The comparable change in CPI-R 
which would have increased the average payment 

by $37.89--$4.44 a month less. Over a year's time, then, the 
average Social Security retiree would have received about $53 
less if the 1980 cost-of-living adjustment had been based on CPI-R. 
In June 1981, the average monthly benefit of $344 was increased 
by 11.2 percent ($38.53). Use of CPI-R would have resulted in 
an 11.2-percent increase also. 

The following table shows the same type of year-to-year 
comparison using rental equivalence-based-indexes. 

CPI-u CPI-R 
(rental (rental 

equivalence) equivalence) 

Average benefit, May 1979 $258.00 $255.00 
Index change 8.6 percent 9.0 percent 
Average benefit increase $ 22.19 $ 23.22 

Average benefit, ?4ay 1980 $296.00 $296.00 
Index change 11.5 percent 11.2 percent 
Average benefit increase $34.04 $33.15 

Average benefit, May 1981 $344.00 $344.00 
Index change 10.4 percent 10.5 percent 
Average benefit increase $35.78 $36.12 

Difference 

$1.03 

-$ .99 

$ .34 

The differences between the two indexes have little effect on 
individual benefits. Using rental equivalence consistently re- 
sulted in a rate of change lower than CPI-W or CPI-R using the 
current treatment of homeownership. 

Although the differences we have been talking about are 
negligible for the individual beneficiary, the aggregate amounts 
involved can be substantial. For instance, if CPI-R (using the 
current treatment of homeownership) had been used to determine 
the 1980 cost-of-living adjustment, the increase in the average 
Social Security beneficiary's monthly check would have been 
$4.44 less: but that equates to an annual saving to the Govern- 
ment of about $1.6 billion. 

The following table shows the aggregate impact on Social 
Security benefits using different price indexes as the basis 
for computing cost-of-living adjustments. 
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Aggregate Effects of Using Different Indexes to ComputeCost-of-Living Adjustments for Social Security 

hcrease (decrease) in 
Increase (decrease) in outlays using rental Increase (decrease) in 

CPI-R Increase (decrease) in outlays usinq rental equivalence-based CPI-R outlays using rental 
(clnrent outlays using CPI-R CPI-II equivaience-based CPI-II CPI-R - instead of rental equivalence-based CPI-R 

homeownership instead of CPI-w (rental instead of cm-W (rental equivalence-based CPI-II instead of CPI-W 
CPI-w treatment) w Annually w equivalence) Annually equivalence) Monthly Annually Monthly Annually 

Lliilthiy henefits, ?ky 1979 (thousands) $8,056,5@6 $R,056.506 $ R,056,506 
Cost-of-llvlnq adjustment 

$ 8.056.506 
9.9 percent 

Increase II benefits (thousands) 
9.8 percent a.6 prcent 

$ 797,594 
9.0 percent 

$ 789.53A ($ 8.056) (S 96,672) $ 692,860 ($104.7341 ($l,256,ROA) $ 725.OR6 

Mont.hl y benefits, llay 1980 ithousar,As) $9.143.405 
$32.226 $386,712 ($ 72,508) ($ 870,096) 

$9,143,405 
Cost-of-livinq adjustment 

$ 9,143,405 $ 9,143,405 

Inrrease 1" benefits (thousands) 
14.3 percent 12.8 percent 
s1,307,507 

11.5 percent 
$1,170,356 ($137,151) ($1,645,812) $ 1,051,492 

11.2 percent 
($256,015) ($3,072,1RO) $ 1.024.061 

Monthly benefits, Hay 1981 (thousands) $lO,R43,9R4 $10.843.984 
cost-of-llVl"cJ adjustment 
Itxrcase in heneflts (thousands) 

11.2 percent Il.2 percent 
$1,214,526 S1,214,525 -- -- 

($27,431) ($329.172) ($283,446) ($3.401.352) 
$10,843,984 $10,843,9R4 
10.4 percent 10.5 percent 
$ 1,127,774 (S 96,752) ($l,D41,024) $ 1.138.61R 

$10,844 $130,128 ($ 75,908) ($ 910.896) 
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The preceding analysis showed the effect of using different 
indexes in any one year. The following analysis shows what the 
cumulative effect would have been over 3 years. The analysis 
excludes all factors other than price indexes which might cause 
changes in Social Security outlays. The most important of these 
other factors is the increase in number of beneficiaries each 
month. Also, new beneficiaries have, on average, longer covered 
work experience and higher earnings records and, therefore, higher 
benefit amounts than older beneficiaries- For this reason alone, 
the average benefit continually increases. 

The following table shows that if our retirees CPI had been 
used in lieu of CPI-W to compute the last three cost-of-living 
adjustments (all other factors being equal), the Social Security 
system would have paid out about $97 million less from June 1979 
to May 1980, about $1.7 billion less from June 1980 to May 1981, 
and about $1.9 billion less from June 1981 to May 1982--a total 
of about $3.7 billion over 3 years. On the other hand, a comparison 
of cost-of-living adjustments using rental equivalence-based indexes 
shows that use of our retirees index would have cost the Government 
$746 million over the same 3 years. As the table further shows, 
the biggest difference (about $11.4 billion less in Social Secur- 
ity benefits over the 3 years) would have resulted if the rental 
equivalence-based CPI-U had been used in lieu of CPI-W to compute 
cost-of-living adjustments. That wouldhave equated to about $15 
a month or $180 a year less for the average Social Security 
retiree after 3 years. 
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The preceding analysis showed the effect of using different 
indexes in any one year. The following analysis shows what the 
cumulative effect would have been over 3 years. The analysis 
excludes all factors other than price indexes which might cause 
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The following table shows that if our retirees CPI had been 
used in lieu of CPI-W to compute the last three cost-of-living 
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of about $3.7 billion over 3 years. On the other hand, a comparison 
of cost-of-living adjustments using rental equivalence-based indexes 
shows that use of our retirees index would have cost the Government 
$746 million over the same 3 years. AS the table further shows, 
the biggest difference (about $11.4 billion less in Social Secur- 
ity benefits over the 3 years) would have resulted if the rental 
equivalence-based CPI-U had been used in lieu of CPI-W to compute 
cost-of-living adjustments. That would.have equated to about $15 
a month or $180 a year less for the average Social Security 
retiree after 3 years. 
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A up ateecffects of ~~~~~~~~~~~ Cost-of-Living Adjustments for Social security 

increase (decrease) I" 
incr~ns~ (decrease) in outlays usinq rental 

CPT-R Inci-e~se (ilecrease) 111 outlays usinq rental equivalence-based CPI-R 
(current outlays using CPI-R CPI-II equivalence-bawd CPI-IJ CPI-R instead of rental 

homeownership i"S+Pad nf W!-w I rental instead of CPI-W (rental 
treatment) 

equivalence-based CPI-I! 
MOnthly 4nnua11y eqlli"alence) --zixiy MOnthly equivalence) YOnthly ANlUally 

Monthly benefits, May 1979 (thousands) $ 4.056.506 s R,056.506 s R,O56.5% t R,056,5"6 
Coat-of-living adjustment LJune 1979) 9.9 percrnt 3.n percent 9.6 percent I.0 percent 

Monthly henefits after adjustmmt (thousands) $ 4.R54.I"" : 4,946,"44 ($ 9.0561 ($ 96.672) $ Q.749.366 l$ln4,7341 (S 1,25h,QfiR) s R.781,592 
Cost-of-livinq adjustment (June 19RO) 14.3 percent 12.8 percen+ 11.5 percenr 11.2 percent 

Monthly benefits after adjustment (thousands) $10,120,236 $ 9,179,337 (5141,199) lS1,707,7RR) $9.755.543 15364.693) (S 4.376.316) S 9,'65,13n 
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Civil Service and military 

During the period covered by our study, Federal Civil Service 
and military pensions were adjusted semiannually--in the fall on 
the basis of price changes during the first half of the year and 
in the spring on the basis of price changes during the last half 
of the previous year. Our computations, as depicted in appendixes 
III and IV, show that from September 1978, when the cost-of-living 
adjustment based on price changes in the first half of 1978 went 
into effect, through August 1981, Government outlays for Civil 
Service and military pensions would have been about $361 million 
less if CPI-R instead of CPI-W had been used for indexing. Using 
our retirees index: 

--The average Civil Service penslion would have risen from 
$571 a month to $783, compared with $793 using CPI-W (all 
other factors remaining constant). 

--The average military pension would have increased from $645 
to $884, compared with $896 using CPI-W. 

The results are just the opposite when the comparison involves 
rental equivalence-based indexes. Use of the rental equivalence- 
based CPI-R in lieu of the rental equivalence-based CPI-U during 
the 3 years in question would have given rise to about $426 
million more in Civil Service and military pension benefits. As 
was the case with Social Security, the biggest difference--about 
$2 billion less in benefits --showed up when we compared indexes 
using different measures of homeownership costs (CPI-W vs. CPI-II). 

Railroad Retirement 

Adjustments to Railroad Retirement benefits are computed on 
the basis of the percent change in the CPI-W from the first quarter 
of one year to the first quarter of the next--just like Social 
Security. From June 1979 through May 1982, as the table in 
appendix V shows, use of our retirees index would have either 
decreased total benefits by about $113 million or increased them 
by about $22 million, depending on the treatment of homeownership 
costs. Once again, use of the rental equivalence-based CPI-U 
instead of the existing CPI-W would have produced the biggest dif- 
ference --a $354-million decrease in benefits during the 3 years in 
question. 

CONCLUSIONS 

Just looking at the raw figures, our analysis showed that use 
of the CPI-R we constructed in lieu of CPI-W to compute the cost-of- 
living adjustments discussed in this report would have saved the 
Government about $4.2 billion --without seeming to cause undue 
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financial strain on the average retiree. Just concentrating on 
that figure, however, tends to obscure the point that the rates 
of change reflected by our retirees index did not generally 
vary much from the rates of change reflected by CPI-W. 

