Maintaining Value of Social Security Benefits
During Inflation: Foreign Expertence

In most wndustrial countries the effect of inflation
on old age bencfit amounts led, wn the 1960's, to the
adoption of adjustment processes based on indezing
that teed bencfit lovels to movenienis tn prices or
wages A survey of ewght Ewropean systems shouws
that aceelereted program costa have shifted the
emphasis from a particular wtnder as a guide io
adjusting benefit amounts to reviews conducted by
advisory groups avmed at Leeping pengion riges in
hine with general economic and social developmenis

IN THE LATE 1950°s most mdustrial nations
had begun to mtroduce plans for periodic adjust-
ment of pensions so that they could keep up with
wage and price changes Initially, wages rose more
rapidly than prices Recently, however, acceler-
ated mflation has brought a shift in this pattern,
and prices have risen more rapidly than wages
Earler the imtent had been to allow retirees to
maintamn the standard of living that they had
during their working lives (by adjustmg of price
mdexes) or to benefit from an expanding economy
(by adjusting pensions to wage mdexes)
~'The accelerated mflation of the 1970° has
brought with 1t a need to find ways to limit benefit
inereases and thus maintain the financial balance
of the social insurance system In all the developed
countries, benefit adjustments are required by law
and therefore cannot be stopped The amount of
the adjustment may either be limited or can be
spread over several years Increasingly, advisory
groups are bemng asked to evaluate adjustments
from an overall economic standpomt and to sug-
gest whether and to what extent limitations
should be 1mposed

The benefit adjustment mechanisms and prob-
lems of eight industrial countries, primarily since
1960, are examimed here The countries—Austria,
France, the Federal Republic of Germany, the
Netherlands, Sweden, Switzerland, the TUnited
Kingdom, and the United States—were selected
on the basis of the wide range of methods they
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use and availability of their data

The changes 1n pension amounts and the m-
dexes on which such changes were based are pre-
sented for the period 1960-74 as a measure of how
adjustments mn these systems have worked out In
theory, the rise in benefits should closely approxi-
mate the upward movement in the national 1n-
dexes on the basis of which they are revalued
The rise should, in fact, be somewhat slower
because of the lag between the time 1t takes to
work out the amount of increase and the time 1t
takes to apply the mcrease and to pay the new
benefit amount The statistics show that 1n prac-
tice, for most of the countries, the benefits have
mereased more rapidly than the indexes The
reasons for this will be examined

Since the post-World War IT period the prin-
aipal foreign social security systems have seen
the need to find new ways to increase benefit
amounts Inflation has not been the only reason;
the expectation of higher standards of living 1n
retirement has given impetus to this search As
discussed 1 greater detail below, one solution 1s
ncrementation—the addition of successive layers
of soc1al security benefits, one on top of the other,
begmmnmg usually with a small universal benefit
and then adding an earmings-related insurance
supplement A second possibility 1s to come closer
to the worker’s last earnings in the benefit-compu-
tation formula, thus elimmatmg decades of low-
level wages Under a third alternative, used for
gome years, earnings have been revalued to permut
average covered earnings to be brought up to
current levels for use in computing new pension
amounts Ad hoc adjustments have long been
used as another approach-—as in the United
States, for example—to adjust the level of benefits
m forece on & one-time basis whenever they fell
out of line with rising prices or wages All the
developed countries now use a fifth approach—
mdexing of benefits that ties them erther to price
or to wage changes The primary focus of this
article 15 indexing of benefits, but the other four
methods are discussed briefly
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REVALUATION OF BENEFITS WITHOUT INDEXING

Incrementation

Incrementation—adding successive layers of
social security protection with the aim of achiev-
ing a higher benefit rate—has been adopted m a
number of countries, as in Denmark, Norway, and
Sweden These countries had begun with a flat-
rate old-age and survivors program, usually cov-
ering all residents mn order to provide at least
a subsistence income to everyone, not only work-
ers A general desire to make the system equitable
for all elements of the society was evident It
soon became apparent that the benefits were in-
adequate Not only were the amounts small, but
in the early years the benefits were not revalued
to keep pace with the cost of living Benefits were
financed by taxation, general or earmarked, and
1t was considered too costly to raise them to a
really sufficient living minimum Eventually, how-
ever, social pressure called for improvement of
benefits In response, these countries added an
earnings-related layer to the flat-rate amount in
the early 1960°s The full impact of the second
layer could not be felt until the program matured
m several years The desired benefit rate still
could not be maintained, even with the two sys-
tems, and yet another layer was added m the form
of mandatory private pensions

Smee 1960 this method has been used by all
countries with umiversal benefit payments, except
Tceland Switzerland and the United Kingdom,
where the flat-rate benefit (based on contributions,
not residence) 1s not considered a umversal pay-
ment, also added a second layer?

