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RAIDING THE TRUST ,FUND 

ERAMEWORK FOR ANSWERS: 

• 	 Unified Balance is Traditional Measure Used to Evaluate Budget. 

o 	 The unified balance is the same measure that has been used by all administrations going 
back to the Johnson Administration. The unified budget is the simplest and clearest 
measure of how much [he government is taking in and bow much tlie government is 
spending and it allows us to look out into the future to see if the government will be 
able to meet all of our obligations,induding Social Security, 

• 	 If A DQllar Comes Into Social Security, It Goes To Pay Current Benefits or JfThere Is 
Extra In Any Year, It Is Invested in Treasury Boods And Is Paid Back To Social Seturit~· 
When The Money Is Needed. This Investment Is Backed By A Legal Commitment And 
The Full Faith and Credit of tbe United States Government That It Will Be Repaid. 

o 	 Every dollar received by Social Security is either used to pay current benefits or helps pay 
future benefits by being invested in special~purpose Treasury bonds, whtch represent a legal 
commitment flOW to finance Social Security later. Under the law, if Social Security requires 
funds and the Trust Funds have assets in them, the Treasury must make the funds available. 

o 	 The special-purpose bonds held by the Trust Funds have the same legal standing as regular 
Treasury bonds, which are the benchmark of reliability in the world's capital markets. 

• 	 five Years Agot When We Had $300 Billion Deficits, I Could Understand The Coneeru 
Tbat 'Ye May Have Been Unable To Repay Meet Our Commitment - But Witb 


. Surpluses, That Concern Should Be Gone. 


o 	 When President Clinton took office, the deficit was $290 billion and there were real 
questions about.whether the government would be able to meet its commitments in the 
future. Because Qfthe fiscal discipline of the past five years -- instead of the $357 billion 
deficit in 1998 projected when we took offke -- we will have a budget surplus for the first 
time since 1969. And over the next 10 years, we are projecting $1.8 triilion of surpluses. 

BACKGROUND: 

• 	 According to OMB, the budget surplus will total $1,8 trilliQU over the next 10 years; CBO 
projects the surplus to be $1.55 ttil,lion. 

• 	 In Ja.1uary 1993, the Congressional Budget Office projec~ed the deficit tQ, be S357 billioo tliis 
year. In fact, this past year we had a $70 biillon surphls. 

• 	 When President Clinton took office, the deficit was projected to be Si79 billion lD 2QQ2. 
Today, we are projecting u surplus 0(5148 billion. That means thai our fiscal situation in 2002 
win be $227 billion better than projecte~Un JanuID 1993. 

• 	 In 20i 3. Social Security tax revenue will not meet Social Security expendimres. However, 
Trust Fund continues to expand until 2021 because ofinterest revenue earned on existing 
bonds, In 2021, the TruSI Fund will gradually shrink as ils bonds are redeemed. In 1032. the 
Trust Fund will be exhausted. 
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TAXES 


FMMEVI::O.RKEOR ANSWER; 

• 	 Sbould Not Have to Incr"ease the Payroll Tax Rate as Part of a Comprehensive Plan," 
As 1 said in the Kansas City forum. we should not have to increase the payroll tax rate as 
part of a comprehensive plan. From looking at the proposals that have been put forth so 
far, it seems clear that it is possIble to design a comprehensive solution that does not 
include an increase in the payToll tax rare, 

• 	 Many Ideas Have Been Proposed -- We Must Give Every Idea a Fair Hearing. As 
part of an overall plan. many ideas are on the table, Ultimately. though, what we must 
consider is whether a comprehensive reform package meets the principles I set forth at 
the last conference. 

• 	 Bipartisan Process for Fair and \Vorkable Solution. We are confident [hat through a 
mutuany agreeable bipartisan process, we can come up with a fair and workable solution 
to strengtherung Social Security for the future. 

POTENTIAL QI.iESTIOlS; 

ARE YOU FOR RA[S[NG THE MAXII-IIUM f:AR'IINGS LlM[T OR EVEN 
COMPLETELY EL[MINAT[NG [T? 

• 	 As I Have Said Before, Completely Eliminating the Maximum Earnings Limit May 
Not Be Necessary as Part of Social Security Reform and Could Break the Link 
Between \\'bat a Worker Puts into Social Security and What He or She Gets Out. 

o 	 Currently, Social Security taxes are assessed on earnings up to 568.400. This 

level increases every year with inflation. 

• 	 However. I Do Not Want to Put On or Take orr the Table Any Proposal at This 


Time. 


o 	 At the Kansas City conference, you said that a modest increase In Ihe cap is 
among the options that should be debated this year. 

BACKGROU:SD; 

• 	 Some have argued for raising or even eliminaring the cap, Currently, () percent of 
workers eam above $68.400, Some proposals would gradually raise the cap by bet\vcen 
15 !1nd 25 percent. For example, under Senator Moynihan '5 proposal, the taxable 
maximum in 2003 would reach $97,500 instead of the $82,800 it is expected to reach 
under current law. Others have proposed phasing in the increase more slowly~· for 

example by 2015. 



FOLLOW-UP OUESTlON: 

SPEAKER GINGRICH HAS PROPOSED REPEALING THE 1993 INCREASE IN THE 
PERCENTAGE OF BENEFITS SUBJECT TO TAXATION, DO YOU SUPPORT TIllS 
PROPOSAL? 

• 	 I Believe We Must Resist the Temptation To Say Something About A Social 
Security Proposal Now That Would Help 10-15 Percent of Retirees And Goes 
Against OUf Efforts To Maintain Fiscal Discipline. 

I Am Also Concerned That Tbis Proposal Would Help 10-15 Percent of Social 
Security Recipients While Moving The Insolvency Date of the Medicare Trust Fund 
Closer For E-veryone. 

BACKGROUND: 

• 	 The partial tax on Social Security benefits does not apply to seniors with income below 
$25,000 if single or $32,000 if married. In 1997. only 2S percent of beneficiaries were 
subject to taxes on theIr Social Security benefits. 

o 	 For those with income above $25,000 if single and $32,000 if marrieu, up to 50 percer.t 
of benefits are taxable, The fund are credited to the Social Security Trust Fuods. 

o 	 For those with intorne above $34,000 if single and $44,000 ifmarried, cp to 85 
percent of benefits are taxable. The additional revenue from this provision is 
credited to the Medicare Trust fund. 

• 	 One common proposal would extend the tax on Social Security benefits to aU persons 
subject to Federal jncome tax; by phasing out the current income thresholds. Even if the 
thresholds were completed phased out, other provisions in the tax code (e,g" standard 
deduction and exemptions) would ensure that 30 percent of beneficiaries (those at the 
lowest income levels) would still not have to pay taxes On their benefits. 

• 	 Other proposals would also tax Social Security benefits like other pensions. The proposal 
would tax benefits - on an individual~by~individual basis -- to the extent that benefits 
exceed what workers had paid in. This treatment would mirror the tax treatment of olher 
defined~benefi( pension plans. 

• 	 Making both changes would reduce the long-run imbalance in the Socia! Security system 
by 0.36 percent ofpayroH -- relative to tbe current gap of2.19 percent 



I MEANS TESTING 

FRAMEWQRK FOR ANSWERS; 

• 	 The President Believes That Social Security Reform Must Be Fair for All Americans A 

- But 'Ve Most Look At How Fair and Progressive Is A Comprehensive Plan, Not 
Any One ProvL-;;lon. 

• 	 For Example, The President Is Certainly Not In Favor OfComprebensiyc Reforms 
That Put An Undue Burden On Lower.. lncQrne Americans. The President believes that 
the Social Security system must be progressive and fair to those who need it most. This is 
one of the principles he announced at the Kansas City forum ear.lier this year. 

• 	 The President Also Believes That Social Security Should Be A Universal Program. 
This is a1so one of the five principles he put forth in Kansas City, Everyon~ pays in to the 
system, and everyone benefits. 

Additional Point to be used Q;o.II.Y IEl'~CESSARY; 

• 	 In t~~83. President Reagan and Congress Addressed These Concerns - and We Did the 
Same Thing in 1993 for Very High Income Beneficiaries. In 1993, as part ofour 
economic plan, we did ask the top 13 percent of Social Security beneficiilnes to include morc 
of their benefits in ta.xable income, While protecting the vast majority of beneficiaries from 
any such increase. 

BACKGRQUND; 

• 	 Currently, Social Security henefits are not means·tested. Some proposals would means lest 
the benefits by reducing them by a given amount for every $ i of income over some 
:hreshold. 

• 	 Subjecting benefits to income tax accomplishes many of the goals or rneaJ1!Hcsting benefits. 
For those with income above 534,000 If singh: a~d $44,000 ifmarried, our 1993 Economic 
Plan made up to 85 percent of Social Security benefits taxable. The additional revenue from 
taxing benefits at SS percent rather than SO percent IS credited to the HI Trus: Fund. not the 
Social Security Trust Funds. 

• 	 At various times, we have showed openness to means testing the premium subsidy for high
income beneficiaries i:1 the Medicare program. In Putting People FirSf, we supported me~ms 
testing of Medicare ~~ raising Pan B premiums for those earning more than 5125.000_ We 
inch.lded a similar proposal in the J994 Health Care plan and we showed openness in 1997 
as iong as the provision was administratively feasible and did not fully elinunatc the 
premium subsidy which would have given incentives :or higher-income individuals 10 

withdrawal from the system. 



COVERING STATE AND LOCAL WORKERS 


FRAME\£ORK FOR ANSWER: 

• 	 Cle.rly AD Idea That Is On The Table, But Pros aDd COD. Need to Be Weigbed. This 
proposal has been included in many refont1 plans. But before we reach any conclusions, we 
need to study carefully the pros and cons. 

Advantal:Ci orIb;s Proposal Are: 

• 	 Sochll Security Coverage Has Expanded Significantly. Since the Social Security Act of 
1935, coverage has expanded from workers in business and industry to almost all Amcncar.s. 

• 	 Stah~ and Local Government \Vorkers Are Final Group Not Covered. Many peopie 
have argued that state, and local government employees are the final sizable group of 
workers not universally covered (nonetheless, about 70 percent ofstate and local workers 
receive benefits for various reasons). Being covered under Social Security wou.ld allow 
state and local workers to move from one job to anotner without losing coverage. Proposals 
are to cover newly hired state and local workers, not existing workers. 