Even more important, in our opinion, is that our analysis 
indicated that if the treatment of homeownership costs were re- 
vised, a retirees index would parallel even more closely a hroad- 
based index. Our computations using a different methodology for 
measuring homeownership costs (namely, rental equivalence) showed, 
in fact, that instead of a $4.2-billion saving the Government 
would have incurred extra costs of about $1.2 billion if it had 
used a retirees index to compute the cost-of-living adjustments 
discussed in this report. 
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CHAPTER 5 

HOW MUCH WOULD A RETIREES INDEX COST? ------ 

Although our evaluation indicated that the Government might 
have saved a substantial sum of money in recent years if retire- 
ment benefits had been tied to a retirees index, it is uncertain 
whether that trend will continue in the future, especially after 
a different measure of homeownership costs is adopted. In our 
opinion, it would not be unreasonable to predict that by the time 
a retirees index is operational, economic conditions will be such 
that use of the index could increase rather than decrease Federal 
outlays. 

With that in mind and absent any evidence that retirees 
have been unduly affected by the use of CPI-W to compute cost-of- 
living adjustments, the issue becomes more difficult. Should a 
separate retirees index be constructed to protect against the 
possibility that differences between retiree and worker spending 
and living patterns might cause substantive differences between 
indexes in the future? Or should we assume that differences 
between indexes over time would tend to be insignificant? The 
answer requires, among other things, information on the costs 
associated with constructing and maintaining such an index. 

Various issues need to be resolved before those costs can be 
reliably estimated. The most iqp>rf:,t:li: :_:;:;~l-t i.-: ,d1':1ether RI,,?, in 
constructing a retirees index, would have to follow the same 
methodology used to construct CPI-U or whether it could use the 
less costly methodology recently adopted to construct CPI-W. 

SOME BASIC ISStJES NEED TO BE 
RESOLVED BEFORE THE COST OF 
A CPI-R CAN BE RELIABLY ESTIMATED 

Before deciding to construct a retirees CPI, BLS needs to 
know how much such an effort will cost. Although some cost esti- 
mating is possible, a reliable estimate cannot be developed until 
certain basic questions are answered. In other words, BLS needs 
to know more about what construction of a retirees CPI will 
entail before it can estimate the cost involved. 

l 

Construction of a CPI-R 
using CPI-U methodology 

If BLS were to construct a retirees index in the same way it 
constructs CPI-U (which is the methodology i-t used also to con- 
struct CPI-W before 1982), one thing is certain--the Consumer 
Expenditure and Point-of-Purchase Surveys would have to be ex- 
panded to provide greater coverage of the retired population. 
With that in mind and at our request, RLS asked the Census Bureau 
to provide cost estimates for expanding those two surveys. In 
Uovember 1980, the Census Bureau submitted a 3-year estimate 
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using salary rates in effect at that time. The estimate, totaling 
about $15.3 million, was broken down as follows: L/ 

First year Second year Third year 

Consumer Expenditure Survey $ 1,522,820 $ 3,293,680 $ 2,911,310 
Point-of-Purchase Survey 27,500 6,224,490 1,279,500 

Total $ 1,550,320 $ 9,518,170 $ 4,190,810 

That estimate could be significantly understated, however, 
because it is based on certain assumptions that were drawn from BLS' 
experience with past and ongoing expenditure and point of purchase 
surveys but which may not be appropriate to the retiree's situa- 
tion. For example: 

--In estimating the increased sample size of the two surveys, 
BLS assumed that retirees would cooperate to the same ex- 
tent as nonretirees in responding to the interviews and 
filling out the diaries. But if retirees are less cooper- 
ative than nonretirees, the sample sizes will have to be 
increased with an attendant increase in cost. 

--In estimating the cost of expanding the expenditure survey, 
the Census Bureau assumed, at BLS' instruction, that the 
current diary forms and interview questionnaires would be 
used. But, in fact, it may be necessary to develop differ- 
ent survey instruments for retirees. For example, the 
disaggregation process BLS now uses to select a specific 
item for pricing is based on an outlet's dollar sales 
volume. Although that process provides an appropriate indi- 
cator of the within-outlet shopping patterns of broad pop- 
ulation groups, such as those covered by CPI-W and CPI-U, 
it is probably not an appropriate indicator of what retir- 
ees are buying in a particular outlet. It might be neces- 
saryf therefore, to get much more detail about the 

-------------- 

L/According to the Census Bureau: 

"For the first year, the estimate covers the costs of planning, 
designing, and preparing for the expansion * * * During the 
second year, costs will be incurred for startup activities 
plus a full year of implementation of the expanded sample. 
The third year represents the ongoing survey costs for the 
expanded sample." 
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specific products purchased by retirees during the expendi- 
ture survey. This would require development of different 
survey instruments and more extensive interviews which, 
of course, could significantly increase the cost estimate. 

The Census Bureau's estimate was just for expanding the 
Consumer Expenditure and Point-of-Purchase Surveys. It did not 
include all the potential BLS costs associated with (1) develop- 
ing samples for rent, housing, and other CPI components which 
require special treatment, (2) collecting and processing the 
additional price data needed to support a retirees index, and 
(3) publishing a retirees index. In the absence of anything 
better, an indication of what those costs might be can be de- 
rived from BLS' experience with CPI-W and CPI-U. 

In that respect: 

--A BLS official estimated that the decision to publish two 
indexes instead of one resulted in nonrecurring costs 
during the mid 1970s of about $3 million to expand samples 
and modify computer systems. 

--Before 1982, about 40 percent of the consumer price infor- 
mation collected by BLS was used for computing both CPI-U 
and CPI-W, about 30 percent was used just for CPI-U, and 
about 30 percent was used just for CPI-W. In 1982, to 
save money, BLS stopped collecting separate price infor- 
mation for each index and decided, instead, to use the 
CPI-U price data to construct both indexes. BLS estimated 
that discontinuation of separate pricing for CPI-W would 
save about $1 million annually. 

It is important to remember that these figures are imprecise 
estimates of some of the costs that might be associated with 
establishing a retirees index. Actual costs will depend on 
such things as the extent to which BCS will be able to draw on 
price data now being collected for CPI-W and CPI-IJ in computing 
a CPI-R (which, in turn, will depend on the results of the ex- 
penditure and point-of-purchase surveys), and the types of 
changes BLS might have to make to its item selection procedures 
as discussed earlier. 

As should be clear from the above, there are many unknowns 
that could have a substantial bearing on the eventual cost of 
constructing a retirees index, if that index is to be constructed 
the same way BLS constructs existing indexes. In that regard, 
BLS has consistently argued that the most reasonable approach 
to developing a retirees index would be to conduct a pilot study 
first that would address, and hopefully resolve, those unknowns 
before embarking on a full-scale expansion of the Consumer 
Expenditure and Point-of-Purchase Surveys. 
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At our request, BLS started working toward estimating the 
cost of conducting an appropriate pilot study, but higher priority 
tasks kept BLS from progressing very far in that effort. A BLS 
official did estimate, however, that if and when a pilot study 
was completed and BLS decided to go ahead with constructing a 
retirees index, it would be another 6 years before such an index 
was operable. It would take that long to conduct the Consumer 
Expenditure and Point-of-Purchase Surveys, process and analyze 
the results, select item and outlet samples, and collect and 
process price data. 

Alternative to 
CPI-U methodology 

The preceding discussion assumed that RLS would follow the 
same general methodology in computing a CPI-R as it does in com- 
puting CPI-U. As indicated earlier, however, there is a less 
costly option that BLS now uses to construct CPI-W and that is 
similar in many ways to the methodology we used to construct our 
retirees index. That option involves applying retiree weights 
to CPI-U price relatives. 

That methodology would produce an index that recognizes 
retiree consumption patterns while assuming that the price changes 
reflected by the CPI-U price relatives fairly represent the price 
changes being experienced by retirees. The most BLS might have to 
do under this option is expand the Consumer Expenditure Survey-- 
which is the source of data for calculating expenditure weights-- 
to provide greater coverage of the retired population. BLS would 
not have to expand its Point-of-Purchase Survey (which the Census 
Bureau said would cost about $7.5 million over 3 years) nor 
increase its price data collection and processing workload. 

CONCLUSIONS 

Considering the amount of money riding on every tenth of a 
percentage point shift in the CPI, it would be easy to character- 
ize the cost of constructing a retirees index as insignificant. 
In truth, however, if BLS were to use the same methodology it 
uses to compute CPI-U, the cost of a CPI-R would be quite sig- 
nificant --with the final figure depending on answers to several 
basic questions. That cost could be pared considerably, however, 
if BLS were to use a different methodology. 
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CHAPTER 6 

HOW DOES BLS' DECISION 

TO REVISE THE HOMEOWNERSHIP 

COMPONENT AFFECT DELIBERATIONS 

ON THE NEED FOR A RETIREES INDEX? 

Our analyses left little doubt that the single most impor- 
tant step that BLS could take to make the CPI more reflective of 
the impact of inflation on retirees would be to revise the meth- 
odology for measuring homeownership costs. RLS recently an- 
nounced its intent to do just that. Now legislative action is 
needed to hasten the impact of that decision on federally admin- 
istered retirement programs, and administrative action is needed 
to enable management to continue monitoring how well existing 
indexes measure the impact of inflation on retirees after the 
homeownership component is revised. 

BLS WILL BE REVISING THE 
HOMEOWNERSHE COMPONENT -- 

On October 27, 1981, BLS announced that effective with data 
for January 1983 it would officially start using rental equiva- 
lence to measure homeownership costs for CPI-U similar to what 
it has been doing on an experimental basis since 1980 but with 
some refinements. BLS announced further that CPI-W will be 
revised to a rental equivalence-based index effective with data 
for January 1985. 