Benefit Formula Changes

Another way of copmng with mflatien, 1n the
computation of new benefits, has been to reduce
the number of years taken mto account and to
change the formula 1itself At one tume 1t was
not uncommon for an average of lifetime wages
to be used in calculating the benefit amount
Earnings from more than 20 years before retire-
ment were often found to be so small that they

'The earnings-related layer in the United Kingdom
(established in 1961) was abolished in 1975, and conver-
sion to an earnings-related system only is scheduled for
1978
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brought the career record down to an extremely
low level A general tendency to reduce the num-
ber of years that were averaged for benefit pur-
poses then developed It 1s now common to use
the last 3 years of earnings, and some countries
are discussing relating the calculation solely to
final pay Such himitation, of course, would pro-
duce a higher mmtial benefit already adjusted to
current standards As of 1975, 50 countries base
their benefit formulas on 15 years of earnings or
less, compared with 28 countries i 1961

The countries studied here represent the range
of possibilities found 1n benefit-computation
methods The period of computable earnings
covers variations from an entire career to the
last 5 years only The Federal Republic of Ger-
many considers all working years m 1its compu-
tation Switzerland mcludes all years since the
system was set up in 1948 In the Umited States,
earnings since 1951 are the basis for most benefits
In Sweden the earmings-related pension 1s based
on wages since 1960 France uses the highest 10
years of earnings Austria, which at one time
used Ifetime earnings for the old-age pension,
considers only the last 5 years n 1ts computations

The benefit-computation formula has been
changed a number of times 1n Switzerland and the
United States In Switzerland the formula 1s
composed of a basic cash amount that 1s raised
from time to time, plus a percentage of earmngs
that has also been raised (from 125 percent in
1970, for example, to 167 percent m 1973) In
the UTnited States the percentages in the weighted
formula have been raised—from a three-part for-
mula of 62 97 percent of the first $110 plus 22 90
percent of the next $290 plus 21 40 percent of the
next $150 1 1965, for example, to an eight-part
formula n 1975 of 12948 percent of the first
$110 plus 47 10 percent of the next $290 plus 44 01
percent of the next §150 etc

Revaluing Earnings

Revaluation was introduced mmitially m France
and the Federal Republic of Germany 1n the late
1950%s, and m Austria 1 1961, m order to raise
benefit levels by compensating for low earnings
paid 1n the period 1mmediately before and after
World War IT Prolonged postwar inflation has
made the old earnings records virtually meaning-
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less More recently, however, in Switzerland a
provision was implemented to revalue past earn-
Ings to raise retirement mcome to a level that
1s more comparable with earnings before retire-
ment Eleven countries have such a revaluation
provision—Algeria, Austria, Belgwum, Canada,
Chile, France, the Federal Republic of Germany,

Portugal, Switzerland, Turkey, and Yugoslavia ?

Ad Hec Changes

Changes in benefit amounts were sporadic be-
fore the late 1950’s Laittle systematic review of
needs existed and benefit increases were made
from time to time when social and political
pressures on the national legislatures led to im-
provements When regular adjustments were 1n-
troduced, 1t was thought that the need for ad hoc
changes had been elimmnated since price or wage
rises would automatically result in benefit -
creases In fact, however, ad hoc changes have
been continued in some countries and have n-
creased m frequency during the inflation of the
1970%

Ad hoc actions are taken to increase both the
the amount of an nitial award made at the time
of retirement and of benefits in force, primarily
when existing adjustment provisions and benefit
formulas fail to keep pace with rapid mflationary
trends Thus, for the most part, such actions are
implemented to supplement other forms of adjust-
ment In addition to helping the benefits to keep
up with inflation, an ad hoc adjustment may also
help improve the ratio of the benefit to preretire-
ment income

Ad hoc changes were made m France in 1972
(a one-time, 5-percent ncrease), frequently in
the Netherlands, 1n 1964 and 1969 m Switzerland,
at least once a year since 1960 1n the United King-
dom; and mm 1965, 1968, 1970-72, and 1974-76 n
the UTnited States

INDEXING BENEFITS TO WAGES OR PRICES

In the post-World War IT period, sporadic
benefit 1ncreases failed to satisfy pensioners fully

A detailed study of the methods used to revalue
earnings is to be released by the Office of Research and
Statlstics by the end of 1976
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Therwr dissatisfaction centered on a comparison of
their benefits with price and wage developments
Prices had nsen astronomically, requiring cur-
rency reforms in some Western European coun-
tries As a consequence, pressure from pensioners
and other groups mounted Continued prosperity
m the late 1950’s and early 1960’s added to the
willingness of many Governments to mtroduce
some form of regular, perwodic adjustment of
pensions to price or wage changes In the eight
countries under discussion, mdexmg provisions

were 1mplemented as follows

148 e Sweden

1957 e Federal Republic of Germany
1057 e Netherlands

1968 o France

1966 e Anstria

1969 oo e e Switzerland

1971 oo U"nited Kingdom

1978 e United States

Once the decision had been made to adjust
benefits, the next step was to decide whether a
wage or a price mdex was the most feasible The
more conservative approach called for adjust-
ment to price increases The theory then as now
was that once an old-age benefit had been granted,
its purchasing power should be maintamed by
mereasing 1t in proportion to price rises This
approach was counted on to permit the retiree to
continue his old standard of living Some societies
were prepared to go beyond this, however, to
allow benefit increases mn proportion to the im-
provement in the standard of Iiving currently
enjoyed by the active labor force This line of
reasoning led to indexing by wage changes