Disadvantages of Tbis ProPQsal Arei 

• 	 But [mpact on Existing State and Local Programs Needs to Be Carefully Examined. 
know that the impact of the proposal would vary greatly across the nation, and that some 
people are concerned about its effect on existing stare and local retirement prograrns. So we 
will need to look carefully at this and other proposals over the coming year, to figure out 
which changes arc'best as part ofa comprehensive Socia! Security refoml" 

BACKGROUND: 

• 	 Since the Social Security Act of 1935, coverage has e~anded from workers in bu.siness and 
industry to Include the self-employed. nonprofit groups. agricultural and household wo~kcrs, 
the Armed Services, Congress, and an other Federal employees hired after 1983. [n i 998, 
96 percent of an workers are covered under Social Security -- up from 55 percent in 1939. 

• 	 Slate and )QcalgQverrnnent emplovees are the I.irullsizable group QfwQrrns.uQt unjversally 
covered by Social Security. If such workers are mandatorily covered under a state Qr :oca1 
public pension system, they are not mandatorily covered under Social Security. Roughly 25 
percent of stale and local workers are not covered under Socia! Secur.ty. Many of!hcsc 
workers are in California, Ohio, New York, and Texas. [n NliW M~, about 17 percent of 
staw .and local government employees arcJJ.Q1 currently covered by Social Security. 

• 	 Ma:lY proposals wouid S:Xpand mandatory SQciaj Security lfQ~5!rage to Slale and local 
g:Qv-;mment workers hired.<JOer a certain date; Such proposals would close roughly 0.2 
percent of the current 2.19 percent gap, :v1oving newly hired workers out of :he state and 
local programs thaI would otherv...'ise cover them could put financial pressure on some stilte 
and local programs -- although a gradual phase-in -could attenuate any such pressures. 

http:arcJJ.Q1
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REDUCING COST OF LIVING ADJUSTMENTS 


FRAMEWORK FOR ANSWERS: 


• 	 We At'e Committed to The Most Tecbnically Accurate rndex. The issue of whether we 
should change the COLAs in order to better reflect inflation is a legitimate one, but one that 
needs to resolved by expct1s. The administration is strongly committed to using the most 
teclmkally accurate index. 

• 	 COLAs Affect Million. of Americans. The COLAs affect 44 million Americans through the 
SocIal Security program. and millions more through other programs {including the tax code}, 
Any change in the COLAs should be carefully considered to assure that the most vulnernble 
elderly and lowest~income retirees are not put injoopardy. 

• 	 BLS is Making Improvements. The Bureau of Labor Statistics is continuing to make 
improvements in the CPI, and many economists believe thallhey are making good progress. 
Alan Greenspan recently testified that the '''BLS has done such a good job rec~ntly."l must say 
~~ they have'done really an exceUentjob over the la.st couple of years. " According to Janet 
Yellen, recent and planned changes win reduce the CPl inflation rate by about 0.33 percentage 
point per year more than was previously anticipated, 

• 	 COLA ror this Year Will Be 1.3 Percent. Recent COLAs have been relatively small because 
inflation has been low. The COLA payable in the January 1999 benefit check will be 1.3 
percent for OASDI benefits. 

BACKGROUND: 
, 

• 	 The cost-of-living adjustment within Social Security is set each year on the basis of the Increase 
in the CPl· \V over the year ending in the third quarter of the previous year. 

• 	 In December 1996. ~_CommissiQn concluded that the CPi was overstating increases 
in the ,;ost of living by 1.1 percentage points per year. Most of the President's economic 
advisers believe that the CPT does overstate increases in the cost of living, but that the Boskin 

figure 	was too high. 

• 	 Since the Boskin Commission report was issued. the BLS has been working to address mllny of 
{he biases in the CPL According to Janet Yellen. recent and planned changes would reduce 
even the Boskin estimate by about 0.33 percentage point per year·· to about 0.8 percentage 

;JOint per year. 

• 	 Reducing the COLA by 1 percentage pOInt per year reduces lifetime benefits for the .average 

retiree by roughly 10 percent, and reduces the long~run actuarial imbn!artcc in the Social 

Securi~y system by IA percent of taxable payroll (out of current gap of2.19 percent). 




RATES OF RETURN 


FRAMEWORK FOR ANSWERS; 

• 	 Rates of Return on Social Security Are Positive, Even after Accounting for hlflation, for 
Almost All Workers. 

o 	 Although rates of return to Socia! Security are lower than they once were, they remain 
positive, even after accounting for inflarion, [or almost all workers. 

• 	 Rates of Return Could Be Raised Either Tbrough Individual AccQunts or Through 
Investing Some of the Trust Funds in the Stock Market. 

o 	 A key question in this year's national discussion is whether it will be possible to ncnie\'c 
higher rates ofretum in the future using individual accounts or trust fund [nvestme:lls in 
equities. Both approaches need to be explored carefully in the context of a 
comprehensive plan, to see whether they meet the principles the President have put 
forward. In particular. Social Secunty must remain a program that everyone ca.n depend 
on. 

• 	 ~ust Not Forget about Transition Costs. 

o 	 Sometimes people argue tha.t if they could opt out of Social Security and invest on thei:
own they could do better than they do in Social Security. 8U1 this ignores the fact that 
90 percent oftoday's payroll tax goes to pay benefits for CUF.cr,t benefici.aries. If 
current workerS put their payroll tax contributions into indl"\'iduaL accounts for their O\\'r. 

retirement, we will need to come up with some other way to pay retirement benefits for 
people who are entitled to Social Security ber.eft;s. Rates of rc:um that ignore thlS COSl 

ate misleading when compared to Social Security rates of return that include this cost. 

• 	 Social Security Is More than a Retirement Program. 

o 	 It provides disability insurante and survivors' insurance -~ each IS equivalent for the 
average young family of four to an insurance policy \.vor1h about S300,000 ($600,000 in 
total). And it is low risk; its benefit is always there for you, no maHer wh:lt happens to 
stocks, interest rates. or inflation. But rnosllmp0rluntly, i1 reflects our fundamental 
values and a social compact. 
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ELIMINATE THE EARNINGS TEST 


KEY POINts: 


• 	 This Is One or the Important Issues That Needs to Be Discussed Because There Are 
Serious Arguments on Both Sides. . 

• 	 Some Say Social Security Benefits Should Go Only to People Who Are Retired. Some 
bclicv,~ that it makes sense 10 reduce Social Security benefits for people wbo continue working 
because FDR's Committee on Economic Security recommended that no benefits be paid before 
a person had "retired from gainful employment," various forms of earnings limits have always 
been part of the program. 

• 	 Others Argue That This Is An Outdated Provision That Provokes Unne<:essary Confusion 
and PI"events People from Doing Part Time Work That Would Be Good for Them. While 
retirees get back these lost benefits. on average, through the delayed retirement credit which 
provides them with increased benefits once they stop working, many elderly workers perceive 
the earnings test to be unfair and an impediment to work. They argue that ref!1oving the 
earnings test would help people make the right choice about whether or not to work. In 
addition. they say it would make the system. more understandable and easier to administer. 

• 	 In 1996, Working Closely with Members of Congress from Botb Parties, [ Signed 
Legislation That Will Gradually Double tbe Earning Limit for People Between 65 alld 70. 

KEYFACT.S; 

• 	 Currently. Social Security recipients who are between the ages 0[62 and 69 have their benefits 
reduced if their earnings exceed a cel1ain amoune Recipients under 65 lose $1 of benefits for 
every $2 of earnings above $9,120. Recipients betv:een 65 and 69 lose $1 of benefits for every 
53 of earnings aoove $14,500, (The benefits of recipients who are aged 70 or above are not 
affected by the limit.) 

• 	 In 1996, working with both Democrats and Republicans in Congress, you signed into law 
annual increases in the earning limit for those between 65 and 70. Between 1998 and 2002, ihc 
limit for workers in this age range will increase from Sl4,500 to $JO,OOO. 

• 	 Because benefits foregone are given ba-ck through the delayed retirement credit, eliminating the 
earnings limit would have almost no elTect on the lQng-run actuarial balance of the OASDI 
program. Sw;h a change would have significant short-run budget effects. however, Removing 
the earnings limit for those aged 62 and above would raise Social Security expenditures by 

roughly $12 bil!i90 in 2001 alone . 

• 




• 	 The Chilea. privatization has InDueneed Soci.1 Security debates across lb. world. The 
Plnochet dktatorship established the current system in 1981. Benefits are based on either (a) a 
genernl~revenue~financed minimum benefit, or (b) the proceeds of an individual account. To 
cover the transition costs (paying workers for the benefits they had accrued entitlement to under 
the old system), the govenunent issued new debt, known as recognition bonds. 

The minimum benefit is set at either 75 percent of the poverty rate or 25 percent of the 
worker's average pay o\'er lO years, whichever is greater. The minimum benefit is paid 
only if the individual account generates an annual benefit below the minimum. A 
worker cannot collect from both tiers: if a retiree collects the minimum benefit, he or 
she surrenders the proceeds from (he individual account 

The individual account is financed by a mandatory employee contribution of 10 percent. 
supplemented by addItional voluntary contributions of up to 20 percent of wages. 

• 	 Advocates .of SociaJ Security Privatization hail Cbile as a success, Supporters attribute 
Chile's 7 percent growth rates directly to soclal security privatization and they also credit the 
new system with increasing national saving. Projected benefits are 40 to 50 percent above 
those under the old system, and the funds realized real rates of return tbat averaged 10 percenl 
during the decade of the 1 980s (Chile's stock market performance has been much weaker 
re;;ently), In addition, supporters argue that the new system has de~poli!icized the setting of 
benefits, because benefits (other tban the rr,inirnum) are tied to :he perfonnance of the 
Individual accounts, 

• 	 There arc reasons wby the Cbilean experience is Dot applicable to tbe U,S. Many 
economists have argued that Chile's economy has improved because the economic refonns 
accompanying privatization have enhanced the: appeal of Chilean capital markets a.'1d improved 
their efficiency. The U.S. already has well developed financial markets, and has little to gain 
along these tines from reform. In addition, the low-level of benefits under the old system and 
the relatively small fraction of the Chllean population that was old, meant that transition costs 
in Chile were much smaller than they would be in the United States. 