BLS linked its decision to change CPI-U in January 1983 to 
the Economic Recovery Tax Act of 1981 (Public Law 97-34) which 
requires use of CPI-U to escalate income tax brackets and which 
requires announcement of the new tax brackets in December 1984 
based on the 2 most recent years of CPI-U data--namely 1983 and 
1984. In explaining its decision to hold off revising CPI-W 
until 1985, BLS noted that CPI-W is used extensively in escala- 
tion agreements in both the private and public sectors and that 
holding off until 1985 should give users adequate time to adjust 
to the change. L 

CPI-U, NOT CPI-W, SHOULD BE USED TO COMPUTE 
F?%T-OF-LIVING ADJUSTMENTS FOR FEDERALLY 
ADMINISTERED RETIREMENT PROGRAMS 

The cost-of-living adjustments for federally administered 
retirement programs, including the ones discussed in this report, 
are tied to movements in CPI-W. Although CPI-U is the more ap- 
propriate index for escalating retirement benefits, that issue 
has never received much attention --probably because the choice of 
index would have had little impact on the level of retirement 
benefits. Now that RLS has announced its plans to revise CPI-U 
2 years before revising CPI-W, the issue becomes more urgent. 
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CPI-U is the more appropriate index for computing cost-of- 
living adjustments to retirement benefits because the size of its 
target population makes it a more precise measure of inflation 
than CPI-W, which is targeted only at urban wage earners and cler- 
ical workers. During fiscal year 1979 appropriation hearings, 
the then Commissioner of RLS noted that the decision to produce 
a CPI-U reflected the need to 

"produce a broader index more representative of the 
total United States population because of the exten- 
sive legislated use of the CPI in escalation of pay: 
ments under social security, school lunches, food 
stamps, and Federal retirement programs * * * II 

The programs mentioned by the Commissioner were tied by nu- 
merous statutes to increases in the "Consumer Price Index." At 
the time those statutes were enacted, there was only one CPI--a 
CPI which measured the price changes associated with a market 
basket of goods and services bought by urban wage earners and 
clerical workers. When BLS began publishing two indexes in 1978, 
it labeled the old one CPI-W and the new one CPI-U. Thus CPI-W, 
as the successor to the old CPI, became the *index used to calcu- 
late cost-of-living increases. Since then, legislation has been 
enacted to specify CPI-U as the index to be used in escalating 
school lunch and food stamp payments. But Social Security and 
other federally administered retirement programs remain indexed 
to CPI-w. 

Until now the impact on retirement benefits of using CPI-W 
instead of the more appropriate CPI-U to compute cost-of-living 
adjustments has been negligible because both indexes have tracked 
very closely, to the point that after 39 months they only differed 
by one-tenth of an index point (265.2 compared with 265.1). For 
example, if CPI-U had been used to compute Social Security cost- 
of-living increases in 1979, 1980, and 1981, beneficiaries would 
have received increases of 9.8, 14.3, and 11.2 percent, respec- 
tively. The increases they actually got using CPI-W were 9.9, 
14.3, and 11.2 percent. 

CPI-U and CPI-W may not track so closely when one is based 
on rental equivalence and the other is not. The choice between 
the two indexes could then have significant financial repercus- 
sions. In that regard, it should be understood that a shift to 
rental equivalence will not necessarily prove fiscally beneficial 
to the Government, even though that would have been the case dur- 
ing the period covered by our study. If the rapid rise in house 
prices and mortgage interest rates that occurred during our study 
period were to taper off, we could see a rental equivalence-based 
index risinq at a faster rate than an index based on the current 
treatment of homeownership costs. That is what happened during 
the 5 months from October 1981 through February 1982, when CPI-W 
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and CPI-U increased 1.5 percent and 1.4 percent, respectively, 
while BLS' experimental version of a rental equivalence-based 
CPI-U rose 2.1 percent. 

OUR FINDINGS RELATE TO THE PAST: 
THEY MAY NOT REFLECT THE FUTURE 

As our analysis indicated, when rental equivalence was used 
to measure homeownership costs, the existing index (in this case 
the rental equivalence-based CPI-U) tracked very closely with a 
retirees index. But our analysis, by necessity, dealt with the 
past. Although it serves to indicate what would have happened if 
certain actions had been taken, it is not necessarily a good indi- 
cator of what will happen in the future. We can be sure, in fact, 
that future economic conditions will differ, perhaps dramatically, 
from the conditions that prevailed during the period covered by 
our study. And we know that the rental equivalence measure of 
homeownership costs used in our analysis is flawed. Although we 
are confident that construction of a more appropriate rental 
equivalence measure will not affect the CPI to the point of in- 
validating our analysis, we have no way of predicting the effect 
of different economic conditions. 

Rental equivalence 

The rental equivalence measure of homeownership costs we 
used is the same measure BLS has been producing on an experimental 
basis since January 1980. As we explained in our report on the 
need to change the measurement of homeownership costs in the 
CPI y, BLS' experimental measure is flawed. 

"The sample of rental housing units that BLS currently 
uses to measure changes in rent costs may not be suit- 
able for estimating homeownership costs by rental equiv- 
alence. The rent sample BLS uses represents rental 
dwelling units, not owner-occupied housing units. Most 
owner-occupied housing units differ substantially from 
many rental units. To implement rental equivalence in 
the CPI, enough rental units must be found similar to 
owner-occupied units in size, location, and quality to 
enable BLS to construct a sample that represents owner- 
occupied houses accurately." 

i/"Measurement of Homeownership Costs in the Consumer Price 
Index Should Be Changed" (PAD-81-12, April 16, 1981). 
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In announcing its decision to use a rental equivalence meas- 
ure of homeownership costs, BLS said it would continue its efforts 
to improve that measure through refinements in procedures and 
calculation methods and eventually through supplementation of the 
rent sample. We understand, for example, that BLS will be re- 
weighting its sample of rental units so that it represents owner- 
occupied housing units instead of renter-occupied units and will 
be recalculating the expenditure weight for rental equivalence 
using the complex statistical estimating procedure used for 
weights in the official CPI rather than a shortcut method it 
used in computing the weights for the experimental measure. 

It should be recognized that the two rental equivalence- 
based indexes we compared (CPI-T.J and CPI-R) were both computed 
using the same experimental measure. As such, we believe that 
the conclusions drawn from our analysis are valid, although we 
acknowledge that use of a more appropriate measure of rental 
equivalence might change the details behind that conclusion. 

Future economic conditions 

Even after BLS revises its measure of homeownership costs, 
there will still be substantial differences between the consump- 
tion patterns of retirees and the consumption patterns reflected 
by existing indexes. Although our analysis indicated that those 
differences generally would have offset each other during the 
period covered by our study, that will not necessarily hold true 
in the future. It all depends on economic conditions. 

Retirees, for example, spend greater proportions of their 
income on food, fuel and utilities, and medical care than do 
workers or the urban population in general. If the economy were 
such that those items went up in price consistently faster than 
average, a retirees index would increase faster than either a 
workers index or an all urban index. In the past those items 
have not increased in price consistently faster or slower than 
other items. Even in the short period covered by our study, each 
of the items had years of more rapid than average price change 
and years of less rapid than average price change. 

To be even more specific about the effect of differing 
economic conditions, consider the 1.5 percentage point differ- 
ence in rate of change between CPI-R and CPI-W from the first 
quarter of 1979 to the first quarter of 1980. That difference 
was due largely to huge price increases for mortgage interest and 
transportation. These items constitute much greater proportions 
of the total consumption of workers than of retirees. If they 
had increased in price at a slower rate, the difference between 
CPI-R and CPI-W would have been less. If mortgage interest costs 
had increased half as fast, CPI-R would have increased overall by 
12.5 percent and CPI-W by 13.1 percent--a difference of only 
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six-tenths of a point. Similarly, if transportation prices had 
increased half as fast the difference between the indexes would 
have been only seven-tenths of a point. 

Conversely, if prices had increased faster for items which 
carry more weight in the retirees market basket, both indexes 
would have increased faster but the retirees index would have 
"gained" on the workers index. If either food at home, fuel and 
utilities, or medical care had increased in price at twice as 
fast a rate, the difference between CPI-R and CPI-W would have 
been reduced to about 1 percentage point. If all three had in- 
creased twice as fast, the retirees index would have surpassed 
the workers index, rising by 17 percent compared to 16.8 percent. 
It is problematical whether the rate of price change for all 
three of these categories would double. Medical care costs have 
been rising at a relatively steady rate in recent years while 
fuel and utility costs have been rising erratically. And it is 
easily conceivable that food prices could increase 13 percent a 
year rather than 6.5 percent because they have risen even faster 
than that in the past. 

A few economic analysis organizations attempt to predict the 
rate of inflation and major components of price change. But their 
predictions provide few clues as to whether CPI-W and CPI-R would 
converge or diverge over the next few years. Of those consumption 
items which are predicted to have faster than average rates of 
price increase, some are more important in the retirees' market 
basket and some are more important in the workers' basket. 

CONCLUSIONS 

The use of CPI-W instead of a retirees index to compute cost- 
of-living adjustments during the years covered by our study did 
put an extra strain on the four retirement programs discussed in 
this report-- about $4.2 billion worth according to our comparisons. 
That result can be linked to differences between the consumption 
patterns of retirees and workers as evidenced by differing expend- 
iture weights. 

One of the biggest differences between retirees and workers 
is in the proportion of expenditures devoted to homeownership 
and, more specifically, to home purchase and financing. Accord- 
ing to our analysis, BLS' decision to start using rental equiva- 
lence to measure homeownership costs will erase virtually all of 
that difference and will result in an index that is considerably 
more reflective of the impact of inflation on retirees. As 
matters now stand, however, that improvement will not have as 
immediate an effect on retirement benefits as it might. Even 
though rental equivalence has been recognized generally as a more 
appropriate measure of homeownership costs than the measure now 
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used, federally administered retirement programs that are tied to 
CPI-W will not be affected by the shift to rental equivalence 
until 1985 --2 years after the change becomes effective for CPI-U. 

Because CPI-U is the more appropriate index for escalating 
retirement benefits, even without considering the shift to rental 
equivalence, the Congress should enact legislation requiring that 
cost-of-living adjustments for federally administered retirement 
programs be tied to CPI-U. Prompt enactment of such legislation 
will enable the programs to use the improved index when it first 
becomes available in 1983. 

Our analysis indicates that use of a rental equivalence-based 
CPI-U to escalate retirement benefits in the past would have pro- 
duced cost-of-living adjustments very similar to those that would 
have been produced by a rental equivalence-based retirees index. 
That finding argues against the need for a separate retirees in- 
dex. We cannot ignore, however, the substantial differences 
between consumption patterns in areas other than homeownership. 
Nor can we overlook the possibility that some combination of 
economic conditions in conjunction with those differences could 
cause significant future differences between existing indexes 
and a retirees index. 

After considering all of the evidence, including the cost 
data compiled in chapter 5, we believe that the most appropriate 
course of action is as follows: 

--BLS should revise the homeownership component as it has 
announced. 

--BLS then should compute a hybrid retirees index using our 
general methodology --applying retiree expenditure weights 
to CPI-U price relatives --to see how that index compares 
to existing indexes using the new measure of homeowner- 
ship costs. 