The use of indexing spread relatively rapidly,
particularly among the mndustrial countries, so
that by 1975 a total of 33 countries had some
form of mdexing As the following list shows,
most systems {20) primarily use the price index,
three use the minimum wage, and 11 use a general
wage mdex

General wage indea

Argentina Germany, Federal Republie
Austria Israel
Bolivia Netherlands
Finland (earnings- Spain
related pension) TUnited Kingdom
France Uruguay
Mintmum wage mdex
Brazil
Malagasy Republic
Mexico .
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Price index

Belgium Luxembourg
Canada New Zealand
Chile Norway*
Colombia Portugal
Denmark Sweden
Ecuador Switzerland

El Salvador
Finland {(universal

United States
Upper Volta

pensjon} Yugoslavia
Italy Zaire
Japan

* With provisions for adjustment related to work

Most countries use a form of consumer price mdex
that may itself be a composite of several mndexes
Consumption patterns differ and weighting of the
mdexes from country to country, even where the
Indexes have the same name, tends to differ
substantially

Changes 1 average covered earnings of insured
wage and salary workers constitute the index for
adjusting benefits i Austria and the Federal
Republic of Germany In France, also, the adjust-
ment 15 hnked with mereases in average covered
earnings but less directly The adjustment factor
1s based on the annual mcrease in the average
daily cash payments made under the sickness 1n-
surance program with these payments, in turn,
calculated on the basis of covered earnings of
msured wage and salary earners The Dutch mdex
1s based on the hourly wage rates of adult men
who are manual workers in industry, transporta-
tion, and agriculture The Finnish adjustment 1s
based on the wage mdex for all wage and salary
earners

Other countries adjust benefits on the basis of
minmum wage changes—Brazl, for example,
and, most recently, Mexico In some 1instances
minimum wages, In turn, are responsive to price
mcreases

Avtometic and Semiautomatic Approach

From the start there were two different ap-
proaches to the way in which indexing should
be ntroduced--automatic and semiautomatic
Under the automatic approach a specified 1ncrease
i the mndex (2 or 3 percentage points, for ex-
ample) 15 automatically applied as an equivalent
merease 1n the benefit amount Under the semi-
automatic approach, a benefit inerease 1is also
provided whenever the index rises a specified
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amount, but a review process 1s required to ap-
prove by how much the benefit will be increased
In practice this process usually involves legis-
lative debate and a new law each year Several
advantages are generally characteristic of the
automatic approach Assurance that the full
amount of the intended increase will be applied
to benefits, the adjustment process 1s speedy,
avolding the possibility of time-consuming de-
bates and parhamentary procedures, more fre-
quent adjustments are possible when prices and
wages climb rapidly, and admmnistration s
sumpler

Originally the two approaches were completely
different, but the distinction between them has
become blurred because the consultation process
has grown, even under the automatic systems, as
a result of rising costs and mflation Conse-
quently, the term automatic adjustment 1s accu-
rate for only a Iimited number of countries with
indexing procedures Growing inflation and less
favorable economie conditions 1n the 1970’s en-
gendered considerable concern about how to limit
the effects of rapid benefit growth on the financing
of the systems It was feared that sudden and
sharp wage hikes or very rapid price increases
would throw the financing pattern out of balance
Thus even 1n some of the automatic systems a
consultative process was mtroduced in an attempt
to avoud such difficulties

Review Process

The consultative process generally 1s handled
through an advisory council, usually made up of
representatives of Government, labor or msured
persons, and employer associations In some coun-
tries, other interested groups or experts may be
meluded—such as leading economists, academic
figures, finance ministers, members of Federal
banks, or representatives from the national
chamber of commerce and associations of msur-
ance companies Members are nomimally selected
by the Ministers 1n whose sphere social security
falls In general, a couneil meets regularly when
a review 15 called for by law or when the per-
tinent mdex has gone up enough to cause concern

The advisory council or Minister usually must
submit a report to explan to the legislature the
basis for its determination, whether or not an
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increase 1n the benefit levels 1s needed The na-
tional legislature 1s mot requ1red to follow the
council’s recommendations Until the early 1970,
however, the practice n the industral countries
was either to adopt the recommended change or

ncrease 1t
The scope of the council varies somewhat from

country to country Its members represent both
the interests of umportant groups in that society
whose primary concern 18 I mamntaining and
improving benefits, and of those economic and
financial experts concerned with the financial
status of the system and of the economy The
two groups are, in a sense, somewhat opposed
In the pre-1970 inflationary period the emphasis
was on raismg benefits and the atmosphere was
conducive to promoting the welfare of the re-
tirees As noted, mn the 1970’s mcreasingly the
focus has been on the program cost and how
much the economy can bear, in view of the fact
that unemployment and mflation have distorted
the projections on which the program operations
were based