• 	 The big drawback of the Chilean system bas been high administrative costs. The 
accumulation of administrative costs over a worker's career results in retirement income in the 
Chilean system that is 20 percent lower than it would be ifihere were no acminlslnHivc costs, 

[n Chile, fund management companies appear to compete 0:1 factors other than price. 
The funds are highly regulated in the types of allowable investments, and offer very 
similar portfolios. Individuals are allowed to switch portfolios every 4 months. This 
has caused fierce competition. The funds spend huge amounts on advertising, have 
increased their sales forces. and offer incenti ves such as televisions or trips to lure 
individuals to their particular fund. This non-price competition has driven up COSIS. 

In Chile there are 3.5 salespeoplc per 1,000 contnbutors. i!1 tbe United States, there arc 
0.5 SSA employees per 1,000 insured worKers. 



• 	 Reforms ,over tbe past decade have greatly reduced tbe UK'~ long term financing 
problem. In the mid-1980s, Prime Minister Margaret Thatcher's Conservative government 
introduced a series of refonns partially privatizing the existing state pension system" As a result 
of these refonns. the British system does not face the same type of looming financing problem 
that the U,S. and many other European nations are currently confronting. Although the number 
of workers per heneficiary in the V.K, is expected to fall from its current levetofjust over 2 to 
about 1,6 by 2030. the cost of promised benefits is actually expected to fall as a percentage of 
GDP, from 4.2 percent currently to \3 percent in 2030. . 

.. 	 The OK now has a two~tiered system. The first tier provides a basic nat-rate pension, The 
second tier provides a benefit based on an individual's earnings history and workers can choose 
whether to t~e the state provided benefit or to opt-out of the state system in favor of an 
employer or individual pension. 

~~ The Basic State Retirement Pension. The first fier consists of the basic state 
retirement pension (BSP), a flat~rate benefit that pays most ben~ficiaries approximately 
$105 per week. The BSP is funded on a pay-as~you-go basis through a portion ofIhe 
paYToll tax, The BSP provides about one~third of total income for retirees, and costs 
roughly 4 percent ofGDP. 

-- The State Earnings-Related Pension Scheme The most basic of the second tier 
options available to workers is the State Earnings-Related Pension Scheme (SERPS), 
At present. about one~fifth of Brillsh workers are enrolled in this program. which 
provides a publicly~funded pay-as-you-go benefit based on earnings history, When i; 
was first introduced in 1975, SERFS was based 00 a worker's highest 20 years of 
earnings, indexed to average earnings. Subsequent changes, however, have made the 
program less generous. These changes, which were introduced in the rnid-1980s, were 
intended to reduce the state's financial obligation and to encourage participan~s to 
switch to either employer- or !ndivid1.lal-based privatized systems. 

-- Contracted out options, Workers who opt out of SERPS have :wo other second tier 
options available to them: an employer-based system and an individual-bascd syslCr!l, 
Those who choos.e either of these options (or "contract out") have a payroll tax rate thal 
is 4.6 percentage points lower than the contracted-in rate. 

Employer-Based Pension. One option available 10 those who wish to contra.:t 0'.11 of 
SERFS is to participate in an employer-sponsored pension plan (often referred to as an 
"occupational pension"). About half of all workers choose this option. <xcupationa! 
pensions can be either defined-benefit or defined-contributions plans: at presen: DB 
plans are more common, in Qrder 10 quahfy for the lower contracted~out tax rate, 
occupational DB pensions must meet certain standards; most plans are more generous 
than SERPS. 

Personal Pensl"on The other way to achieve contr;jcted~OUI status is Ihrough a personal 
pension. which is similar to an IRA•. About l7 percent of workers are enrolled in 
persona! pensions. Workers enrolled in a personal pe:1sion must deposlt the contracld
OUt rebate of 4<6 percent into their account 



-	; 

• 	 Wbile tbe financing problem bas- been solved. their are serious concerns about the 
adequacy or retirement benefits in the UK The size o(the basic state benefit is indexed to 
inflation, Since real wages have been increasirig. however. the benefit has fallen from about 20 
percent of average earnings in 1977-78 to about 15 percent CUJTently, By 2030, the rario of 
SSP to average earnings is expected to drop to 9 percent. This presents a particular problem for 
low earners. since the BSP is likely to account for a large portion of their benefits once they 
retire. Similarly, reductions in the generosity ofSERPS has resulted in some workers having 
10\\1 retirement income. 

• 	 Administrative costs in the early years Qftbe UK individual account system bave beef!, 
higb. A recerJ paper by Professor Peter Diamond reports that the charges for these individual 
accounts are large, complicated, and often not visible to the workers. He calculates that the 
total administrative costs in the typical UK account reduce retirement income by more than 24 
percent. The lesson from the Chilean and UK two examples is ll.Q1 that individual account 
systems are necessarily expensive. but rather that it is important to design systems in a way that 
provides the desired services at n reasonable Cost 

• 	 The mis-selling scanda1 shows that <:areful regulation ofpnvatized systems is necessary, 
Overl y agg~essive marketing techniques by providers of personal pensions in the UK have 
misled a large number ofworkers into choices that were not in their own best interest. For 
example, allhough oecupationa! pensions turn out 10 be better investments than private penslons 
in most instances, there are numerous and repeated examples oflhe banks and insurance 
companies advising workers to drop out of more beneficial occupational pensions to purchase 
personal pensions instead. In what has been dubbed the "Mis-selling Scandal." at least 600.000 
cases of pension mis~seUing have been identified. and the final total may be 2 million. 
Regulators- have already levied fines on insurers and financial advisors of more than:57 million. 
and Scotland Yard is conducting a criminal investigacion related to the scandaL [n order to 
fend off lawsuits. many insurers are voluntarily reimbursing investors for Ihe !osses they 
suffered based on the bad information they received; one insurer has set aside $1 billion for this 
purpose. When:all is said and done, ~his scandal is expected to COS! British insurers roughly 
$18 billion, 



SOCIAL SECURITY REFORM IN CANADA 

Canada has recently decided to invest the assets of its Social Security system in private 
securities beginning in early 1999. This will provide an important test of the feasibilitv and 
desirability ofa policy oftrusr fund investments in private securities. . 

Draft investment regulations have been proposed, and final regulations are expe<:ted to be 
issued soon. 

• 	 Investment declsions will be taken by a 12·member Investment Board (yet to be 
named). Each member of the Investment Board will serve a three-year tenn, can be 
reappointed, and will receive pay similar to that in the private sector. 

• 	 The members of the Investment Board will have a fiduciary responsibility 10 the fund; 
specifically. the Board members are to "manage any amoun~ transferred to it ... in the 
best interests of the contributors and beneficiaries" of the CPP. They will be held to a 
"prudent person" standard, and members witb speciat knowledge or skill will have a 
higher level of responsibility. . 

.. 	 By law, the fund will be prohibited from investing more than 20 percent ofeFP fuads 
in foreign markets (equities and bonds). However, there has been much speculation 
tbat this limit will be raised or eliminated. 

.. 	 The draft regUlations covering .the first three years ofoperation call for all invesunel:; 
in equities to be undertaken passively (that is, via one or :nore indexes). 

.. 	 The Investment Board win be prohibited from investing more than 10 percent of the 
fund in any individual company, and from owning more than 30 percent orlbe voting 
shares orany one finn, Some real estate holding would be permitted, 

.. 	 After three years, the investment regulations will be reviewed by the Finance Minister 
and the provinces" 



[ EYESONLY'! 

The Swedish Approach to Social Security Reform 

Sweden made sweeping changes to its public pension system this summer. The most ~,ed 
novel refonn is the creation of defined<ontribution individual accounts as part of a VP 
traditional paY-<lS-you-go (PAYGO) system. ~ 

. ~"""-"""" 
The new program. Key aspects of the ",Coons include the following: 

• 	 ,Hs>.Iional acCQUQIli, The lion's share of future payroll taxes will be used (0 ~ 
finance contemporaneous benefits, as in the old PAYGO systellL But these taxes 

. will be recorded in individual "notional accounts" that will earn an imputed rate 

of return based on the growth of average covered earnings in the economy, 

Contributions will also be made to the notional accounts of some peop1e without 

current market earnings (such at; the disabled. the unemployed, and those caring 

for children), In addition. the system will maintain substantial redistribution . 

through minimum guaranteed pensions financed ,by general revenue. 


• 	 AnnuitizaUoo. Upon retirement, wnich can be at any age after 61. individuals' 
notional accounts win be automatically converted by the government into 
annuities. The size of the annuity will depend on the individual's account 
balance and the average life expectancy of men and women that age, With rising 
life expectancy, the monthly benefit associated with any given retiremeut age will 
decline over time. Put the other way around, successive cohorts. will have to 
won: Jonger in order to receive the same monthly benefit. Thus, the system may 
generate a naturally rising retirement age. 

• 	 PrefUDtjed gd~ate accounts. Asecond and smaller arm of the system provides for 
individual accounts with claims on real assets, Taxes wHl be invested initially 
by the government in low-risk assets until precise individua1 pension rights can 
be tallied (about 18 months later, on average). At that point, individuals can 
direct their balances to any certified investment fund. or by default to a public 
fund. To reduce administrative costs, individuals will interact only with a central 
public agency; this agency will hold.one account with each investment fund equal 
to the aggregate of all individuals' balances, 

Analysis. The new system has several interesting implications: 

• 	as a defiru:d:l'QDldbutioQ s)'Stem, il :liill more cIOSf:ly 1in~ benofits to 
contributions than did the old system. This may be viewed as more fair, and the 
perception that payments are retirement contributions rather than taxes may 
reduce labor supply distortions. The unavoidable tradeoff is that redistribution 
will be more transparent. 

\ 
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• 	 IJjdiyiduals will bear limited financial-market risk, Officially, people will bear 
the full risk of their investment choices in the prefunded private accounts. 
However. if someone's total benefit from the notional and prefunded accounts 
falls below a given threshold, he or she will receive additional payments, Still, 
this minimum guarantee is indexed over time (0 inflation rather than wages, so 
it will decline in relative importance if real wages grow unless future changes are 
made. 