'-Periodically thereafter, but at least annually, BLS should 
recompute a retirees index as above. That periodically 
'computed index should be published so that its relation- 
ship to existing indexes can be monitored. Monitorinq 
should focus on identifying significant differences be- 
tween indexes. Such differences could signal that cost- 
of-living adjustments are no longer maintaining the real 
value of benefits or are overcompensating for the effects 
of inflation. 

In computing the hybrid retirees index, BLS will have to 
decide, on the basis of the index's intended use and the avail- 
ability of funds, whether to expand the Consumer Expenditure 
Survey to provide greater coverage of the retired population. 
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BLS will also need to decide whether it can construct the index 
using national data only, which we think would be sufficient for 
monitoring purposes, or whether it needs to introduce local data 
and geographic weights. In that regard, we found that the intro- 
duction of such data, at least at the regional level, made virtu- 
ally no difference in the movement of our rental equivalence-based 
CPI-R. 

It is important, in our opinion, that the monitoring aspects 
of the above process be centralized rather than segmented among 
the several agencies responsible for the various federally admin- 
istered retirement programs. Because of the potential budgetary 
impact of any decision reached as a result of that monitoring, the 
Office of Management and Budget (OMB) seems the most logical choice 
to fill that role. Because it is just as important that any deci- 
sion consider not only the overall impact on the Federal budget but 
also the potential impact on individual beneficiaries, we would ex- 
pect OMB to seek input from agencies responsible for administering 
retirement programs. 

AGENCY COMMENTS AND OUR EVALIJATION 

We sent a draft of this report to OMB, the Department of 
Labor, the American Association of Retired Persons, and the 
agencies responsible for administering the four major retirement 
programs --the Department of Health and Human Services, the Office 
of Personnel Management, the Department of Defense, and the Rail- 
road Retirement Board. Their comments on the draft are reprinted 
in appendixes VII through XIII. 

Only the Department of Defense, the Office of Personnel 
Management, and OMB spoke to our proposal that cost-of-living 
adjustments for federally administered retirement programs be tied 
to CPI-u. The Department of Defense said it had no objection to 
legislation that would base adjustments in military retired pay 
on percentage changes in the CPI-U if such legislation included 
other Federal programs. The Office of Personnel Management said 
that use of the revised CPI-U would appear to be a substantial 
improvement over the present use of CPI-W. 

OMB did not argue with our basic point that CPI-TJ is more 
appropriate than CPI-W for escalating retirement benefits--in 
fact, OMB did not even comment on that aspect. It argued instead 
with our suggestion that the shift to CPI-U be done expeditiously 
to take advantage of the improved methodology for computing home- 
ownership costs, even though it agreed that rental equivalence 
more closely approximates the impact of inflation for retirees 
than does the current measure of homeownership costs. OMB ex- 
plained its position thusly: 

63 



"In recent years, during which interest rates have 
increased significantly, the present measurement of 
homeownership costs in the CPI has overstated the 
effect of inflation, as vour report suggests. How- 
ever, when interest rates decline the CPIW is ex- 
pected to fall faster than the CPIU. The Adminis- 
tration projects that interest rates will decline 
in 1983 and 1984, when homeownership costs will be 
treated differently in the two indexes. Therefore, 
a shift from the more interest sensitive CPIW to 
the CPIU in 1983 would increase projected Federal 
outlays by an estimated $2 billion over the three- 
year period from fiscal year 1983 to 1985. Since 
the Federal government has incurred the costs 
associated with the overstatement of inflation in 
earlier years, we do not believe it would be 
appropriate to shift to the CPIU in 1983 and 1984 
when the reverse may be the case." 

If it were clear that a shift to CPI-U in 1983 would cost 
the Government $2 billion, we might be hard pressed to question 
OMR's position, especially at a time when the desire to reduce 
Federal spending has prompted various suggestions for cutting 
back the size of cost-of-living adjustments--ranging from caps 
to moratoriums. The potential impact on Federal expenditures 
is not that clear, however. 

In its budget for fiscal year 1983, the Administration notes 
that: 

"The forecasts for 1982 and 1983 are subject to sub- 
stantial margins of error, particularly in the inter- 
est rate area. For periods further in the future, 
economic projections are subject to even greater 
uncertainty." 

Also, recent forecasts by DRI would indicate that CPI-W and the 
rental equivalence-based CPI-U will track almost identically in 
1983 and 1984. DRI's forecast is based apparently on economic 
assumptions that differ from those behind OMR's forecast, and 
only time will tell whose assumptions were more accurate. 

In our opinion, any prediction as to how all the CPI cate- 
gories are going to move in future years, how those various move- 
ments are going to interact in the different indexes, and how 
those movements and interactions will affect the Federal budget 
is uncertain to say the least. In that regard, we think the 
Director of the Congressional Budget Office said it best during 
congressional hearings in November 1981: 
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"Unfortunately, it is almost impossible to determine 
whether the revised CPI will show a lower rate of 
inflation in the future than would have been shown 
by the current CPI * * * [After considering various 
factors, the Congressional Budget Office] concludes 
that inflation rates calculated using the current 
measure of homeownership and the rental equivalence 
measure will probably not differ from one another 
substantially. This 'best guess’ forecast is un- 
usually uncertain because it requires balancing a 
lot of offsetting factors in a field that is noto- 
riously difficult to model and to forecast." 

Given the uncertain budgetary impact, we believe that the de- 
cision whether and when to shift to CPI-U hinges solely on the 
basic premise that cost-of-living adjustments be tied to the index 
that more accurately reflects the impact of inflation on retirees. 
In our opinion, an all urban index (i.e., CPI-U) satisfies that 
criterion better than an urban wage earners index (i.e., CPI-W) and 
a rental equivalence-based index fits the bill better than an in- 
dex using the current measure of homeownership costs. In 1983, a 
rental equivalence-based CPI-U will be available. We think it 
should be used to escalate retirement benefits. 

Our conclusion that BLS should compute a retiree-weighted 
CPI and that OMB should monitor the relationship of that index to 
existing indexes met with mixed reviews. 

The American Association of Retired Persons supported our 
position. The Railroad Retirement Board found our position 
reasonable but noted that "the extent to which the proposed CPI 
is used to adjust pension benefits deserves further consider- 
ation." The Department of Defense expressed "reservations about 
singling out one segment of the population to establish an index 
for a specific purpose only." It too thought further analysis 
was needed to ensure that all ramifications of our proposal had 
been explored. 

BLS disagreed with our position. It pointed to the fact 
that a retirees index constructed by applying retiree expenditure 
weights to CPI-U price data suffers from the lack of information 
on such things as where the retirees shop and what price struc- 
tures they face. BLS expressed the belief that "answering the 
question of how a CPI for retirees would differ from existing 
measures requires a definitive assessment of the importance of 
these factors." BLS concluded that if it were to work on a CPI 
for retirees, it would "focus attention on these technical issues, 
rather than on producing a version of the current CPI reweighted 
to represent retirees." 

65 



OMB disagreed with us for different reasons. It felt that 
formal monitoring, as we were suggesting, would raise expectations 
that major differences between existing indexes and the hybrid 
retirees index would lead to changes in cost-of-living adjust- 
ments. OMB said it did not want to raise those expectations 
because there were too many unanswered questions, such as (1) Who 
is a retiree? and (2) Would development of a retirees index create 
a precedent for other indexes such as a "poverty index?" 

A common thread running through some of the above comments 
is an apparent impression that we are proposing that the hybrid 
retirees index be used to compute cost-of-living-adjustments. 
That is not our intent. After rereading our draft report in the 
light of those comments, however, we could understand how that 
impression surfaced. We have made appropriate changes to clarify 
our position. 

We see the hybrid index as a vehicle for helping OMB, the 
Congress, and retiree groups answer the question: do cost-of- 
living adjustments fairly compensate retirees for increases in 
their cost of living? That is a question that has been and still 
is being debated. And whenever someone wants to answer the ques- 
tion on some basis other than conjecture --which in many cases is 
the only basis --he or she invariably goes through an exercise that 
involves reweighting the existing CPI to reflect retiree expend- 
iture patterns. Our purpose in calling for periodic computation 
of the hybrid CPI-R is to provide that kind of information on a 
regular, consistent basis so that it is readily available to those 
who need to know and want to know. 

The hybrid index, in effect, will inject an element of ration- 
ality into the debate. It will allow one to observe trends with 
the assurance that the index is being computed from year to year 
using a consistent methodology rather than trying to observe trends 
by looking at various studies, each done using a different method- 
ology . 

BLS argues against our proposal because the index we are pro- 
posing does not take into account certain factors that could cause 
a retirees index to differ from existing indexes. BLS' position 
would be reasonable if we were talking about constructing a re- 
tirees index that was going to be used to compute cost-of-living 
adjustments. That is not what we are talking about, however. In 
that regard, the hybrid retirees index could be looked on as an 
experimental index much like the experimental indexes BLS has 
been publishing using different measures of homeownership costs. 
Those indexes have not been constructed using the same rigorous 
methodology used in constructing the official indexes. But, they 
have been good enough for experimental purposes and good enough for 
monitoring purposes. In that same vein, we think a retirees in- 
dex that is computed as we have suggested would be good enough 
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for the purpose intended--monitoring. The additional information 
that BLS would like to focus on would certainly be nice to have 
and might be worth pursuing if funds are available. But we see 
no need to defer publishing a hybrid index until then. 

OMB is concerned apparently that our proposal, if adopted, 
would raise more questions than it answers. Only time will tell 
if OMB is right. Even if it is, however, that is no reason to 
reject our proposal. The absence of a hybrid index has not pre- 
vented questions in the past. If nothing else, the presence of 
a hybrid index will provide a focus for those questions and a 
base for any response. 

If the hybrid index, over time, tracks fairly similar to 
existing indexes-- a very possible result --then our proposal could 
serve to still a lot of the controversy that has occurred in the 
past. If the hybrid index and existing indexes do not track 
closely, however, then questions can be expected, and rightfully 
so. We might hear questions like: What do we do now? Should we 
move toward constructing a full-blown retirees CPI? Should we 
consider indexes for other target groups? Should we propose an ad 
hoc adjustment to cost-of-living raises to reflect differences be- 
tween the hybrid index and existing indexes? Should we just not 
do anything because whatever we do would be too costly or complex? 
Those questions are all appropriate byproducts of the process we 
are proposing: they are the kinds of questions one would expect 
in any rational debate. 