More specifically, the council considers the
amount by which benefits should be increased
To reach a decision, the members examine not
only the social security program, but also how
changes n social security benefits influence the
entire economy Conversely, they study how the
state of the economy nfluences the social security
program This review process has always involved
study of the wage or price index or both Before
the 196(’s, changes 1n these imndexes were generally
thought of 1n terms of mncreases 1n benefit levels,
benefit maximums and mmimums, and contribu-
tion ceilings This study has been extended to in-
chide an analysis of the sources of income of the
social security system, as well as demographic
patterns, unemployment, and the labor force
Possible alternate sources of imncome also are dis-
cussed because 1n some countries, contrtbution
rates are so high that they are a political 1ssue
Other factors that may be examined meclude the
actuarial balance of the fund and the potential
mpact of any change on the status of private
pension programs

If, after review, 1t 18 found that an adjustment
based solely on changes m the national index
would be either too high or too low, the council
may recommend a modification Where the -
crease 15 automatic, the council may not be able
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to change the amount, but 1t has, 1n some cases,
proposed that the increase be spread over several

years 1n order to even oyt the effect

Time As a Factor

Time as a factor m ndexing benefits 1n force
has grown ncreasingly more important as the
inflation period has continued One aspect of the
mfluence of time—shortening of the number of
years of earnings considered 1n computing the
benefit—already has been discussed Another as-
pect 1s the lag between the time of the rse m the
mdex and translation of this rise into an mncrease
m benefit payment A number of the adjustment
systems have depended upon changes 1 wages
or prices from one year to the next to determine,
for the third year, the amount of the benefit
merease (as 1 France)—that 1s, the increase of
wages or prices from year A to year B was applied
i year C At that time inflation had been no
more than about 8 percent, so the length of the
interval was not critical It was not uncommon to
measure from one January to the next and apply
the addition to the current January Aside from
this administrative arrangement, some countries
purposely scheduled a lag from the very begin-
ning 1n order to reduce the possible inflationary
effect of rapid imcreases and to smooth out the
influence of sudden wage hikes on the general
economy.

Under review procedures, even when ad hoc
adjustments are made frequently and retroac-
tively, the elapsed time between rises in cost-of-
living and benefit increases 1s not elminated or
satisfactorily reduced m most cases Beneficiaries
do not recetve an inereased benefit during the
time 1t takes for the legislature to determme and
implement the new benefit level Although this
18 true to some degree in all systems, 1t 1s par-
ticularly acute where reviews play a substantial
role

Increasing public concern with the effect of
mflation on the purchasmg power of beneficiaries
has brought pressures to reduce the time lag -
volved 1n the benefit adjustment process A num-
ber of countries have acted to inciease the fre-
quency with which adjustments are made and to
shorten the time between the establishment of
the index amount and the corresponding benefit
change At the same time, reviews also have be-
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come more frequent as the index increases that
trigger benefit adjustments have become more
frequent

Procedures 1n several countries illustrate the
move toward reduction of the mntervals between
reviews In Canada, automatic adjustment of
pension levels on the basis of changes mn price
mdexes recently was changed from an annual to
a quarterly review In France and Luxembourg,
recent legislation shortens the process by moving
from an annual to a semiannual review Periodic
reviews 1n the United Kingdom have been acceler-
ated from a biennial to an annnal procedure that,
1 practice, has been even more frequent In con-
trast to this trend, index-linked adjustments were
being made so often based on changes m the wage
index 1n the Netherlands that reviews had to be
established on & sermannual basis to reduce the
adminmstrative problems mvolved in frequent in-
creases 1n benefit levels

Three countries have recently cut the time lag
between index changes and increases 1n pension
levels In Canada, a new quarterly review system
allows for reduced time lag as well as for more
frequent adjustments The lag was reduced from
5 months to 2 months by basing the cost-of-living
adjustment on prices at the end of the first month
of the last quarter Adjustments had been made
every April, with payments reflecting price
changes as of the previous October In the other
two countries, adjustments were formerly defer-
mined 1n January of each year, with lags of 214
814 years (Germany) and 2-3 years (Austria) be-
tween the average wage calculation and actual
pension increases The process has been accelerated
m both countries by making the adjustment on
July 1 instead of waiting until January 1 of the
next year

The principal characteristics of the review
procedures 1n these countries are shown 1n table
1 The data reflect the lag time between reviews
and the necessary movement 1n the national index
required (1f any) either to adjust benefit levels
or to trigger further study by the council Only
Sweden has a fully automatic process m which
the amount of benefit mcrease reflects the exact
movement in the index without review In prac-
tice, however, France and the United States also
tend to adjust benefit levels to reflect movements
m the mdex without extensive revisions m their
respective review procedures