• 	 The system is less vulnerable to demQ~apbjc shifts than traditipnal defined~ 
benefit PAYGO systems, The key innovation is the way that annuitizing notional 
accounts automatically adjusts benefits to changes in life expectancy. At the 
same time, the chosen rate of return on notional accounts will not be sustainable 
if the Swedish labor force declines over • long enough period. Total 
contributions are determined by both average earnings and the number ofworkers 
making contributions, but the rate of return is indexed only to average earnings. 
Thus, a shrinking labor force would drain the system, while an expanding labor 
force would lead to surpluses, Swedish analysts recognize that changes in the 
rat~ of return may be necessary over time. but they expect that these changes can 
be buffered by the public pension trust funds, 

1 
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MEMORANDUM FOR THE PRESIDENT 


\-
. . FROM SENATOR EDWARD M. KENNEDY ~~ 

"PROPOSED DEMOCRATIC PRIORITIES FOR THE 106tb CO:'llGRESS" r 

~~'-'-~'-'I:C 

\.10,) ~YI<- • 

The November elections reaffirmed the key Democratic priorities on which you have 
worked so effectively over the past two years, As a result, we are poised to move forward on a 
number ofpopular issues, especiaH)': ' 

-- The Patient's Bill ofRights; 

W~ The increase in the' minimum wage; 

-- Education reforms to reduce class size and facilitate school construction; 

W~ Aid for disabled Americans who are able to work and want to work; 

-- Medicare "buy· in" for the near-elderly; and 

-~ Saving Social Sec~rity. 

1 encourage you to include in the Democratic agenda three new ideas that will help 
millions of Americans and expand our base ofsupport for the year 2000. 

l.l?r~s~riptiQn Drug Coverage under Medicare: 

We should help seniors by guaranteeing this coverage under Medicare. In 1965, when 
Medicare was enacted, most private insurance plans did not offer this coverage. Today, 99 
percent of pIivate insurers proyide it ~~ but Medicare does not. Miltions of senior citizens 
s,truggle to afford the expensive prescription drugs needed to maintain their hcahh and avoid 
hospitalization. . 

. In 1994 and 1996. Democrats received 48 percent of the senior citizen vote. This year, 
tl1at support dropped slightly, to 44 percent. The elderly rep-resent 28 percent of tile voting 
publk. \\/e .:annot afford as a party to lose this powerful and growing voting bloc, There is no 
better way te· attract these voters than to fight for their health care. Providing.prescription drug 
coverage is expensive ~~ which is why senior.s are struggling so hard to afford it. But the need is 

{ 
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great, and the long~term benefit for the Democratic Party is great too. 

2, A Wel1~Oualified Teacher in Every Classroom: 

You deserve great credit for directing the national education debate to the all-important 
issues ofquality and standards, Your two key proposals to reduce class size by funding 100,000 
new teachers and to modernize schools have resonated ~hroughout the country: To fill out the 
education picture, v.:-e must also assure that teachers are well-trained to meet high standards and 
raise student achievement. 

You are already providing funds to hire new teachers. I propose that we help existing 
teachers, too, We need mentoring programs for novice teachers as they adjust to the classroom. 
We need more resources for teacher training. for profess.ional deve1opment, and for appropriate 
recertification requirements - while avoiqing the divisive Issue o~teacher testing.. With your 
leadership, we can assure parents and students that w~ are doing a1l we can to guarantee a welJ
trained teacher in every classroom in America. 

3, B.~i.dY to Learn: 

We must do a better job of enabling children to start school ready to learn. Experts agree' 
that the attention given children in their fonnative years often determines their ability to learn 
and succeed over their lifetime. You have led the way on child care, We need to expand 
Head'tart. E:arly S!art, pre.K, and other programs with a proven record ofpreparing children for 
school. and we also need to focus these programs mQre effectively on early leaming, 

J belleve that tobacco funding can provide the resources needed to pay for these 
initiatives: and that the injatives will have widespread support from the ~erican peop~e and 

. strengthen your hand in dealing with the tobacco companies, 

For Ie:xample, the governors could be pennitted to keep the federal share of the state 

tobacco settlement, provided lha1 the funds are used to prepare children to start school ready to 

learn, 


In addition, the federal government should insist on compensation from the tobacco 
companies for the costs to the federal government of treating tobacco-relate'd illnesses under 
Medicare, veterans' health programs. and other public health programs. The compensation could 
be pursued both in court and througb legislation. To strengthen these approaches, we should 
eannark every cent collected from the tohacco companies for prescription drug coverage for our 
senior citizens uni:Jer Medicare. J believe this linkage would receive broad support.' 

Thank you for your continued leadership on so many issues of vital importance to the 
nation, As always, 1 look fOfINard to working with you to bring greater opportunities for working 
families. 
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TOBACCO TALKING POINTS  DECEMBER 17, 1998 

I) The Administration should renew its effort to substantially raise the federal tax on 
cigarettes. The budget should propose increasing the cigarette 'tax by at least 70 cents per 
pack. A majority of the Senate -- 58 members -- supported a $1.10 per pack increase in 
the last session, The cost of the state settlement is approximately 40 cents per pack. 
This leaves 70 cents per pack -- approximately $40 billion over five years -- to finance 
our initiatives. 

2) Raising the price of cigarettes produces a double benefit -- it is an important deterrent to 
youth smoking and it produces badly needed revenue. 

3) The federal government incurs enormous costs ,each year to provide health care for those 
suffering from tobacco-induced disease. Estimates place the federal cost at 
approximately $22 billion per year, of which roughly halfis incurred in Medicare. 

4) The successful state lawsuits already established the principle that the tobacco industry is 
liable for the costs which government incurs treating sick smokers. Whenever people ask 
me about tobacco issues, they want to know why the federal govenunent has not filed 
suit. 

5) The best way, probably the only way, to get Congress to enact a substantial cigarette tax 

',., increase is for the federal govenunent to file suit against the industry. That is our 
leverage to bring the industry to the table and negotiate a strong legislative package. 

6) I know you are hearing from the Justice Department that the federal government does not 
have a good case. Many of the foremost experts in the country disagree, 

7) t (along with Senators Conrad and Bob Graham) have had seve'ral meetings about this 
issue with Attorney General Reno. She personally is very favorably disposed to bringing 
a suit, but the staff keeps raising obstacles to going forward. 

8) At her invitation, I have put together a group of experts -- both legal academics and trial. 
lawyers -- w~o believe the federal government has a,strong case and who are willing to 
meet with the Attorney General and her staff on an ongoing basis to persuade them to file 
suit and to help them put the case together. It includes Larry Tribe, Robert Blakey (the 
RICO expert), Einer Elhauge (an anti-trust expert from Harvard), Mike Ciresi (the lead 
trial counsel in the Minnesota case) and Dick Scruggs (t~e lead counsel in the Mississippi 
case). We've already been meeting with them, and the first meeting with the Attorney' 
General is schedu.1ed for early in January. 

,9) They have identified four viable courses of action -~ l) civil RICO, 2) the Medical Care 
Recovery Act, 3) the federal common law of nuisance (used successfully in 
enviromnental cases prior to EPA), and 4) antitrust. 
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lO} Such a lawsuit would dearly give uS enormous leverage to negotiate strong tobacco 
legislation including'3 substantial price increase and FDA regulatory authority, 

11) I believe we could further strengthen the legislative argument for a 70 cent per pack price 
increase by proposing that the money be spent to provide prescription drug benefits for 
seniors through Medicare, You know how popular that issue is, but we've never been 
able to fund it. Since much of the tobacco·related cost the federal government incurs is in 
Medicare, this would be a partkularly appropriate use of the money_ It is a much more 
pOlent message th~ spreading the money over a number ofdifferent programs, 

12) I would try 10 use the federal share of the tqbacco money which the states recovered in 
lheir Medicaid suits to address our child care and child development initiatives. We 
should only agree to waive the federal claIm to those Medicaid dollars if the states agree 
to use the federal share for children's programs. The states are worried about losing that 
money, and an agreement along these lines can be negotiated. 



Health and Human Services 

FY2000 

OMB Potential Proposed 
FY 1998 FY 1999 Passbaek Appeal Settlement Final 

36;119 40,309 40,552 3,300 850 41,402 

OMB reCommended level 

Our most recent offer to settle HHS funds the Department at $1 bi11jon or 6% over program levels for . 
1999. The funded level allows for significant increases ;n many operating divisions, and a reasonable 

~ 	 level of funding for initiatives induding long term care. bio~terrorism, mental health, and many other 
areas. We have also directed S3.6 billion in out-year to~ revenues to' fund mandatory initiatives in 
HaS, induding $1 bi11ion for the Secretary's public health initiative, an ou~ch program for uninsured 
Amerieans. 

Outstanding Issues 

.. 	 Indian Health Service - where we have already granted a $175 million increase in SA, the most 
generous funding increase in the history of the program. 

• 	 Blo--te1Torism - where the COS and OMB believe that we have funded credible increases. but 
NSC nnd HHS disagree; and 

• 	 NIH - where constraints have compelled us to recommend a $49 million increase, a level of 

funding consistent with the path we established in the 1999 budget, but dramatically less than 

expectations created by the $858 million increase granted by the Congress last year, 


The Secretary may also appeal our funding SI.3 billion in dlSCTetlonary spending through Medicare 
program integrity offsets. 

The Secretary will probably focus much ofher appeal on the politics of tobacco. HHS is disappointed 
that they were not able to gamer more of lhe revenues from the tax and recoupment The Secretary win 
propose the acceleration of our recoupment pOlicy to the year 2000 (it is currently deferred until 200 1 to 
improve our chances ofbringing the states to the negotiating table) to generate $2 billion for IffiS to 
spend.. As we discussed last week, Bruce Reed believes that attempting to spend recoupment f0t\ds in 
FY 2000 would seriously undennine our efforts to pass tobacco legislation. Secretary Shalala believes 
equally strongly that failing to show recoupment revenues in FY 2000 will have the same negative effect. . 	 . 

TIle Secretary will propose FY 2000 emergency designations for several activities that were funded as 
emergencies in FY 1999 (Y~2K, bio-terrorism). 	 . 

Proposed settlement 

We are currently reserving $200 million to settle- the HHS appeal. While thjs Jevel is clearly less than the 
Department wants, it should be more than adequate to address the non-1\IH policy copcems. 

\ 



State Department/International Affairs 

FY 2000 

OMB Potential Proposed 
FY 1998 FY 1999 Passback Appeal Settlement Final 

19,494 20,044 20,633 4,217 602 21,235 

New Embassy & Consulate Construction. The State Department seeks $1.4 billion in FY 2000 to 
construct new embassies and consulates, with similar amounts in future years, State and OMB have 
agreed in principle to a long~lerm capital planning process, but have been unable to settle upon funding 
levels. The proposed OMB settlement offers initial funding for design costs plus $1.35 billion in 
advanced appropriations over the next three years. The OMB offer, combined with existing fundsj would 
fund a highly ambitious construction schedule that would fully pay for six new embassies and posts, and 
begin design andlor site acquisition of 13 new posts in FY 1999 and 2000. roughly t\.vo to four times the 
level of State's building program at its highest tempo over the last 20 years, In addition to Security 
concerns, Statt continues to seek immediate funding for major protects that are not im,mediate security 
risks, such as the Beijing embassy, 

State Department Operating Programs. The State Department seeks $250 million to fund the follow. 
on costs ofsecurity upgrades made with FY 1999 emergency funds and $300 million more fOT regular 
agency operations, As part ofthe potential settlement, OMB proposes to fund fully the $250 million in 
follow.-on security upgrades. For other operating expenses. OMBls original passback provided the State 
Department with a 2.8 percent increase abo,,:e FY J999 enacted levels, including $90 million for 

• "j> continued modernization of information technology. 