RECOMMENDATION TO THE CONGRESS 

We recommend that the Congress enact legislation requiring 
that CPI-U be used instead of CPI-W to compute cost-of-living 
adjustments for federally administered retirement programs. Any 
such legislation should be enacted in time to coincide with BLS' 
decision to revise the homeownership component of CPI-U starting 
in January 1983. The retirement programs involved and pertinent 
legal citations are listed in appendix VI. 

RECOMMENDATION TO THE 
SECRETARY OF LABOR 

Once the methodology for computing homeownership costs has 
been revised in the index used to escalate retirement programs, 
we recommend that the Secretary of Labor direct BLS to compute a 
retirees index using that revised measure of homeownership costs 
and to recompute that index periodically thereafter, but at least 
annually. To compute that index, BLS should apply retiree expend- 
iture weights to the price information already being collected in 
support of CPI-U. 
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RECOMMENDATION TO THE DIRECTOR, 
OFFICE OF MANAGEMENT AND BUDGET 

Once BLS starts computing a retirees index, we recommend that 
OMR 

--monitor the relationship of that index to the index being 
used to calculate cost-of-living adjustments for federally 
administered retirement programs; and 

--determine, with input from the Social Security Adminis- 
tration and other agencies responsible for administering 
those programs, whether differences between the indexes 
are significant enough to warrant proposing changes to 
the mechanism for computing cost-of-living adjustments. 
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APPENDIX I APPENDIX I 

THE HOMEOWNERSHIP COMPONENT 

The homeownership component of the official CPI is comprised 
of five broad categories--home purchase, contracted mortgage 
interest, 
insurance. 

maintenance and repairs, I/ property tax, and property 
The expenditure weights for the last three categories 

are computed in a very straightforward, noncontroversial manner; 
the weights for home purchase and contracted mortgage interest 
are computed in ways that have caused considerable controversy. A 
recent GAO report $' described those computations thusly: 

"The home purchase expenditure weight represents 
total expenditure on home purchases minus total 
receipts from the sale of homes by the index 
population during the reference period. The 
weight includes the total expenditure of people 
who only bought houses, the difference between 
purchase costs and sale receipts for those who 
both bought and sold houses, and the receipts, 
or negative expenditures, of those who only 
sold houses. In addition, transaction or 
closing costs associated with all home purchases 
and sales are included in the home purchase 
expenditure weight * * * Rather than relying 
just on 1 year, BLS has averaged data from the 
(j-year period 1968 through 1973 to derive a 
more accurate weight for home purchase costs 
in the current CPI. This also assures a larger 
sample, lessening the problem of the infre- 
quency of home purchases. 

* * * * * 

"The expenditure weight for mortgage interest 
represents the total interest that borrowers 
in the index population contract to pay during 
the first half term of mortgages on homes 
purchased in the reference period. In 1964, 
BLS began limiting the contracted interest to 

L/As used in this appendix, the term "maintenance and repairs" 
includes capital improvements. 

Z/"Measurement of Homeownership Costs in the Consumer Price Index 
Should Be Changed" (PAD-81-12, April 16, 1981). 
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the amount payable during the first half of 
mortgage terms, because, on the average, mort- 
gage contracts appeared to remain in effect 
for only about half of their originally sched- 
uled time. For all mortgage contracts made 
in the reference period, the interest rate, 
term, and amount borrowed are obtained from 
the Consumer Expenditure Survey. For each 
market basket, the total contracted interest 
payable in the half term on house purchase 
financing is calculated from the average 
interest rate, the average term, and the 
average amount borrowed. The calculations 
are made for both first and second mortgage 
loans, or deeds of trust." 

In his study of the variation of inflation rates across house- 
holds (see p. 151, Robert Hagemann computed indexes using four 
treatments of homeownership. One of those treatments involved 
computing an index exclusive of housing. The other three treat- 
ments included housing in the index but used three different 
approaches for computing appropriate expenditure weights. In his 
paper, Mr. Hagemann explained those approaches--which he called 
"Rental Equivalence," "Outlays Using Current Interest Cost," and 
"Outlays Using Average Interest Costs"--thusly: 

"The attractiveness of the 'Rental Equivalence' 
approach lies in its sound conceptual basis and 
its ease of implementation. First, * * * 
restrictive assumptions about the owner-occupied 
and rental housing markets are required to show 
that the market rental value of an owner-occupied 
dwelling is not closely related to the user cost 
of the unit. The user cost, in turn, equals the 
opportunity cost of consuming the flow of services 
provided by the owner-occupied home. Second, each 
owner-occupant in the [Consumer Expenditure Survey] 
sample was asked to report the rental value of 
the home, thus providing a direct estimate of 
the cost of residing in the unit. The relative 
importance of the rental value of the home is 
moved by the official CPI rent component in 
computing the rental equivalence indexes. This 
implicitly assumes that price movements in both 
the rental and owner-occupied housing markets 
are similar. No empirical evidence is as yet 
available to assess the validity of this 
assumption. 
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"In the 'Outlays Using Current Interest' 
approach * * * the costs of owner-occupied 
housing are divided into two basic cate- 
gories: (1) actual outlays (property taxes, 
insurance, and maintenance and repairs), and 
(2) potential mortgage interest costs. The 
weights for the actual outlays are straight- 
forwardly derived from owner-occupants' reported 
expenditures on the separate categories. The 
weight for the mortgage interest component 
is derived from the product of the average 
existing mortgage interest rates in the 
survey years and the outstanding debt on the 
owned home. In computing the indexes, all 
of the components are moved by current price 
changes as measured by official CPI components. 
In the case of the mortgage interest cost 
weight, the official 'Contracted Mortgage 
Interest' CPI is used, thus holding constant 
both house quality and mortgage loan character- 
istics other than the interest rate. Implicit 
in this treatment of homeownership is the 
assumption that the loan to house value ratio 
remains constant over time. 

"In the 'Outlays Using Average Interest 
costs ' approach * * * the property taxes, 
insurance, and maintenance and repair com- 
ponents are the same as in the [Outlays 
Using Current Interest] approach, and are 
moved by current price changes. The mortgage 
interest component differs, however, in two 
respects. First, this approach uses actual 
mortgage interest payments reported in the 
survey by homeowners. Second, the mortgage 
interest weights are moved not by current 
price changes, but rather by interest rate 
movements lagged by the same number of years 
as the age of the mortgage [with a maximum 
lag of 5 years]. The 'Contracted Mortgage 
Interest' CPI is used to move the mortgage 
interest weights which * * * holds constant 
house quality and loan characteristics. 
This approach measures changes in costs under 
the assumption that the age distribution of 
mortgages remains constant over time." 
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APPENDIX II APPENDIX II 

REGIONAL EXPENDITURE WEIGHTS FOR RETIREES AS OF DECEMBER 
1977 USING THE CURRENT MEASURE OF HOMEOWNERSHIP COSTS 

Expenditure category Northeast North Central 

Cereal and bakery products 2.976 2.961 
Meats, poultry, fish and eggs 7.768 7.335 
Dairy products 2.075 2.861 
Fruits and vegetables 4.054 3.492 
Other food at home 5.616 6.091 
Food away from home 5.406 4.846 
Alcoholic beverages 1.334 1.601 

Total food and drink 30.029 29.187 

South - 

2.896 
7.094 
2.997 
3.689 
6.215 
4.440 

.772 
28.103 

2.385 
6.541 
2.510 
4.046 
5.398 
6.785 
1.616 

29.281 

Residential rent 
Other rental costs 
Home purchase 
Home financing, taxes 

and insurance 
Home maintenance and 

repair services 
Home maintenance and 

repair commodities 
Total shelter 

7.361 5.009 3.625 5.856 
.891 .694 .519 1.283 

1.362 0.000 g 4.511 2.228 

6.049 5.676 4.515 5.370 

3.626 4.309 5.689 2.456 

.518 .986 1.247 .509 
19.807 16.754 20.106 17.702 

Household fuels 
Other utilities and 

public services 
Total fuel and utilities 

7.518 8.346 6.430 5.039 

2.319 2.913 3.251 2.947 
9 11,259 9.681 77m 

New vehicle purchase 1.527 
Used vehicle purchase .922 
Gasoline 2.800 
Auto maintenance and repair 1.295 
Other private transportation 3.545 
Public transportation 1.453 

Total transportation 11.542 

2.742 
1.217 
3.673 
1.290 
3.530 

.a34 
13.286 

3.444 2.023 
1.110 1.379 
4.038 3.733 
1.283 1.354 
3.513 3.704 

.986 1.222 
14.374 13.415 

Medical care services 6.519 7.850 7.079 8.400 
Medical care commodities 1.497 1.684 1.855 1.613 

Total medical care 8.016 9.534 8.934 10.013 

Housefurnishings 
Housekeeping supplies 
Housekeeping services 
Apparel and upkeep 
Entertainment 
Tobacco products 
Personal care 
Personal and educational expenses 

Total other 

2.192 3.228 
2.664 2.607 
3.123 2.782 
5.304 4.562 
2.793 3.061 
1.191 .944 
2.159 2.201 

. 741 .596 
20.761 19.981 

3.045 3.178 
2.287 2.834 
2.839 3.083 
4.407 4.503 
2.573 4.050 
1.086 .839 
2.058 2.420 

t508 .610 
18.803 21.605 

Total expenditures 100.00 - 100.00 - 100.00 100.00 

West 

l/In the North Central region, retirees received more from house sales than they 
spent on house purchases which produced a negative weight. Rather than attempt 
to deal with a negative expenditure weight, we assigned a weight of zero. 
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REGIONAL EXPENDITURE WEIGHTS FOR RETIREES AS OF 
DECEMBER 1977 USING RENTAL EQUIVALENCE 

Expenditure category Northeast North Central South West 

Cereal and bakery 
products 

Meats, poultry, fish 
and eggs 

Dairy products 
Fruits and vegetables 
Other food at home 
Food away from home 
Alcoholic beverages 