TABLE 1 —Review process for pension adjustments General
charactenstics, selected countries, 1974

Minimum Index
Country Review perind Maln index imovement required
Austria  __ Annual .. Wages. . None
France . . Bemiannual. . | Wages. None
Germany,
Federal
Republic Annusl, .. Wages . - | None
Netherlands Semiannual Wages ... At Jeast 3 percen-
tage points
Bweden_ . Movement in Prices - At least 3 percen
index tage points
Switzerland ‘T'tiennial or Prices'.. .. At least 8 pereen
. movement {n tage points
index
United
Kingdom._ Annual . - Prices or wages! | Nonse
United States . { Annual. . . | Prices At least 3 percen-
tage points

L Wage review every § years
* Increases based on either priees or wages according to greatest movement,
recent ehanges based on wage Index

Indexing Trends

In the past, benefits t1ed to a wage 1ndex should
have moved up more rapidly than those linked
to a price index because wages melude both infla-
tion movements and productivity improvements
Another assumption 1s that the adjustment of
benefits should show the close relationship be-
tween changes in mdex and changes in benefits
Also, 1t 18 to be expected that imn an automatie
system benefit changes mechameally follow 1ndex
changes and thus show greater correlation than
m semiautomatic arrangements

To see whether these widely held assumptions
are borne out 1n fact, the inerease in the pension
of an average worker in manufacturing 1s traced
here for the period 1960-74 (table 2) The growth
mn wages and prices 1s shown for the same years
The annual average of weekly wages earned by a
worker i manufacturing, as reported by the In-
ternational Labor Orgamzation, 15 the basis for
the wage index The price trend 1s based on
annual changes in the consumer price 1ndex,
developed and supplied by the US DBureau of
Labor Statistics®

The greatest pension merease occurred m Swit-
zerland, where the index stood at 649 1n 1974
Sweden had the smallest pension mcrease, accord-
g to the Iatest available data The United

* Price indexes represent In Sweden, all types of house-
holds, in the United Kingdom, all households, excluding
pensioners and high-income familles, {n the United
States, France, and Switzerland, all urban-worker house-
holds, In the Federal Republic of Germany and the
Netherlands, all households and middle-income house-

holds, and {n Austria, all households and all income
levele in urban areas
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TasLE 2 —Movement of pensions, average weekly earmngs
of wage earners, and consumer prices, 1n selected countries,
1960-74

Country and index 1960 | 1965 | 1970 | 1971 | 1972 | 1973 | 1974

Austria

Pensions ¢ - .| 100 109} 141 151 ] 182 | 178 203

Wages 3 100 143 213 242 | 270 304 390

Prices_. - 100 [ 121 142 | 149 | 158 | 170 187
France

Pensions b 100 173 | 254 | 280 | 310 | 344 379

Wages - 100 | 143} 219| 241 | 268 | 322 347

Prices . 100 | 120 149 | 157 | 166 | 179 203
Germany, Federal

Republic of

Pensions 4. - 00| 143 203| 218 | 237 | 264 293

Wapes 100 153 | 219 | 241} 260 | 297 311

Prices_ 100 115 131 138§ M5 135 152
Netherlands

Pensions 5. 100 | 232 | 381 442 473 | 547 645

Wages 100 148 | 2297 260 | 287 | 325 | (&

Prices .. . 100 118 149 160 173 187 204
Sweden 100

Pensions 7 100 [ 154 | 209{ 232 | 245 259 205

Wages ¥ _ 100 148 | 2120 229 | 240 | 284 | (%)

Prices .. 100 120} 149 160| 169 ( 181 198
Bwitzerland

Pensions W) | 173 260 285 285 | 519 849

Wages - . 100 | 140} 1961 221 | 246 | 276 310

Prices . - 100 117} 139{ 48| 158 | 172 189
United Kingdom

Pensions ? - . 100} 160 | 208 | 240 270 310 400

Wages 100 | 127} 182 | 197 | 228 | 261 309

Prices . 00| 19| 149 163 174 191 221
United Btates

Pensions ¢ __ 100 107 | 139 153 | 184 184 205

Wages 100 120 149 | 16581 172 I8 197

Prices __ 100 107 131 137 41 150 167

Nore Italles indicate main index used in specific country
; EB?sed on ad hoe increases and, since 1966, wage-related coefficient of
ndexing

¥ Average monthly wage

t Based on wage-related coefficient of Indexing since 1865, ad hoc adjust
ments used previously

+ General computation base

& Increases in flat-rate benefit amount

8 Data not available

T Increases ln unlversal penslon only, excludes earning related Fension

¢ Based on increases in the maximum benefit amounts that apply equally
to benefits In force, Indexing instituted in 1969