IDt~rnatJonal Affaks Programs. The State Department se-eks $J ,8 billion on appeaj for a wide range of 
programs. including more assistance for Asia. Central America, Eastern Europe and the New Independent 
States. 

For the NIS, the proposed o~m settlement provides $867 million for assistance, $20 minion above last 
year's enacted ievel ofS847 million {which includes $46 milHon in emergency spending}. Moreover. 
DoD and DoE will also spend over $760 million in the NIS. The proposed Or..-fB settlement also fully 
funds the Stat~: Department request for Bosnia, Bulgaria and Romania. and provides $25 million in 
economic assistance for Kosovo, It WQuld also provide over $~5 million more for the Economic 
Support Fund, development assistance, and other State and NSC priorities, 

The Wye Agreement will be funded above the level of the general State appeal, as will rehef for 
Hurricane Mitch. 

Ifyou want to mise the level of funding·for international programs, we have reserve'd $50 million which 
could be made available for embassy construction in FY 2000 and $40 million for other programs. 



l\fOVING mE PRESIDENT'S AGENDA FORWARD: 
FUNDAMENTALLY IMPROVING AMERICAN EDUCATION 

We need to c~ntinue to create a new sense of direction in America's schools. 

A $2.2 billion increase over FY1999 ($2.4 billion over passb.ckj is the minimum required '0 make 
fundamental improvements in education such as getting high standards and accountability into 
schools and classrooms, This investment. along with Our school construction proposal in the tax 
arena. would demonstrate our continued support for creating real momentum for school change and 
accelerating serious education ieform (reauthorization of ESEA and the redesign of Title I with 
more rigorous accountability this coming year), 

Our new initiatives, such as Class Size Reduction, After-School, Reading, Teacher Quality lIl1d 
Recruitment, and GEAR-UP require a second installment in FY2000 in order to'ensure permanency 
beyond the first year. Otherwise~ our legacy will be nothing more than a series of small. one~tlme 
programs. 

Also, because many of these initiatives are forward ftinded, this FY2000 budget willliteTally rut the ,
schools in the Fall 0[2000. 

Our proposal basically has four parts: 

• 	 A $700 million package to S1lRPort high standards and improving the basics tied to stro!Jm 
accQuntability in schools and classrooms. This includes such items as putting in place report 
cards rating public schools and action to encourage improvement ofpoor schools through Title 
J, improving reading and the basics and support to raise standards through Goals 2000 

.".' expansion. 

• 	 $3QO million to acceierate school change and serious education refonn - including the 
. expansion of new initiatives like the doubling of GEAR-UP and After-School, continued efforts 

to improve Safe and Drug.Free Schools. expanding charter schools, 'and turning around schools 
through explll1sion ofObey-Porter. ' . 

• 	 $500 miUion to provide leadership to help address the massive need for quality teachers that 
measure up to high standards including the second installment for Class Size Reduction; more 
than doubling funds to recruit new teachers to the neediest schools, strengthen State teacher 
certification standards, and hold teacher education schools accountable for preparing high
quality teachers; improving math instruction; and stre~gthening the ongoing professional 
development of current teachers. 

• 	 S600 million to create high hQpes and access tQ college by expanding Pell Grants, TRlO, 
College Work-Study lIl1d Tech-Prep Vocational Education. 

The Department~s ahernative proposal would provide a $2.2 billion increase over the FV 1999 level 
- down from our original requested increase of$3.8 biHion. 

Addhionai measures we want to take would urge schools take a more active role tn encouraging 
more parents and famiHes to get involved in their child's education. 



Change 

SUPPORT HIGH ST Al'iDARDS AI'!D THE BASICS AND STRONGER 
ACCOUNT ABILITY IN SCHOOLS AND CLASSROOMS 
Title I Grants to LEAs - (includes report 

cards to rale schools on their progress) 57,676,0 $8,026,0 +$350,0 
Reading Excellence Act $260.0 $310,0 +$50,0 
Even Start $\35,0 $185,0 +$50,0 
Goals 2000 $491.0 $541.0 +$50,0 
Tough Courses in High School $4,0 520.0 +$16.0 
Earlier Identification to Help Young Children 

willi Reading and Behavioral Problems $50,0 +$50,0 
SpeCial Education - Preschool, Infants and 

Toddlers. State Improvement $779.2 $841.4 +$62,2 
Research to Improve Early Reading and 

Mathematics Instruction $75,0 +$75,0 

ACCELERATE SCHOOL CHANGE AND SERIOUS EDUCATION REFORM 
GEAR·UP $120.0' $200,0 +$80,0 
21" Century Community Leaming Centers S200,0 S350.0 +SI50.0 
Safe and Drug·Free Schools $566,0 $613,0 +$47,0 
Charter Schools SIOO,O $110.0 +$10.0 AGREE 
Comprehensive School 

Refonn Demonstrations (Obey·Porter) $145.0 	 +$50.0 

"",,' 	 ADDRESS THE MASSIVE NEED FOR QUALITY TEACHERS THAT MEASURE UP 
TO HIGH STANDARDS 
Class Size Reduction (40,000 teachers) $1,200.0 $1,450.0 +$250.0 
Teacher Quality and Recruitment $75.0 Sl5o.o +$75.0 
Eisenhower Professional Development $335.0 $410.0 +$75.0 
Improving Math Instruction $50.0 +$50.0 
Bilingual Professional Development $5Q.0 $65.0 +$15.0 

. Technology Teacher Training $75.0 $75,0 AGREE 
Middle School Teacher Training $30.0 +$30,0 AGREE 

CREATE HIGH HOPES ANn PATHWAYS TO COLLEGE 
Pell Grants $7,704.0 ' ,8,109.0 +$405.0 
Pell Grant J\1aximum A~ard $3.125 $3.225 +$100 
Perkins Loans Capital Contributions $100,0 Sloo.O 
TRlO $600.0 $650.0 +$50,0 
Tech-Prep and Vocational Education 51,154,2 $1,179,1 +$25.5 
College Work Study $870,0 $934,0 +$64.0 AGREE 

TOTAL INCREASE OVER FYI999 + $2.2 BILLION 
NOTE: School Construction cost in FY2000 is $21 S mHlion, thus the total Education increase 
over FY1999 would be $2.4 billion, the same as the decrease in cost for srudent loans in FY2000, 



Education 

FY2000 

OMB Potential Proposed 
FY 1998 FY 1999 Passback Appeal Settlement Final 

29,559 33,119 32.943 3,407 1,000 34,143 

OMB recOlllnumded level 

The Education Budget is $1.2 billion over the Passback 'level, or $1 billion above the FY 1999 level, 
While smaller relative to Education budget increases you proposed over the past several years, it funds 
Administration top priotjties. ~e recommended level includes a new emphasis on accountability 
for results in elementary and secondary programs, resources to help end social promotion, 
investments in computer centers in low"income communities, and significant expansions fcr 
adult literacy and programsfor Hispanics. 

The recommended level makes progress toward reaching Administfation goals staled in past 
budgets to provide federal work study opportunities to I million college students, reduce cia" 
sizes (51.3 billion for the second year of funding), invest $2 billion in education technology by 
2001. It could also finance an increase to the Pell grant maximUl1l award. 

The Policy Councils have proposed the following Education Initiatives which total $109 million 
above Passback: 

• 	 Adult Literacy, $197 million would expand the State Grants Program ($100 million). 
establish ESUCivics ($50 million) demonstration projects, establish applied Technology 
grants programs ($25 million). expand workplace literacy programs (520 million). and 
establish a community mobilization campaign ($2 million), 

. 
• 	 Social promotion/After School, $350 million would expand the 21st Century/After 

Sch"ol program to fund extended learning time including sUI1lffier schools for that have a 
policy to end social promotion. 

• 	 UrbanlRural Computing, $60 million would expand the Community-Based Technology 
Centers program. began in FY99. which provides access to the Internet and computers in 
Jow~income communities. 

• 	 Cha:ler Schools, $19 mitnoo to promote public school choice and make progress toward 
the Administration's goal ofhelping establish 3,000 Charter Schools by 2002. 

• 	 Stay in College. $25 million would establish competitive grant program to improve 
college persistence aflow-income students. 
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• 	 Technology for Disabled, $23 million would fund several rehabilitation services projects 
to expand and promote the use of assistive technology for people with disabiliti~s. . 	 . 

• 	 Native ~ericans. S10 million would provide 4-year scholarships to Native American 
students who commit to teaching in regular school districts (not BlA) which primarily 
serve Native AIDerican children . 

. 
• 	 Education Research. $25 miDion would fund Education's share of. joint EducationINSF 

collaborative research partnership to explore ways of improving teaching in reading, 
mathematics and science. 

Ouutanding issues 

The Department argues our proposed Budget, in total, is inadequate to support your (:ducation agenda; the 
increase is too small to either susWin your Jeadership position on education. Education constituency 
groups may also feel that an increase of this size could make it possible for Republicans to get credit for 
raising the level ofeducation funding. The Department wants to convince you of the need for an increase 
comparable to the $3 bi1Hon increase you requested in IT 1998 and the $2,8 bjUion increase you 
n:quested in FY 1997. 

The recommended level would be the lowest increase you have proposed, but it is not Significantly lower 
than your PY 1999 proposal, which was $1.6 billion over FY 1998 (excluding Class Size, then a 
mandatory program). or your IT 1995 proposal, also a $1,6 biHlon increase, 

The offsets for education funding 'are likely to be controversial in Corigress. We propose reducing excess 
costs in the student loan programs by $4.3 billion over five years, primarily by redUCing funding for State 
and non~profil guaranty agencies. These cost savings should have no material effect on students or 
schools, theuS h these agencies would argue otherwise. 