Total food and drink 

2.883 2.797 2.940 2.254 

7.526 6.929 
2.785 2.704 
3.927 3.299 
5.440 5.754 
5.237 4.578 
1.292 

29. 
1.513 

27.574 

7.201 6.184 
3.042 2.373 
3.744 3.825 
6.309 5.104 
4.506 6.415 

,783 1.528 
28.525 If 

Residential rent 
Other rental costs 
Rental value-owner 

occupied housing 
Total shelter 

7.131 4.808 
.863 .655 

5.537 
1.213 

14.322 15.890 
72373 m 

3.679 
. 527 

14.702 
18.908 

15.440 
TzTn 

Household fuels 
Other utilities and 

public services 
Total fuel and 
utilities 

7.283 7.885 6.526 4.764 

2.247 2.752 3.300 2.786 

9.530 10.637 9.826 7.550 

New vehicle purchase 
Used vehicle purchase 
Gasoline 
Auto maintenance and 

repair 
Other private trans- 

portation 
Public transportation 

Total transportation 

1.479 
.893 

2.712 

2.590 
1.149 
3.470 

1.218 

3.496 1.912 
1.126 1.304 
4.098 3.529 

1.255 1.303 1.280 

3.434 3.335 3.565 3.502 
1.407 .788 1.000 1.‘155 

11.180 12.550 14.588 12.682 

Medical care services 6.315 7.416 7.185 7.942 
Medical care commodities 1.450 1.591 1.883 1.525 

Total medical care 1.765 m m 9.467 

Housefurnishings 
Housekeeping supplies 
Housekeeping services 
Apparel and upkeep 
Entertainment 
Tobacco products 
Personal care 
Personal and educational 

expenses 
Total other 

2.705 3.050 3.091 3.005 
2.581 2.463 2.321 2.680 
3.025 2.629 2.882 2.915 
5.138 4.310 4.473 4.333 
2.706 2.892 2.612 3.829 
1.154 .892 1.102 ,793 
2.092 2.080 2.089 2.296 

.718 .563 
20.119 18.879 

.577 
20.428 

Total 
expenditures 100.00 - 

100.00 - 

.515 
19.085 

100.00 - 100.00 - 
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APPENDIX III 
APPENDIX III 

vonthly benefits. Auq. 1978 (thousands) 
Cost-of-living adjustment effective Sept. 1719 

km+hly benefits after adprtment (thousands) 
Cost-of-liuinq adjustment effective Mar. 1979 

Monthly benefits after arijlratment It’lousands) 
Cost-of-living adjustment. effective Sept. 1979 

Monthly benefits dfter adjustment ithousnrds) 
Cost-of-living adjustment effective !,a=. 1903 

Monthly benefits after adjuatwnt (t.housands) 
Cost-of-living adjustment effective Mar. 19Rl 

5.6 percent 

$ ‘343.6-3” 
?. 4 pPrcerlt $ 6,256 

$ 975.765 
6.6 percent $ 1,781 

C,,n4".,65 
5.3 !Jercen+ (8 I,0241 

$l,'l95,794 
l.? perce"~ 18 8,366) 

$1,174.1',5 
4.3 nerc*nt (514,487) 

51,7.?4,544 
(Slb,298) 

s R93,636 
4.6 percent 

$ 893,636 
5.3 percent 

$ 31,536 $ 934,743 (S ?,6Rl) (S 16,086) s 940,999 S 6,256 s 37,536 5 3,575 
3.2 percmt 

$ 21,450 
3.1 p-rent 

S 10,686 5 964,655 19 9,3291 IS 55,974) 
5.9 percent 

$ '170,110 S 5,515 $ 33,fl90 (S 3.814) 
6.O percent 

I$ 22,880 

(5 6,144) $l,fl21,510 l$19,h191 ($ 117,114) 
4.7 percent 

Sl,“>R,?Rn $ h.RlO 5 4C,R60 iS12,8091 ($ 76,854) 
4.6 percent 

Ii; 50,196) Sl,n69,583 1$34,n77J IS 2114,462) 
6.1 percent 

$1,075,6Ri 5 6,102 S 36,612 ($27,9751 ($167,850) 
6.1 ['croent 

i$ 86,922) $1,134,8ZR (553,814l ($ 322,884) 
4.4 percent 

S1,141,!0? s 6.474 5 28,844 1547,340) 
4.4 percent 

($284,040) 

I5 97,788) Sl,lH4,760 ($56,182) I$ 337,092) 
crlpx, ($1,054,212) 

- 

S1,191,519 S 5,759 $4n,i54 (549,423) 
SW 

($296,538) 
(SW) 
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APPENDIX IV APPENDIX IV 

Monthly benefits, Aug. 1978 (thousands) 
Cost-of-livinq adjustment effective Sept. 1978 

MOnthly benefits after adjustment (thousands) 
Cost-of-living adjustment effective Mac. 1979 

Monthly benefits after adjustment (thousands) 
Cost-of-living adjustment effective Sept. 1979 

Monthly benefits after adjustment Ithousands) 
Cost-of-living adjustment effective Mar. 1980 

Monthly henefits after adjustment (thousands) 
Cost-of-living adjustment effective Sept. 1980 

Monthly benefits after adjustment (thousands) 
Cost-of-living adjustment effective Mar. 1981 

llonthly benefits after adjustment (thousands) 
Total--Sept. 197R to Auq. 1981 (thousands) 

CPI-" 

$ 778,749 
4.4 percent 

$ 416,908 
3.9 percent 

$ R4R.767 
6.9 percent 

$ 907,332 
6.0 percent 

$ 961,772 
7.7 percent 

$1.035.828 
4.4 percent 

$1,0R1,405 

Aggregate Effects of Compounding Cost-of-Living Adjustments for Military Pensions 

increase (decrease) in 
Increase (decrease) in outlays using rental 

PI-R Increase (~Iecrease) in outlays using rental equivalence-based CPI-R 
(current CPI-” equivalence-based CPI-U CPI-R inetead of rental 

homeownership 
outlays using CPI-R 

instead of WI-W (rental cl-elltal equivalence-based CPI-11 
treatment) 

instead of CM-W- 
B Semiannually equivalence) - Month11 Semiannually equivalence) MOnthly semiannually 

$ 778,749 
5.6 percent 

S 822,359 $ 5,451 
3.4 percent 

s 850,319 $ 1,552 
6.6 percent 

s 906,440 ($ 892) 
5.3 percent 

$ 954,481 ($ 7.291) 
7.2 percent 

$lr023,204 ($12,624) 
4.3 percent 

$l.O67,2O2 ($14,203) 

$ 778,749 
4.6 percent 

$ 32,706 $ 814,571 
3.2 percent 

$ 9,312 $ 840,637 
5.9 percent 

(S 5,352) $ 890,235 
4.7 percent 

(S 43.746) $ 932,076 
6.1 percent 

(S 75.744) $ 9118,933 
4.4 percent 

(S SS,Zl~) $1,032,446 
($168,042) - 

$ 778,749 
5.3 percent 

(S 2,337) (F 14,022) $ 820,023 $5,452 $ 32,712 
3.1 percent 

(5 8,130) ($46,780) $ 845,444 $4,807 $ 28.842 
6.” percent 

($17.097) ($102,582) :: 896,171 $5,936 $ 35,616 
4.6 percent 

($29.696) ($178.176) $ 937,395 S5.319 $ 71,914 
6.1 percent 

($46.895) ($2!?1,3703 5 994,576 $5,643 $ 33.859 
4.4 percent 

($48.9593 ($293,754) $1,038,337 $5.891 __ $ 35,346 
($918,684) - 

$198,288 

$ 3,115 c 14,610 

(:: 3,313) (S 13.93R.l 

iSll,Ihl) (5 66.966) 

($74,377) lS146.2621 

(541,257! ($247.512) 

($43.068) __ (S25n,40Rl 
!$720,3%) - 
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APPENDIX v APPENDIX V 

Monthly benefits, May 1979 (thousands) 
Cost-of-livinq adlustment (June 19791 

Monthly benefits after adjustment (thousands) 
Cost-of-living adjustment (June 1980) 

Monthly benefits after ad,ust"ent (thousands) 
Cost-of-livlnq adjustment (June 19811 

Monthly benefits after ad]ustment (thousands) 
Total--JunP 1979 to May 1982 (thousands) 

Aggregate Effects of Compounding Cast-of-Living Rdjustmentg for Railroad Retirement Pensions (note a) 

01-w 

$297,420 
9.9 percent 

$322,358 
14.3 percent 

SjK1,739 
11.2 percent 

$396,765 

CPI-R 
(current 

homeownership 
treatment) 

$297,420 
9.8 percent 

$322,126 
12.8 percent 

$757,400 
11.2 percent 

s391,9fin 

a/The "Monthlv hewfits after adiustment" cannot be derived dlrectlv 
uslnq the pklor amount and the-cost-of-livinq adjustment. In the’ 
Railroad Retirement system, some benefits are adjusted at 100 per- 
cent of the CPI chanoe, sonc at 32 l/2 percent of the CPI chanqe, 
and some not at all. 

1ncrea*e fdecrease) in 
outlays using CPI-R CPI-U 

instead of CPI-W (C3ltal 
Monthly RllIU.3lly equivalences 

5297,420 
8.6 percent 

(S 2321 ($ 2.7841 $319,096 
11.5 percent 

($4.339) ($ 52,068) $350,411 
10.4 percent 

($4,805) lS57.6601 $381,855 
l$112,512) 

Increaw (decrr.nse) in 

Increase (decrease1 in outlays usinq rental Increase (decrease) in 
outlays usinq rental equivalence-based CPI-R outlays using rental 

equivalence-hased CPI-U CPI-R instead of rental equivalencebash CPI-9 
instead of CPI-W (lWlta1 equivalence-based CPI-U instead of CPI-W 

Monthly Annually equivalence1 rlonthly *“noally Monthly Annually 

$297,420 
9.0 percent 

($ 3,262) (5 39,144) S320,ORfi $990 Sll,RBO (S ?,2721 f$ 27,264) 
11.2 percent 

(S11,32Rl (5135.936) S350.6R7 $276 $ 3,312 ($11,052) (S132.624) 
1n. 5 percent 

(S14,910) ($178,920) $382,441 $586 $ 7,032 ($14.324) 
(ss54,Ooo) $22 

(S17i.RR8) 
($331,776) 

- - 
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FEDERALLY ADMINISTERED RETIREMENT 

PROGRAMS FOR WHICH A SHIFT FROM CPI-W TO 

CPI-U WOULD REQUIRE LEGISLATIVE ACTION 

Retirement program 

Social Security (Old Age, 
Survivors, and Disability 
Insurance) 