;llncreases in flat rate benefit amount, based on ad hoc adjustments until

9’
1 Ad hoe percentage increases in benefit Beneflt changes based on price
index, effactive beginning 1975
Sources Data on consumer price indexes from Divigion of Foreign Labor
Btatistics and Trade, U § Bureau of Labor Statistics Data on wages from
International Labor Organization, the Yearbook of Labour Statistics (various
issues Hauptverband der Ocsterreichischen Bozalversicherungstraeger,
Bchulungebehelfl fuer die Verwallungsangestellten bel den Sozwalpersicherung
straegern, Wien, 1974, Linsons Socinles Paris, selected issues, Der Bundes
minister fuer Arbeit und Sezialordnung, Uebersicht Uber die Soztale Sich
erung, Bonn, selected editions, Centraal Bureau Voor de Btatistiek, Sociele
Maandsiatiatiek, The Hague, September 1972, p 541, National Soeial Insur
ance Board The Swedish National Insurgnece Scheme, 1972, Stockholm, pp 7
and 11, Office Federal des assurances sociales, RC'C, Berne, selected lssues
Department of Health and Social Security Annunl Report, London, selecte
Issues, Bocial Security Adminstration Office of Research and Statistics,
Social Security Bullelin, Annual Stattatical Supplement, 1974 Washington,
ﬂ 18, and selected material from the International Social Beeurity Associa-
on

Kmgdom had the greatest price increase, the
index stood at 221 i 1974 The lowest price rise
was 1n the Federal Republic of Germany Wage
mdexes varied from a high of 390 in Austria
down to 197 mn the United States

It 15 interesting to see the degree to which
a pension ncrease corresponds to a rse n the
mdex to which 1t 15 currently attached Sweden
shows the closest relationship between 1ts benefit
index and the index on which changes are based
The explanation 18 found not in Sweden’s use
of a wage or price index, but rather mn the fre-
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quency with which adjustments are made Ad-
Justment 1s made as soon as the pertinent index
rises three points thus permitting greater respon-
siveness than in the other countries where, for
the most part, only an annual change 1s made
As a result, Sweden has had as many as three
changes 1n a year

France’s experience provides a somewhat dif-
ferent example In 1974 the pension stood at 379
while the wage mmdex was 32 poimnts behind at
347 In 1965 the two indexes were separated by
30 points Although the gap widened m 1970-72,
the degree of separation has remaind fairly con-
stant Two events are primarily responsible In
1968 an 18-percent wage increase was granted
The full amount of the increase, however, was
not applied mmediately to the revaluation of
benefits Instead, 1t was spread over several years
to mimimize the effect Then, in 1972, a 5-percent
ad hoe 1ncrease m benefits was granted on top of
the automatic 1ncrease to help benefits keep pace
with wages

The greatest separation occurs m the Nether-
lands and Switzerland where the indexes for 1973
are 222 points and 347 points, respectively, behind
actual pension mncreases since 1960 In the Nether-
lands the difference 15 due to ad hoc changes and
a deliberate increase of benefits faster than wages
to reflect the fact that rises m rent and other key
items were a greater burden on pensioners than
on the employed The goal 1s to bring the full
old-age benefit up to the level of the minimum
wage In Switzerland, a series of substantial
adjustments (33 percent 1n 1964 and 1969) uncon-
nected with any single index has aimed at achiev-
mg more adequate benefit levels

In Austria, the gap between pension levels and
the wage index has widened from 34 pomnts m
1965 to 187 pomts i 1974 The changes have
been more comparable, however, since wage 1n-
dexing began m 1966 It should be noted that
action to reduce the lag period by 6 months mn
1973 contributed to keeping pension levels closer
to wage rises, as did mncreases mn both January
(104 percent) and July (30 percent) of 1974

In the Federal Republic of Germany, pension
Increases have also fallen below that of the wage
index, reflecting the built-in lag of several years
on which the mdex 1s based The shortening of the
lag period m 1973 has helped to reverse the
pattern
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In all these countries, at least until 1974, pen-
sions 1ncreased more rapidly when adjustment
was geared to wages, not prices After 1974, prices
tended to go up faster than wages as a result of
the worldwide inflation It 1s however, too early
to measure the 1impact of this change

SUMMARY OF COUNTRY INDEXING PROVISIONS

For each country, the adjustment procedure,
review process, background mformation, and pres-
ent status of the provisions for copmng with nfla-
tionary trends are briefly summarized below

Austria

Annual adyustment of benefits in force 15 on
the basis of changes wn national average covered
earnings A periodic adjustment of pensions 1
force became effective January 1, 1966, under the
Pensions Adjustment Act of 1965 Previously,
only ad hoc measures could 1ncrease benefit levels,
primarily m lme with changes m the cost of
Living A 1966 law, however, provides for calcu-
lation of a coeffictent based on earnings This co-
efficient 1s, 1n turn, used to update the contribution
cetling level, revalue past earnings records, and
raise the level of current pensions The coefficient
15 determined by dividing the average covered
earnings figure for the year before the preceding
calendar year by the average covered earnings
figure for 2 years before the preceding calendar
year If the average covered earnings were 6,000
schillings per month ¢ 1n 1972, for example, and
5,500 schillings 1n 1971, the coefficient applied to
pensions 1 force mn January 1974 would be the
quotient of 6,000/5,500, or 1091