Proposed settlement 

Uyau want to raise Education's Budget above our proposed level, we have reserved up to +$200 mjlFon, 
which would bring the total increase to $1.2 billion over FY 1999 enacted. Alternatively, these funds 
could be used to resolve other appeals, 
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EDUCATION DEPARTMENT IT 2000 BUDGET APPEAL 
December 21, 1998 

FY99 FY 2000 FY2000 Increase 
Einal OMB Passback. ED Alll'eal Over FY99 

$33.1 B $32.9 B $35.3 B $2.2 B 

• 	 ED's appeal includes funding for further class size reduction: 

.' 	 Our school construction proposal is included on the tax side and costs 
$215 million in FY2000. 

• 	 ED's appeal also includes $2.4 billion in mandatory student loan savings in 
FY2000 alone. Thus, in FY20{}{} there would sliIt be no increased costs 
From educaiion. 

Education Appeal EY2QOO 
Discretionary increase +$2.2 billion 
School construction (tax proposal) +$0.2 billion 
MandatQ01 student loan savinl:s -$2,4 billion 
Net increase in education $0 

. 
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TO: Melissa Green 

FROM: JeffLi.bman 


K.en Apfel wants Gene to see this., It would be good ifGene is aware of this before the 2pm 
meetirtg. . . 
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SOCIAL SECURITY ADMINISTRATION 

Office of the Commissioner 


. 500 E Street. IiW 
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Telephone: (202)358-6016 
F",,: (202)J58-u077 
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From: Couunis.!tioner Kenneth S. Apfel TO: Gene Sperling thru .Joff w.iilTliln 
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3 A•• manor of public policy il Sl!l::111.1 to me ul1desilllble Ihl.1I csrimaU!d 

rutUI<: bud",1 "'rplvses .......14 be committed now to Social Security. Of c,."... 

all ••."lusll.O in the Social Sec.rily ;U;Cl>\IlIt should 10 10 Social s.curi<y. bUI they 

are already counted l.....ro Sacial SealriIY', I"",-run Ii""""i.,,, The,.... of lhe 

Social ~urily deficil Mould be ma<Ie up for by '!'""ill. Secl.1 Secu,lty c.onlln. 

In my "iew. paru.:ularly by panial adVOllCt fundlnl: and • mi. of i_stfnen.. 

irv.;ludil'l2, "01 JUS! low-yielding lon,"ranp government bond" th¢ anty investment 

now aUo\WJd by law. but abo COrp(H'atc bond!.a.nfi common l5tocks, Thloll. the 

prindp,I",' i. m.aiHU\ined of 6.....'ng Soo'ol Seourily cllli",ly by dLdica,e<l ~•• 
'). ~ 

ntised 'lp<Cifocally for this purpose. keepin2 ,he iundine of lI1i. uniquely lone-I<:,m 

program separate CU1"Isidcr.D.lions (n1.1 

If surpluses in the g(JVCrnmem's grneral account Sian to appear in 2006 lU 

predIcted, tl1cre are Unme( needs. in American society that. in my .. tew, should ~ 

.ddre'5:s;ed, There is not only the euimi1n~d moman in the financing nf Medicare. 

btll the 1it,Ci( of any kinti of heaJth in)urancc for mimons or youn&er Amefienns, 

Thare I~ tbe need lQ ,improve educ.uioo and in tither ways comributt to a future 
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prOtec:.t 1he envirooment and tht= o!:Jlip,iof'l to address. fhtl mninnal disgrace of 

havin& a fifU. or our chHdren llrawin& up in p<M!I1Y, 
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Secuflty IrIduding part time and temporary empJoyleC:s and the employees of very 
, 

,mall empiO)'ff', bo\Isehol4 enoploj'el'l, and ,hi' employe" of ""''''''''' """"kef> 

genercH:; including migratory attiOJUural workers. The Feldirein plan abo 

,pn.'\"Hlc:~ offsets in SOCial ,*unty he~fit;$ as. income from tlte individlla\ savings 

pan (lr the plan e,ww 50 that down (he roaQ man)! workers wHl continue to 'pay tbe: 

Srxurft)' Or:ncfh ln tetum~ a 15irU3.tion which would be certain to undermine 'iupPOf't 
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.he "".-Secial s.curity budlOl and oompleeoly sepa_ f\nanci~, for Sa;;ial 
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THE WHITE HOUSE 


WASHINGTON 


MEETING ON SOCIAL SECURITY OPENING BID 

December 22, 1998 


The Cabinet Room; 2:30pm 

AGENDA 

J. CRITERlA FOR DECIS10!'<l 

11. REVIEW OF THREE OPTIONS 

Option #1: Maintain Strong Social Security Benefit bv Transferring ~Q Percent ofSUi:Plus to 
Social Security Trust Fund and Investing th~ Irust Fund in ElJuitics, establish' 
individual accounts. extend Medicare solvency, and fund other priorities, 

Option #2:' Allocag~ 67 Percent ufIbe Sum1us for Social Securlly While Leaving Open 1be 
Allocation Between Collective Investment and Individual Accounts, extend 
Medicare solvency, and fund other priorities, 

Option #3: Take Social Seetin!):: Qff Budget. invest trust fund in equities, and make transfers 
from on~budget surplus to Socia! Security trust fund, 



I 
/ 

, 

, 

,
'. 
" 	 . CRITERIA FOR DECISION ~ . 

L Will it help maintain support of Democrats? 

2. 	 Will it reach out a hand to Republicans and show them that you are serious about 
bipartisanship? 

3. 	 Will the public see yOll as showing bipartisan leadership? 

4. 	 Wi)] the elite media and Concord Coalition types feel that the proposal demonstrates 
fiscal courage? 

5, 	 Will the proposal lead the process to get polarized. or will it help move things forward? 

6. 	 Considering where you would like to end UP. does the proposal represent an opening bid 
that is likely to lead there? 
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OPTION #1: MAINTAIN STRONG SOCIAL SECURITY BENEFlT BY.' 
TRk'iSFERRING SO PERCENT OF SURPLUS TO SOCIAL SECURITYAND 

INVESTING THE TRUST FUND IN EQUmES 

~"RT #1; INVEST 50 PERCENT OF SURPLUS TO MAINTAIN STRONG SOCIAL SECURITY 

BENEFIT 

• 	 Continue to use all 12.4 percent of the Social Security payron tax to fund the traditional 

benefit. 
• 	 Transfer 50 percent of the unified budgel surplus 10 Social Security and invest a portion 


of the Social Security trust fund in equities ~~ possibly enough to assure 100 percent of 

currently promised benefits, . 


• 	 Call for a bipartisan effort to make additional tough choices on reforms. This could 

reduce the reliance on equity investments and the surplus, and free up re~ources thlit 

could be used to strengthen Medicare. 


Progressivity , 
o 	 Make change in widow allounent to reduce the poverty rate for widows. 

Possibly include other autiwpoverty proposals such as an enhanced 
minimum benefit. 

Corporate GOlJcrnQllce 
o 	 Independent board hires private investment managers: none of them would 

control more than 1·2 percent of the stock market, 
o 	 Investments in passive index funds commingled with investments of 

private individuals. 
o 	 Twowthi::ds rule with both Houses ~o affect investment choices. 
o 	 Diffuse voting rights by keeping the a.mounts with anyone manager small. 
o 	 Ask for bipartisan process to ensure independence and non politicizatiof/. 
o 	 Open !o all ideas. 

!'ART #2: ("VEST 175_I'F.RCENT OF SURPI,t,lS FOR FAIR ANltSAFE SOCIAl, SECURlTX 

ACCOUNT, (PQSSmlSJ'A1IGETED f1lILl,O:-<G-TERiVl CARIj 
• 	 Set principles that any individual account must make Soc!ul Security more progressive 


and fair. 

• 	 Start with $200-$300 individual accounts for 25 years with some voluntary 


individual/employer match. Provide addItional incentives fo:, poorer Ame:,icans. 

• 	 Ensure safe accounts !.hat have TSP structure with three choices, and a guarantee of a 


mimmum rea! return. 


New Idea: Possibly nHow tWQ uses: retirement or long~tenn care costs. 

PAIlT #3: (NVE,'T 17,5 1'J;!lCf(NT OF SW.lI'I,lJS TO EXTENP .M EDlCAI!E TO 2020 

PART..J/4: ..RES.;RYE 15 I'ERCENT.QF SUIlI'I,US FoJLlt'LITA.n' REAIlINESS At'" 
PRESSINC NATIONAL J)Q'\.fEST!~!JOIUTIES 

• 	 Detailed blue print for Military Readiness ove:- the next 6 yea:-s 
• 	 Set aside block for Education u!)d Research 
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VARIATION: GIVEADDITIONAL DETAILS TO ASSURE 11)0 PERCENT OF BENEFITS 

Proposal: You could put forth a specific proposal showing that 100 percent ofcurrently promised benefits can 
! be provided by investing 50 percent of the trust fund in equities and transferring roughly 50 percent ofprojectec
l future surpluses to the Social Security trust fund. The proposal might also include some small traditional 
: reforms stich as covering state and local new hires or raising the maximum level of earnings subject to taxation 
, so as to hold constant the percentage of all earnings that are subject to taxation. ' 

Advalltages: 
• 	 Will reassure Democratic base that the full Social Security benefit can be protected, and reduce critidsn 

for lack of specifics, 

Disndl-Iantages: • 
, • 	 By disclosing specifics of trust fund investments. this option wiH open us up to attacks over the share of 

the stock market owned by the govenunent Critics could credibly argue that the trust fund would own 
between 13 and 20 percent of the stock market. 

A-faintoif,illg Support ofDemocrats 
• 	 Could hold -core Democrats and progressive interest groups by meeting test of not cutting benefits to 

fund individual accounts, Assures them that we oppose plans that carve out revenue from existing 
payroll tax to fund individual accounts. 

• 	 Democrats may still be nervous that the proposal opens the door to individual accounts without 
creating cel1ain~y that traditional Social Security benefits will be sufficiently projected. 

Reaching Out to Republicans 
• 	 Establishes good faith and brings some RcpubEcans to the table by p!'opos:ng individual m;;counts in 

our opening bid. 

• 	 Ruling out carve outs will alienate some Republicans who favor that approach, 

• 	 Because the plan relies on collective investing, it may lead to major attacks over govemmc:1t 
ownership, 

• 	 Existence ofindividuai accounts !1l3Y blu:' the attack Ort govcmmel1! owncrship in {he market 

Publii Display (If /lipartisrw Lcmlersflip 
• 	 Public m.lY i"i:ia;ly judgc thc plan as a reasonable middle approach that reaches out to all sides, both 

preserving a strong traditiOnal Social Security bencfit and encouraging private wealth accumulation, 

• 	 Asking both sides to focus on savings for long tem) retirement needs and to forego short term 
spending and tax cut desires will be seen as responsible, especially when combined with the specific 
commitment to addressing the Medicare problem. 