Legal citation 

Section 215 of the Social 
Security Act, as amended L/ 

42 U.S.C. 415(i) 

Railroad Railroad Retirement Act of 
1974 

45 U.S.C. 231b and c 

Comptroller General Comptroller General Annunity 
Adjustment Act of 1978 

31 U.S.C. 43c 

Civil Service 5 U.S.C. 8331(15) and 8340 

A change in the computation of cost-of-living increases for the 
Civil Service retirement program will trigger a similar change in 
several other retirement programs without further legislative 
action. That is because legislation already exists calling for 
conformity between those programs and the Civil Service program. 
The affected programs are: 

Uniformed Services (applies 
to members of the Army, 
Navy, Marines, Air Force, 
and Coast Guard and 
commissioned officers of 
the Public Health Service 
and the National Oceanic 
and Atmospheric Administration) 

Conformity with Civil 
Service called for by 

10 U.S.C. 1401a (note) 

Foreign Service 22 U.S.C. 1065 

Central Intelligence 
Agency 

90 Stat.2472, codified as 
a note to 50 U.S.C. 403 

-------- 

L/A change in the way cost-of-living increases are computed for 
Old Age, Survivors, and Disability insurance benefits auto- 
matically triggers a change in the way such increases are com- 
puted for Supplemental Security Income benefits (42 U.S.C. 
1382f) and for Veterans pension benefits (38 U.S.C. 3112). 
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U. S. Department of Labor Commissioner for 
Bureau of Labor Statistics 
Washington, D.C. 202 12 

Mr. Gregory J. Ahart 
Director 
Human Resources Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Ahart: 

This is in reply to your letter to the Secretary of Labor requesting 
comments on the draft GAO report entitled, “Propriety of Retiree 
Pension Adjustments Will Improve With Consumer Price Index Shelter 
Cost Changes, But A Separate Index May Still Prove Necessary.t’ The 
Department f s response is enclosed. 

The Department appreciates the opportunity to comnent on this report. 

Sincerely yours, 

P 

&{ J’ TL&.&&& 

t 
JANETL. NORWOOD 
Commissioner 

Enclosure 
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U.S. Department of Labor's Response To 
The Draft General Accounting Office Report 

Entitled -- 

PI7c)PRIEIYOF RETIREE PENS1C.W ADJUSTMENTS 
WILL IME'F0VE WITH CONSUMERPRICE INDBX 
SHELTERCOSTCHANGES, BUTASEPARATE 

INDEX MAY STILL PROVE NECESSARY 

Recamendation: 

Once the methodology for canputillg horwowne rship costs has been 
revised in the index used to escalate retirement programs, we recomnend 
that the Secretary of Labor direct BIS trD canpute a retirees index using 
that revised measure of tmwownership costs ard to recompute that index 
periodically thereafter, but at least annually. 'Ito canpute that index, 
BLS should apply retiree expenditure Eights to the price information 
already being collected in support of CPI-U. 

Response: 

The technical limitations of a Consumer Price Index for retirees 
(CPI-R), which is constructed fran currently available data, are clearly 
ax-d effectively delineated in the draft report. The methodology used in 
constructing the price measures unavoidably suffers fmm the lack of 
information on the detailed canposition of retirees spendirrg patterns, on 
where they sbp, and on the price structure they face. As the draft 
report acknowledges, the impact on the estimated CPI-R of not accounting 
for these factors is unknown and at this point can only be speculated. 
BLS believes that answeriq the question of hckJ a CPI for retirees would 
differ frcm existing measures requires a definitive assessment of the 
importance of these factors. Consequently, if the Bureau were to under- 
take wrk on a CPI for retirees in the future, it muld focus attention 
on these technical issues, rather than on producing a version of the cur- 
rent CPI reweighted to represent retirees. 
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EXECUTIVE OFFICE OF THE PRESlDEMT 
OFFICE OF MANAGEMENT AND BUDGEI- 

WASHINGTON. D.C. 20803 

MM 12 1982 

Mr. William J. Anderson 
Director, General Government 

Division 
U .S . Genekal Accounting Off ice 
Washington, D.C. 20548 

Dear Mr. Anderson: 

I am pleased to have the opportunity of replying to your request 
for the views of the Office of Management and Budget on the draft 
of the proposed GAO report entitled “Propriety of Retiree Pension 
Adjustments will Improve with Consumer Price Index Shelter Cost 
Changes, but a Separate Index May Still Prove Necessary." 

We agree that the consumption patterns of retirees are different 
from the patterns of the general population and,therefore, a 
price index specifically constructed for retirees would have 
different weights than the present CPI. We also agree that, 
historically, a hypothetical CPI for retirees would have in- 
creased at a similar rate as the general CPI. Finally, we agree 
that the rental equivalency measurement of homeowner costs more 
closely approximates the impact of inflation on homeowner costs 
for retirees than the present measurement. 

While we agree with these major points that are made in this 
draft, we do not agree with the two major GAO recommendations in 
the report for the reasons described below. 

GAO Recommendation: 

The COLA's for federal retirement programs should be linked to 
changes in the CPIU instead of the CPIW beginning in 1983 because 
of the incorporation of the preferred rental equivalency measure- 
ment of homeowner costs in the CPIU in 1983. 

Comment: 

The present measurement of homeownership costs in the CPIW is 
more sensitive to changes in interest rates than the rental 
equivalency measurement that will be used in the CPIU beginning 
in 1983. In recent years, during which interest rates have 
increased significantly, the present measurement of homeownership 
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costs in. the CPI has overstated the effect of inflation, as your 
report suggests. However, when interest rates decline the CPIW 
is expected to fall faster than the CPIU. The Administration 
projects that interest rates will decline in 1983 and 1984, when 
homeownership costs will be treated differently in the two 
indexes. Therefore, a shift from the more interest sensitive 
CPIW to the CPIU in 1983 would increase projected Federal outlays 
by an estimated $2 billion over the three-year period from fiscal 
year 1983 to 1985. Since the Federal government has incurred the 
costs associated with the overstatement of inflation in earlier 
years, we do not believe it would be appropriate to shift to the 
CPIU in 1983 and 1984 when the reverse may be the case. By 1985 
both the CPIW and the CPIU will be measuring homeownership costs 
by the rental equivalency method, which we agree will be a more 
accurate measure of price changes than the present method. 

GAO Recommendation: 

The BLS construct a "retirees'" CPI and OMB monitor the changes 
in the general CPI and this special index. If the "retirees'" 
index and the general index diverge significantly in the future, 
a formal “retirees’” index should be considered for Federal 
cost-of-living adjustments. 

Comment: 

The construction of the “retirees”’ CPI by changing the wei hts 
in the present CPI is a relatively easy process that BLS an % 
private researchers can do on a routine basis. The technical 
staff at OMB will, as a matter of course, be interested in the 
results. But to formally monitor the process suggests that major 
discrepancies between the indexes would lead to changes in cost- 
of-living adjustments. There are simply too many unanswered 
questions that have not been addressed for us to raise that 
expectation, such as: 

-- Who is a retiree? Would a person retired from the 
military at age 38 be considered a retiree or are 
retirees defined by age, i.e., people 65 and older? 

-- If we had a “retirees’” index, would we use it to adjust 
the benefits of the disabled who now receive retirement 
benefits? Or would we have to construct a separate 
index for the disabled since they almost certainly have 
different consumption patterns from both the general 
population and retirees? 

-- Would the creation of a separate index for the retirees 
create a precedent for other indexes such as a "poverty" 
index? 
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-- Even if a "retirees"' CPI did deviate signficantly from 
the general CPI,would we want to reflect the deviation 
in the cost-of-living adjustment? 

Because these questions have not been addressed, we do not want 
to raise the expectation that OMB is considering a "retireesc" 
index by formally monitoring the changes in the general CPI and a 
"retirees'" index. 

I appreciate the opportunity to comment on your draft. I hope 
our suggestions are useful. 

Sincerely, 
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---- ----- - 
NATIONAL AMCRK AN 

RtllRFC ASSOCIATION 
TEACHERS 

ASSOCIATION 
OFiE$ D 

February 19, 1982 

Mr. William J. Anderson 
Director 
General Government Division 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Anderson: 

Having reviewed GAO's recent study of the CPI issue as it 
pertains to COLA's, it is our view that your conclusions 
are very well supported by the evidence you produced and 
that your recommendations are sound and well founded. In 
this regard I would point out that the position of AARP has 
consistently remained that indexing should above all, be 
accurate. Hence, while on the one hand we have rejected pro- 
posals for arbitrary caps on COLA's based on some vague 
impression of error, we have also argued long and hard that 
BLS should create an experimental index for the retired and 
establish the degree of accuracy (or inaccuracy) with some 
precision. Hence your parallel recommendation is particular- 
ly appreciated. 

There are a few matters, however, which we suggest for your 
consideration. A really major and unresolved issue lies in 
the composition of goods or services within major component 
groups. In some cases, it seems unlikely that differences 
would be a major concern but in medical care, however, a 
major component of the retired's market basket, the matters 
are less clear. 

For example, nursing home prices are not monitored by BLS nor 
are insurance premiums for health care, and both of these 
items are important components of the aged's out-of-pocket 
consumption expenditures. Indeed, it should also be noted 
that the composition of a prescription drug category would 
be very different for an older person relative to the average 
consumer. Especially in this area then, particularly given 
the government's involvement in Medicare and Medicaid, we 

Mfldred Mocxe Olaf 1 Kaoso 
Prewdenr NRTA 

Cyril F Brickfield 
Prertdenl AARP Execuwe D~reuo~ 

N~r~onol Headquarters 1909 K Sneer N W Washsngron D C 20049 (202) 872.4700 
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would urge BLS to properly define this category of Outlays 
and carefully monitor the prices of the different goods and 
services mix likely to obtain in the medical care area. 
L%e GAD note 1.1 
One other matter of concern is in the finding that the 
extra burden on social security has amounted to $4 billion 
over the 1979-1980-1961 periods. Although the text makes 
clear that this is primarily attributable to the overstate- 
ment of housing costs, it also would seem important to 
point out, at least to the casual reader, that such is not 
the case when interest rates were rising more slowly. For 
example, Dr. Borzillerifs studies concur that the CPI over- 
stated for exactly the same years, but they also concluded 
that in 1976 and 1977 the CPI understated the price changes 
incurred by the elderly. Our suspicion is that aggregat- 
ing the cumulative losses for the entire period of automatic 
indexing would result in a less than $4 billion burden. 
(see CXJ mte 2.) 
In summary, it is our vieq that the analysis was exception- 
ally well done, significantly improves public knowledge 
of the issue and supports both the study's conclusions and 
recommendations. 