A review procedure for evaluating the size of
any 1ncrease was included in the adjustment legis-
Iation This evaluation, based on general economic
conditions and changes 1n demographic patterns,
15 made by the Federal Minister of Social Ad-
minstration, subject to the approval of an ad-
visory committee (principal committee of the
national council) and Parliament

The review concept was mtroduced when 1t was
noted that pension levels were not keeping pace
with changes 1n wages and prices As indicated

¢ One Austrian schilling equaled 545 U8 cents as of
March 31, 1976
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by the changes smce 1970 shown 1n table 2, the
review process has stimulated action to mmprove
the relative position of pension amounts under
the semiautomatic features of the system by re-
ducing the delay m the caleulation of the adjust-
ment coefficient from 1 year to 6 months In addi-
tion, a 2-year waiting period previcusly required
before new awards could be adjusted has been
eliminated New benefits can be adjusted in Jan-
uary following the date of award

Despite measures to reduce the lag time be-
tween adjustment and payment, pensions m force
have continued to fall behind movements in the
cost of living and wage levels Further action
to raise the value of the pension was taken by
Parhament m June 1974 and in July 1975 when
additional increases of 3 percent each on top of
the regular January adjustment factor were en-
acted

France

Semaannual adjustment of benefits in force is
on the basis of changes wm average covered earn-
ings Periodic indexing of benefits 1n force be-
came effective tn April 1965 The legislation pro-
vided for establishment of a coefficient to be used
to adjust current pensions and to revalue earnings
for new awards The coeflicient 1s based on the
annual increase 1 the average daily eash benefit
amount paid under the national cash-sickness
(short-term disability) program The cash-sick-
ness payments are calculated on the basis of av-
erage covered earnings of msured wage and
salary earners between 2 successtve years

The indirect manner 1n which the adjustment
coeflicient 1s tied to movements in earnings 1s
designed to prevent the development of any 1in-
centives for wages to be raised i order to hift
future benefit levels Thus, no direct way exists
for msured workers to increase benefit levels by
seeking higher wages

Although pension amounts have generally kept
pace with wage changes, the rate of mcrease for
pensions fell below that of wages in 1970 This
failure to make desired tmprovements in benefit
levels led to legislation 1 1972 that raised current
pensions by 5 percent as a one-time, ad hoc
adjustment and also 1ncreased the amount of new
awards
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To improve the automatic adjustment proce-
dure for benefits 1n force, in 1974 the time lag
between adjustment periods was reduced by 6
months Under the new biannual adjustment, the
coeflicient of 1ncrease on January 1 1s equal to
half the overall increase in cash-sickness benefits
during the preceding year An additional adjust-
ment on July 1 takes mto account the increase
In average wages during the preceding year
(April to April)

Federal Republic of Germany

Annual adyustment of benefits wn force s on
the bases of changes i national average earnings
Implemented 1n 1957, the “dynamic” adjustment
process mcreases benefits in force (and the con-
tribution ceiling) on the basis of changes m na-
tional average earnings At the end of each year,
an average of the national average wage for
the 214-31%4 preceding years 1s calculated The
growth 1 this figure over the previous average
1s used 1n defermining pension adjustments for
the next year The mncrease in the average for
1970-72 over that for 1969-T1, for example, 1s
caleulated at the end of 1973 and apphed to
1974 A certain lag element thus 1s built into the
system, masmuch as new retirement pensions or
pension increases are not based on the existing
national wage level, but on the level from 215-
814 years earlier

Before 1973, the adjustment was made on Jan-
uary 1 of each year Under the new legislation,
however, the adjustment date was advanced by
6 months to the previous July 1° This change
has narrowed the gap between movements in
the pension and wage indexes since 1973

Although the adjustment process 1s automatic-
ally calculated every year, Parliament must re-
view and approve any pension increase Subse-
quent to the review, an advisory council (the
soc1al msurance council) submits to Parlhiament
a speeific proposal to adjust benefit amounts The
proposal takes mto account productivity and
changes 1 the national mcome for employed
persons, both of which influence the rate of
mcrease

5Gisela C Wang, "Flexible Retirement Feature of
German Pension Reform,” Bocial Security Bullefin, July
1973, pages 3641
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Netherlands

Semaannual adjustiments of benefits in foree are
on the basis of changes in average earnings The
original intent of the indexing legislation in 1957
was to mamtam the country’s flat-rate benefit at
a subsistence level for aged persons To achieve
this end, benefits were adjusted each time the
wage mdex rose by an average of at least three
percentage points, provided that the change had
been sustaned “for 6 consecutive months From
1957 to 1965 the benefit level rose enough to
provide a mmimum level of imncome deemed neces-
sary for retirement Thereafter, frequent adjust-
ments to wage changes were needed Six adjust-
ments were made 1n 1967-69 alone In addition
to these adjustments, & number of ad hoc mncreases
designed to compensate for movements m prices
have been made smce 1960 The frequency of
adjustments under this combined procedure, how-
ever, created administrative difficulties in making
the changes necessary to pay the new amounts
In 1972, the number of mcreases was hmited to
two a year

