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Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. \We publish asset allocation thoughts on a bi-weekly basis, updating the report
every other Monday, along with an accompanying podcast.

The Inflation Adjustment for Social Security Benefits in 2023

October 31, 2022

Even for dedicated, successful investors who have built up a substantial nest egg, Social Security
retirement and disability investments can be an important part of one’s financial security. For
many Americans, Social Security benefits may be the only significant source of income in old
age. On average, Social Security benefits account for approximately 30% of elderly people’s
income and more than 5% of all personal income in the U.S. One aspect of Social Security is
especially important in the current period of galloping price inflation: by law, Social Security
benefits are adjusted annually to account for changes in the cost of living. In this report, we
discuss the Social Security cost-of-living adjustment (COLA) for 2023 and what it implies for
the economy.

In mid-October, the Social Security Administration announced that Social Security retirement
and disability benefits will jump 8.7% in 2023, bringing the average retirement benefit to an
estimated $1,827 per month (see chart below). The increase, which will be the biggest since
1982, will boost the average recipient’s monthly benefit by approximately $145. The benefit’s
raise was right in line with expectations, given that it is computed from a special version of the
Consumer Price Index (CPI) that is widely available. The COLA process also affected some
other aspects of Social Security, although not necessarily by the same 8.7% rate. For example,
the maximum amount of earnings subject to the Social Security tax was hiked to $160,200, up
9.0% from the maximum of $147,000 in 2022.
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Media commentators often fret that the Social Security COLA could be “eaten up” by rising
prices in the following year, or that the benefit boost could provide a windfall if price increases
slow down. In truth, the COLA merely aims to compensate beneficiaries for price increases over
the past year. It’s designed to maintain the purchasing power of a recipient’s benefits given past
price changes. Price changes in the coming year will be reflected in next year’s COLA.

For the overall economy, the inflation-adjusted nature of Social Security benefits is particularly
important. Since so many members of the huge baby boomer generation have now retired, and
since more and more people are drawing disability benefits than in the past, Social Security
income has become a bigger part of the economy (see chart below). In 2021, Social Security
retirement and disability benefits accounted for 4.8% of the U.S. gross domestic product (GDP).
Having such a large portion of the economy subject to automatic cost-of-living adjustments helps
ensure that a sizeable part of demand is insulated from the ravages of inflation, albeit with some
lag. In contrast, if Social Security income were fixed, a large part of the population would be
seeing their purchasing power drop sharply, which could not only reduce demand but might also
spark political instability. Of course, the additional benefits in 2023 will help buoy demand and
keep inflation somewhat higher than it otherwise would be.
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Finally, it’s important to remember that an individual’s own Social Security retirement benefit
isn’t just determined by inflation. The formula for computing an individual’s starting benefit is
driven, in part, by the person’s wage and salary history. Higher compensation will boost a
retiree’s initial retirement benefit, which will then be adjusted via the COLA process over time.
As average worker productivity increases, average wages and salaries have tended to grow faster
than inflation, and as a result, the average Social Security benefit has grown much faster than the
CPI. Over the last two decades, the average Social Security retirement benefit has grown at an
average annual rate of 3.2%, while the CPI has risen at an average rate of just 2.3%. In
summary, Social Security benefits provide an important source of growing purchasing power
that helps buoy demand and corporate profits in the economy.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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