We would only urge that some consideration be given to the 
matters raised above. 

Sincerely, 

Cyiil F. Brickfield 
Executive Director 

GAL7 note 1: Information avtilable toGA0indicates that&S does 
monitor nursing ham prices and health insurance~ums. 
Also, although it is likely that the prescription drug 
category muld be different in a retirees CPI, GAO has 
no way of judging the extent of that difference. It sbuld 
be noted, however, that the medical care cmmdities 
category of the existing CPI, which includes prescription 
drugs as well as nonprescription drugs and medical supplies, 
has an expenditure weight of less than 1. As such, the 
impact of prescription drugs on the relationship between a 
retirees index and existing indexes wxld seem minor. 

c2uJnote 2: GAO's analysis covered a specific period and the remrted 
results are related to that period. GAQ cannot predict 
what its analysis would have shmn if extended back beyond 
January 1978. The results of other studies covering different 
time frames, including Dr. Ebrzilleri's, are available 
to the reader in chapter 2. 
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MANPOWER, 

RESERVE AFFAIRS 

AND LOGISTICS 

ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON. O.C. 20301 

9 MAR 1982 

Mr. William J. Anderson 
Director, General Government Division 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Anderson: 

In accordance with your request, we have reviewed the draft of your 
proposed report of February 10, 1982, entitled "Propriety of Retirees 
Pension Adjustments Will Improve with Consumer Price Index Shelter 
Cost Changes, but a Separate Index May Still Prove Necessary." 
(Code 275152, OSD Case 5894.) 

We appreciate the opportunity to review the draft report since 
changes in the Consumer Price Index (CPI) have impact on military 
retired pay, retainer pay, and annuities paid under the Survivor 
Benefit Plan and the Retired Serviceman's Family Protection Plan. 
These payments are adjusted annually In relation to percentage 
changes in the CPI covering a twelve-month period. Presently, such 
adjustments are based on the fndex published by the Bureau of Labor 
Statistics that represents the price changes in the goods and 
services bought by urban wage earners and clerical workers--known 
as CPI-W. 

When the Bureau of Labor Statistics began publishing their new 
index representing price changes in the goods and services bought 
by all urban consumers, known as CPI-U, the Department recognized 
that this Index was more representative and inclusive of economic 
changes. In order to base our adjustments on the CPI-U, however, 
enabling legislation was necessary. We had no objection to the 
legislative proposal to base adjustments in retired pay, retainer 
pay, and annuities on percentage changes in the CPI-U if such 
legislation included other federal programs. Our position in this 
regard has not altered. 

With regard to the establishment of a separate index unique to the 
retired population, we have reservations about singling out one 
segment of the population to establish an Index fpr a specific 
purpose only. It has long been our position that retired members 
and survivors generally should be subject to the same laws and 
regulations that apply to the general public with a recognition 
that military service transcends single employee/employer relation- 
ships and the econometric factors thereto. Although we defer to 
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. 
the Department of Labor on this subject, we would recommend that 
before such a proposal be submitted to the Congress for consideration, 
further analysis be conducted to ensure that all ramifications of 
such a proposal be explored. (See GAQ note.) 

We appreciate the opportunity to review this draft report. 
Technically, it represents a comprehensive study of a most complex 
subject. The investigation and analysis of the issue represent a 
professional effort by your staff. 

Sincerely, 

Acting Assistant Sccr?tiFJ of Ddm@ 
(M8npowtr, Reserw? I&:;.rs & Loglsticsl 

GAL) note: According to a Department of Defense representative, 
the wxd “single" on the second line fmn the bottcm of the 
prior page should read "simple." 
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SOAR0 MEMI)ERS: 

WILLIAM P. ADAMS 

C.J. CHAMBERLAIN 

EARL OLIVER 

UNITED STATES OF AMERICA 

FUlLRoAD RETIREMENT 60~ft~ 
844 RUWI slnCET 

CHICAQO. ILLINOIS 8OIll 

March 10, 1982 

Mr. Gregory J. Ahart, Director 
United States General Accounting 

Office 
Washington, D, C. 20548 

Dear Mr. Ahart: 

We have reviewed the proposed report on the need for and feasibility 

of developing a separate Consumer Price Index for retirees. In general, 

the recommendations made in the report on the development of a 

separate CPI for retirees seem reasonable to us. We believe that the 

extent to which the proposed CPI is used to adjust pension benefits 

deserves further consideration. In particular, it is questionable 

whether the CPI should be used to adjust pensions in periods when the 

increase in the CP I exceeds the average increase in the wages of active 

workers. 

Sincerely, 

&M (fg&,&&; 

FOR THE BOARD 
Beatrice Ezerski 
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DEPARTMENT OF HEALTH 81 HUMAN SERVICES Office of tnspector General 

Washington, O.C. 20201 

. 

Mr. Gregory J. Ahart 
Director, Human Resources 

Division 
United States General 

Accounting Office 
Washington, D.C. 20548 

Dear Mr. Ahart: 

The Secretary asked that I respond to your request for our 
comments on your draft of a proposed report “Propriety of 
Retiree Pension Adjustments Will Improve with Consumer Price 
Index Shelter Cost Changes, But a Separate Index May Still 
Prove Necessary.” The enclosed comments represent the 
tentative position of the Department and are subject to 
reevaluation when the final version of this report is received. 

We appreciate the opportunity to comment on this draft report 
before its publication. 

Sincerely yours, 

Enclosure 
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COMMENTS OF THE DEPAR.TMENT OF HEALTH AND HUMAN SERVICES ON 
GAO’S DRAFT REPORT, “PROPRIETY OF RETIREE PENSION ADJUSTMENTS WILL 
IMPROVE WITH CONSUMER PRICE INDEX SHELTER COST CHANGES, BUT 
A SEPARATE INDEX MAY STILL PROVE NECESSARY” 

GAO proposes that a special Consumer Price Index (CPI) for the aged be developed 
by the Bureau of Labor Statistics (BLS) according to GAO’s methodology of applying 
retiree expenditure weights to the CPI for Ail Urban Consumers (CPI-Ul as modified 
by a rental-equivalence mechanism. Such an index would be monitored by the 
Office of Management and Budget to determine whether differences between 
the indexes warrant revising the cost of living adjustments. 

As the GAO report indicates, had the rental equivalence treatment of shelter 
costs been operative in the past several years, benefit adjustments based on either 
a broad based CPI (CPI-U or CPI-W) or a more specific CPI for retirees (CPI-Rl 
would have been lower than those made using the now official CPI-W with its 
traditional treatment of shelter costs. While a CPI-R with a traditional treatment 
of shelter costs also would have produced somewhat lower costs, the change to 
rental equivalence would have made a greater difference and diminished the variance 
between CPI-W (or CPI-U) and a CPI-R. 

The Department takes no position on the GAO recommendation to switch social 
security and other retirement programs to CPI-U (from CPI-Wl. The National 
Commission on Social Security Reform, however, might wish to examine this issue. 

We defer to BLS on the issue of the validity of GAO’s proposed methodology for 
developing a CPI for retirees. 
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United States 

Office of 
PerSOnnd Management Washington, D.C. 20415 

Honorable Charles A. Bowaher 
Comptroller General of the 

United States 
Washington, D.C. 20548 

Dear Mr. Bowsher: 

This is in response to your office's request for our comments on a draft 
report entitled "Propriety of Retiree Pension Adjustment6 Will Improve 
With Consumer Price Index Shelter Cost Changes, But a Separate Index May 
Still Prove Necessary." 

The draft report recommends that Congress enact legislation to change the 
index used as a basis for cost-of-living adjustments for Civil Service 
retirees, Social Security recipients, and beneficiaries of certain other 
Federal income security program6 from the CPI-W that is now used to the 
CPI-u. The report argues that this change would be desirable both because 
the CPI-U is a broader and more representative index and because the plan- 
ned revision of the CPI-U in January 1983 to use a rental equivalence method 
for housing costs in place of the present home ownership method will correct 
what the report finds to have been a serious overstatement of increases in 
retirees' living Costa. The draft report also suggests that further study 
be devoted to whether a separate index reflecting retiree spending patterns 
should be used for adjustments under these income security programs. 

The Office of Personnel Management certainly agree6 that it is important 
that an accurate indicator of retirees' living costs be used where appro- 
priate in making adjustments in Federal income security payments, and It 
does appear that use of the revised CPI-U would be a substantial improve- 
ment over the present u6e of the CPI-W. However, with respect to the 
Civil Service Retirement System in particular, we do not believe that 
any form of the Consumer Price Index should be used as the sole basis 
for future benefit adjustments. (See G$,Cl note.) 

In recent years, Civil Service annuities have increased at a considerably 
faster pace than the Covernment's pay rates, since annuities have been 
fully indexed to increases in the Consumer Price Index (and were even 
over-indexed under the now-repealed "kicker"), while pay ha6 gone up more 
slowly than inflation, As a result, new retirees under the Civil Service 
Retirement System find their annuities are much smaller than those of 
employees with similar service histories who retired some years ago. This 

ha6 led employees to retire earlier than they otherwise might have. In 
order to correct this anomalous situation and prevent its future recurrence, 
we will shortly be proposing legislation to limit future adjustments in 
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Civil Service annuities to the lesser of the increase in the Consumer Price 
Index or the average increase in General Schedule pay. Furthermore, the 
propoeal will cap future increaaee of paet retirees in order to draw their 
annuities back into a reasonable relationship with the annuities of new 
retirees. We believe that the enactment of this propoeal, rather than a 
mere improvement in the Consumer Price Index, is necessary to ensure that 
Civil Service retirees do not continue to receive greater protection from 
inflation than their counterparts who remain in the work force. 

The Office of ManagelPent and Budget advises that, from the standpoint of 
the Administration's program, there is no objection to the submission of 
this report. 

Sincerely yours, 

Donald J. Devine 
Director 

GA42 note: ThequestionofwhethertheCPI, inanyform, should 
be used as the sole basis for future benefit adjustments 
is beyond the Scot of this report. 

(275152) 
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