'Elite Medial Concord Coalition 
• 	 Will receive credit for allocating 85 percent of surpluses to long tenn fiscal challenges. and making 

more difficult the impulse for irresponsible tax cuts. 

• 	 Win receive credit for the surprise announcement that we are tackling Medicare. 

• 	 Will be criticized for not making tough choices on the benefit cuts and tax increases necessary to 
reduce na,1ional spending on elderly entitlements. However, ifwe open the door to traditional 
revenue options. this critique may be somewhat muted. 

• 	 May face some criticism for transferring Social Security surpluses to the trust fund a second time, 

• 	 May receive severe criticism for allocating surpluses for many years into the future (although Gramm 
and Dominici are doing the same thing). 

Will Opening Bid Avoid Polarization and Lead to art Acceptable Fb1ll1 Result? 

• 	 Proposal includes strong public statement of bipartisanship. and an attempt to include what matters 
most t9 both sides, Thus, 1t could make even dissatisfied players want to come to the table and 
participate in !.he process. 

• 	 While the proposal includes the benefits of both collective investment and individual accounts, the 
proposals could prodt:ce the worst of both worlds ~~ attacks on both individual accounts and on 
collective investing, 



OPTION #2: USE 67 PERCENT OF,THE SURPLUS FOR SOCIAL SECURITY 


WHILE LEAVING OPEN THE ALLOCATION BETWEEN COLLECTIVE INVESTMENT AND 

INDIVIDUAL ACCOUNTS 


fAST tll; USE 67 PER.CENT OF THE SURPLUS TO STRENGTHEN SOCIAL SECURITY WHILE LEAVING OP£N 

TIlE ALLOCATION BETWEEN CQLftECTIVE INY.ESIME.r:n AND INDIVIDUAL ACCOUNTS. 

• 	 Sets aside sufficient funds to save Social Security, 
• 	 Explain that the main debate is over whether prefunding and higher returns should occur through 

individual accounts or through an independent government board contracting with private· investment 
companies on behalf of the trust fund, 

• 	 Call for a bipartisan process io reach consensus on this and other remaining issues. 

,PART Hl.: ANNQ{lNCE THAT THE ENTIRE J2.4 PERCENT fAYROLL TAX SHOULD CO~T!NlJE.IQ BE USED TO 

fUND rifE TRADITIONAL SOClAL SECUlH.TI' BENEFIT ANI) THAT A SUBSTANTIAL PORTION OF IllE 

I!SEEUNPING SHOULD BEJ!SED TO STRENGTHEN THE TRADlTIONAkSoCIAL SECURITY RENEflI, 

• 	 The 12.4 ensures only 72 percent ofbenefits in 2032 and 66 percent in 2072. There are different 
mechanisms for getting additional resources for the traditional benefit, including trust fund 
investments in equities, traditional revenue sources, and integrative plans. This proposal would insist 
that a mechanism be found to get additional resources inio the traditional benefit. 

fART tt3j ANNOUNCE AI2IHTJQMI. PR1NCIPU)S fOR COLI.ECTIVE INVESTMENT 

• 	 rndependent board hires private investment managers: none of l:lcm wot:1d control more than 1-2 
percent of the stock market. 

• 	 Investments in passive index funds commingled with invcst:nents ofprivu.tc Individuals. 
• 	 Diffuse voting rights by keeping the amounts with any om: manager smaIL 
• 	 Ask for bipartisan process to ensure independence and non pohticization. 

PART#4i APPITIONAL PRINCJ.f.J~t:S FOR INDlvmUAL'AcCQUNTS 

• 	 Any individual account must have a gU3:antee that no maHer wha! happclls, people havc ~\ basic 
guaranteed benefit -- equivalent to current law benefits. 

• 	 Individual accounts must make the system more progressive for those who rely on Social Security the 
most -~ older wornen, the disabled, low wage wo:-kers. 

• 	 An individual account plan must keep administrative costs as low as possible. 

J!ARlti5: ANY REEQRM.fLAN MuST CON RAT PQVERTY AMONG 'Om ELDERLY. PAlnlCUl.ARLY AMONG 

WfPQWS1 

• 	 Plans must i.ndudc increased survivor benefits, or other anti*povcrty measures. 

PAIn #6; luYESI . .lLS.H.nCP,NT OJ: SI.1BI.:LUS TO I~;~n'r..:-:I) ~lEnICARF,; TO 2020 

£L\nljt.1.;_Rf,S~RYf<~ 15 PERCENT Of StFRPI.US £QltMH.ITARY REAOlNESS A;"\f) I'BJ::S;£lli.GJ)Q.Mt<:ST1C 
PRIQRITIES 

PART if 8: OIWlm TO PARTICIPATE !~.BII'ARTISAN PROCESS -fa AClIIEVE SI\~JN'GS fROj\l SOCIAl, 

SECURITY I;-..! QI(n~:n T~l MAKE M.QRE Rt-;SlJIJRCf.:S AVt\ltAHU: fOR MKtllCAIU; 
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, 'infaining Support ofDemocrats 

• 	 Some De.:nocrats may feel that the door to individual accounts has been opened without a clear 
formula for protecting the traditional Social Security benefit. 

• 	 Allocating 12,4 and more to preserve the traditional benefit may reassure Democrats that we will 
accept individual accounts only if they are on top of the existing system. 

Reaching Out 10 Republicans 
• 	 Proposal brings Republicans to table by opening door to individual accounts and by not committing 

to collective investment. 

• 	 Strong conditions on individual accounts and lack of specifics may leave some Republicans wary that 
we are avoiding "going first" and unsure of whether we really want to get a deal done. 

• 	 By ruling out carve out proposals, we alienate Republicans who favor such an approach. 

Public Display ofBipartisan LeaderslJip 
• 	 Wins points for clear statement of current consensus and determination to resolve remaining 


disagreements in a bipartisan process. 


• 	 Lack of specifics and tough -choices may be seen as: failure in leadership. 

Elite Medial COilcord CouUtioll 
• 	 May face criticism for lack ofspecifics. 

• 	 Will receive credit for allocating 85 percent of surpluses to long term fiscal challenges, and 

particularly for the surprise announcement that we arc tackling Medicare. 


• 	 Witt be criticized for not making tough choices on bene tit cuts and tax increases. However, because 
we are opening door on traditional revenue options and to the possibility of a bipartisan agreement to 
reduce the, share of GDP spent on entitiements fot' the elderly, this critique may be somewhat muted, 

• 	 May receive severe criticism for allocating surpluses for many years into the future (altqough Gramm 
and Dominici are doing the same thing,) 

• 	 Possibility of getting some credit for avoiding irresponsible tax cuts. 

Will Opening Bid Avoid Polarization mId Lead to OJ; Acceptable Final Resuir? 
• 	 By not laying out a spccific plan and by leaving open the decision about collective investment versus 

individual accounts, we avoid aHacks and maintaia maximum nexibilily to work with all sides. 



;.V ARlATfON: ANNOUNCE DATE THAT YOU WILL UNVEIL A COMPLETE PLAN 

Proposal: 
For either of the two options above, you could give fewer details in the State of the Union, and instead: 
1. 	 Call for everyone to focus on saving the surplus to meet future retirement needs. 
2, 	 Make a strong call for bipartisanship and for hard wrk over the next 4 to 6 weeks to put together a 

plan. 
3. 	 Announce basic principles on progressivity. corporate governance. and on dealing with Medicare, 
4, 	 Annoum;e that after a few weeks of consultation, you will put forth a plan by a specified date 

(February 25 or March 10 for example). 

Advantages:, 
• 	 This 'option may solve our rime trap. At the moment there is pressure for immediate leadership. and 

for you to put out a plan. Yet Democrats are not sufficiently engaged in the issue to know what 
options are acceptable to them. By giving them more time, and forcing them to reach a C011sensus in 
the period immediately following the State of the Union, we will encourage them to confront the 
difficulties in plans that they may currently think that they favor. give them the opportunity to move 
toward the center, and give us the opportunity to obtain more infonnatjon about where they reaUy 
stand" 

• 	 Shows leadership while still giving Democrats significant time to get up to speed and to work with 
you on specific proposals, 

Disadvantages: 
• 	 Locks you into going first at a specific time without knowing what the future political environment 

will look like. 

• 	 While it may make some people work hard to engage in the process and advise you, it may 
encourage others to sit back and wait to see what you come up with. 

VOLUNTARY INDIVIDUAL ACCOUNTS 


There are different ways to have a voluntary individual accounts plan or a component of an individual 
account plan that is voluntary. For example: 

• 	 We could provide a tax-favored investment option with incentives for low-income peQple to 
contribute. such as a govemment match (similar to an IDA). 

• 	 The government could make an annual $100 contnbutioll to every worker's account, and then give 
individuals the option to make additional contributions Oli their own. 

• 	 Budget surpluses could be llsed to get the accounts started with 10 years of contributions, with the 
notion th:1t it would be up to individuals to make their own contributions thereafter. 

Til ESE OPTIONS CAN BE APPLIED TO ALL OF TIlE PLANS 



OPTION # 3: PHASE IN TAKING SOCIAL SECURlTY OFF BUDGET 

PART #1: CREATE A NEW "REAL" SOCIAL SECURITY Rt;FORM BUDGET 

• 	 Announce that we are taking Social Securily offbudget over the next 10 years. and that 
every dollar of the $1.7 {rmion dollars in Social Security surpluses will be invested in real 
assets in a new trust fund. 

• 	 Phase in would allow us to maintain balanced budget. and to come up with additional 
funding for defense and discretionary priorities, 

• 	 Would not need to describe, the phase-in to Social Security being off budget as replacing 
a "sham" trust fund. Instead, we could say that the fiscally responsible Prestdent is 
moving on to tackle an even more ambitious goaL 

PARI #2: Ir;VF,ST 'fRUST FUNIlIN EQUITIES 
• 	 Announce that the new Social Security trust fund would be partially invested in equities. 