Sweden

Automatie adjustment of benefits in force is on
the basis of changes wn prices Retired workers are
entitled to a flat-rate pension plus an earmings-
related benefit, both of which are adjusted ac-
cording to movements i the price mmdex The
amount of the flat-rate pension 1s 90 percent of a
base amount that 1s adjusted whenever the cost-
of-living 1index rises or falls by three percentage
pomts smce the last change 1n the benefit level
The earnings-related pension amount 1s also ad-
justed when the price mdex moves three per-
centage points or more

Since 1948 adjustments have been designed to
keep the purchasmg power of benefits m force
equal to what they were at the time of award
Legislation at that time tied the flat-rate benefit
(the earnings-related benefit became effective m
1960) to the consumer price index to protect
against mflation The benefit amount was ad-
justed whenever the price index rose or fell by
five percentage pomts The same legislation called
for periodic review to adjust pension levels to
rises m national income About every 2 years
a supplement was added to the pension, over and
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above the price index adjustment The mntent was
to ensure that pensioners would share 1n the rising
standard of living that an expanding economy
afforded

In 1956 the adjustment process for pensions
m force was revised The degree of change m
the price index needed to trigger a pension ad-
justment was lowered from five percentage pomnts
to three percentage points and, mstead of increas-
ing pension levels by the degree of movement in
the index, 50 kronor® was added whenever the
mdex rose three points At that time, 1951 was
established ns the base year By 1958, eight imcre-
ments (400 kronor) had been added to existing
pensions In addition, periodic mcreases based on
national mcome continued to be made until the
earnings-related benefit was introduced m 1960
The current system of adjusting pension levels to
movements i the price mdex was adopted then
This pattern 1s reflected i the defimte parallel
movement of the pension and price indexes shown
m table 2

Switzerland

Triennwal adjustment of benefits wm force or
adjusment ¢ on the basis of specified price
changes Under a 1961 law, the Federal council
was to report every 5 years, beginning with 1967,
on the state of pensions mn relation to prices and
earnings Before this process was implemented,
however, the legislature increased benefit levels
by 8314 percent m 1964 on an ad hoc basis and
by another 3314 percent 1n 1969, as reflected mn
the pension mdex for 1965 and 1970

Under a 1969 revision, adjustment of benefits
i force was to be reviewed every 3 years or
whenever an eight-percentage point change oc-
curred in the price index The review 1s the
responsibility of a Federal council that examines
pension levels primarily n relatien to mamtamn-
ing their purchasing power as prices change
Proposals for change are submitted by the coun-
cl to the legslature The 1969 legislation also
provided for an exammation by the Federal
council, every € years, of the status of pension
levels in relation to changes 1n earnings

*One Swedish kronor equaled 223 US cents as of
March 31, 1976
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United Kingdom

Annual adpustment of benefits in force is on
the basis of either wages or prices Legislation
i 1971 mitiated an annual review of the flat-rate
benefit level with increases primarily on the basis
of changes mn the price mdex Since that time,
however, wages have changed more rapidly than
prices Moreover, the rapid rate of wage mcreases
has prompted semiannual ad hoc reviews of bene-
fit levels to keep them in line with earnings The
policy of these reviews 1s to base increases on
the index that 1s the most feasible mn terms of
mamtaming the real value of pension amounts
and raising revenue to pay for the added costs

Under the Labor Government’s new pension
act, which becomes effective April 1978, the flat-
rate universal benefit will be adjusted according
to movements 1 the earnmgs mdex, and 1nereases
in the earnings-related benefit level will be based
on price changes Before 1971, ad hoc adjust-
ments occurred biannually

United States

Annual adjustment of benefits in force iz on
the basws of changes i the price index Periodic
indexing of benefits m force was implemented 1n
June 1975 A move of at least 3 percent in the
mndex triggers a benefit adjustment for bene-
ficiaries on the roll n June of each year The
benefit amount 1s raised by the percentage in-
crease 1n the consumer price mdex from the first
quarter of the preceding year to the first quarter
of the current year Before the adjustment 1s
actually made, however, the Secretary of Health,
Education, and Welfare must submit his recom-
mendation and a projection of the mmpact of the
change on the financing of the program both to
the House Ways and Means Committee and the
Senate Fmance Committee If Congress takes
mtervening action to adjust benefits on an ad hoe
basis, the automatic provisions are disregarded

Before the 1975 mmplementation of the auto-
matic adjustment procedure, benefit levels were
adjusted solely on an ad hoe basis This process
resulted 1n benefit levels somewhat paralleling
price changes from 1960-70 and wage changes
until the mtroduction of the automatic provision
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