-Corporate GOl'eriJallCe 

o 	 Independent board hires private investment managers: none of them would 
control more than 1~2 percent of the stock market. 

o 	 Investments in passive index funds commingled with investments of 
private illdividuals, 

o 	 Two-thirds rule with both Houses to affect investment choices. 
o 	 Diffuse voting nghts by keeping the amounts \vith anyone manager sntalL , 
o 	 Ask for bipartisan process to enSUre independence and non polilicization, 
o 	 Open to all ideas, 

PART #3; Two Orr HUDGn YAR!ATlQ~S 

Option A: 	 Make g,cocrQUS use Qfsurplus to maintain full ben!(fils. Transfer nearly all of the 
on-budget surplus for as tong as it lasts in order to preserve full benefits without 
relying 00 traditional revenue increases or benefit changes. 

Option B: Cgmbine traditional rcroons with sumlus transfers and eql,lity investments to 
. achieve 75~year actuarial balance, Close one-third of the solvency gap with 

equity investments (invest 35 percent of the trust fund), one~third witb transfers 
from the on-budget surplus (transfer an amount equallo about I percent of 
payroll), and one-third with traditional reforms, Even without the traditional 
refoms, this proposal moves the trust fund exhaustion date to 2050 (from the 
current 2032). 

9 



• 


ALTERNA'I'lVE OFF-BUDGET APPROACH: LI1AVE OPEN THE FORM OF INVESTMENT 

Take Social Swyn,): offbudget and announce principles but not a complete plan. 
• 	 Announce that Social Security should be taken offbudget over the next ten years. 
• 	 Leave open the allocation between collective investment and individual accounts. 
• 	 Give principles for accomplishing the rest of Soda1 Security refonn similar to those in option 2. 

For example, the fuH 12.4 percent payroll tax must continue to fund the traditional benefit, . 
collective investment must be accomplished by contracting with private managers, and individual 
acco\lnts must be progressive. 

Maintaining Support ofDemocrats 
• 	 By creating a "real" trust fund with marketable securities rather than IOUs, we strengthen the 

credibility of Social Security within the context of the traditional program. 

• 	 Proposal provides big Democratic victory since the plan virtually shuts down the possibility of 
unpaid~for tax cuts for at least the next 7 years, 

• 	 In combination with the President's principle that the full 12.4 must go to the traditional benefit, 
makes it unlikely that ir.dividual accounts will be.a major part of the plan. However, absence of(tdd~ 
on individual account options may displease some Democrats. and by removing add-on option, the 
proposal may make a carve--out plan more likely, 

• 	 May limit resources available for other Democratic priorities, Even if a phase in that allows for 
defense spending and NDD priorities can be accomplished, such a plan leaves little room for 
Medicare spending, or other priorities that might arise hefore 2008 

Reaching Out to Republicans 
• 	 Key Republicans including Archer have argued that Social Security should be offhudget. Some 

RepUblicans think this proposal will help them meet their goal of shrinking government. 

• 	 RepUblicans may support a phase in so as to allow for dcfer.se spcnd:ng. 

• 	 With Social Security offbudget, the system will appear more independent. This may reduce concerns 
about tru:;t fund investment in private securities. 

• 	 Republicans might respond to the phase~in proposal by trying to take Sociai Security off budget 
immediately. This has the following potential political downsides: 

The President would no longer be seen as having bdu:1ccd the budget 

Previous statements about fiscal accomplishments may now appear to have becn 
deceptive. 

!O 
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• 	 Republicans might respond to phase-in proposal by trying to take Soci.l Security off budget 
immediately. This has the following potential policy downsides: 

Pcrception$ of deficits instead of surpluses could fuel new pressure to achieve immediate 
balance by cutting discretionary spending and shrinking the role of government. 

• 	 Draws significant attention to the current practice of using Social Security surpluses to finance 
general spending at a time when we are likely to be proposing additional spending on defense and 
domestic priorities, Republicans may criticize us for using t~e phase in in order to accomplish neW 
spending. 

, 
• 	 The difficulty of funding mdividual accounts in an off-budget world may dampen Republican 

enthusiasm for rCrOnTI. 'While it would be possible to wait to start individual accounts until after there 
arc large on-budget surpluses (perhaps 2008). this delay would reduce the appeal of the proposal, and 
would make it hard to design a package in which the build up of individual account assets matches: 
the phase-in of benefit cuts. 

Puh/ie Dilplay ofBip(frlisall Lc(UlcYship 
• 	 Appeals to people who are concerned that the current trust fund is not real. Off~budget proposal has 

enthusiastic supporters on both sides of the aisle. 

Elite Medial Concord Couliticm 
• 	 Attitude of elite media wilt depend on the degree to which the proposal relies on traditional reforn1 

options rather tha.n on surplus transfers and higher returns, 

• 	 Plan is immune 10 arguments about double coun~i:lg, 

• 	 E<lsier to argue that tough choices on Social Security benefits and rc\'enues are helping SOlvency, 
rather than simply increasing lhe general budget surplus and the likelihood of tax cuts. 

• 	 Docs not leave much cushion in case of an economic downturn. Risks return of significant deficits. 

,Vill Openi"g Bid Avoid Polarization ami Lead to an Acceptable Final Result'! 
• 	 Because the proposal wiil be seen as having bipartisan support on both sides. it could gcner~te 

momentum for bipa.rtis3:1 fcfoon. 

• 	 Tightcr resources, at least in early years, could make it hJrd to provide wins for both SIdes. 

• 	 If Republicans think the proposal has ruled out individual account and tax cuts. they may decide no! 
to participate in the process unless we are willing to consider a carveouL 

• 	 If Democrats decide that this approach will create new pressure for cuts in education and health care. 
this proposal could also lose their support 

I I 
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December 22,1998 

TO, Gene Sperling 

FROM: Jeff Liebman 

SUBJECT, Three new plans devised by Ken Apfel 


Ken wants you to see these three new plans. They have a fair amount of pain and only a 
moderate amount ofequity investment and surplus transfers. 
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SSA Pro"", Unified Budgat Trans'.r. _ for OASDI Solvency (1 of 2) 

Basic Provisions: Change in Actuarial BaianC& 

RaIse NRA from fS7 10 68 for ege 62 10 2034-39 (after addl I l-yr hlalus). 0.17 
Raise taxable maximum 10 tax 90 peroen1 of coverod earnings by 2021. 0.49 
tncrease benefit computation period 10 00 In 2006, 3710 2010, 38 In 2014. 0.19 
Cover all State and local govt employees hired In 2011 and laler. 0.18 
PErf aged surviving spouse beneficiaries 75 ""roent of couple benefit, If hlghar, but 

Hmft this option 10 the amount payablela survivor as a retired worker ff had PIA 
equal 10 average retired worker PIA In year of SUN eliglblilly. Phase In by 2040. ·0.12 

SpecIlY lb. COLA as changO In CEil... 0,2% starlIn. December 1999, ~ 
Tolal for Basic Provisions 1.16 

' .. 
Plan A Achieve OASDlActuNfBl BalsOCl wIth. R,defm for 8m lmnsftr; gn·budr!Q( sum. bi.tn9.fit cut 

0) Basic prOVisions (sbove) 1.16 
b)Redeom OASOI special Issue securllies al an amount equal to 1 ""roanl of 
taxable payroll!or Ihe purchase of Slock beginning 1999 so thallha percent 
olthe TF Invosled In G10cknevar oxceeds 35%. 0.72 

c)For yo",s 2oo21hrough 2013, transfer up to 1 porcent 01 payroi from tho GF to 
Iho TF (limited to size of on·budgel so!»lus projected under FY99MSR D@CPI+POP) 
Whore on-budgel su!»lus Is lesothan 1 pereant of payroll. ",deem (b). 0.20 

d)Gradually roduoe Ih. PIA behetn factors by 3.5 pe",ent (pha.eln 2001·2040). 
~on dQes not aoply to disabled WI} and young su!YiVor benefits, .Q..12 
Change In OASOI actaurlal balance for a), b), c), and d) 2.19 
OASOI trust fund ratio at end of 2072 Is 103 pe",ent and Is declining by 20 peroent peryaar. 

Em. B AchIeye OASD/AcIURd., BIIIII/W! wltIl R.dBW for sf{1!!/(, tmnsftu; en-budge! lIurp. benefit cut 
a) Basic provisions (above) . 1.16 
b)Redeem OASDl spoolallssue securftles begin 1999 at an amount equal to 1 percent 

of psyroO for stock, IlmHlng stock holdings to 25% of Trust Fund Assets. 0.52 
c)Foryears 2002 through 2013. tranG1er up to 1 percent of payroll from Ih. GF to 
the TF .sln Plan B above. 0.20 

<illiiradu.lJ~ rod""" Ibe.fJII bed 100191. bv I1,Q pe",enllllliMl>ln 2001'2040), 2.a1 
Change In OASOlaeta"rlal balance for a), 0), c), and d) 2.19 
OASDI trust fund ratio al end of 2072 Is 99 percent and Is deClining by 17 peroen! per ye.r. 

Emu k AchleVl! OAml ActuadalBalan.. wltll Rf/dgem l'IIe stool<. BIImdII Cut 
a) B.slc provisions (abova) 1.16 
b)Redeem OASOI speclal Is.u. secur1tles alan amounl equal to 1 percent of 
_I. payroll for lhe purchase of stock beginning 1999 so thai the pareent 
of tho TF Invested In stock naver exceeds 25%, 0.52 

d)Gr.dually reduce the PIA ben.m factors by 14.6 percanl (phase In 2001·2040). 
Reduction does not apply to disabled (PI) and yoyng sUlYlvor beoofits. .Q.02 

Chengeln OASOI aotaurlal balance for a). b), and d) 2.19 
OASOII.!st fund ratio al end of 2072 Is 100 percent and Is declining by 13 percanl per year. 

ti2U/$; 
Transfa,. to Trust Funds as percsnt of payroll are IlmHod 10 On-Budget Surplus (OMB FY99 MSR O@CP1+POP) 

Transfers are used to purchase stock up to a prescribed limit, and then aro used to purchase special bonds 

AD UB surpluS under MSR assumptions that is n.ot transferred is assumed to be spen1. 
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SSA Props: Unified Budgot Trano"'"" Neaded for OASeI Solvency (2 of 2) 

Esllmated Trust Fund ....ts held In tile fonn of stock wnh the market aggregate valu. at 
$9,3 Ttlillon at the beginning of t 998. wl1h growth at either tho ... to of growth In GOP or 
the expected total yield on 01001< (3,84% oqulty premium over LT US Bond) 

Trusl fund Asse!. Held In Siock at beginning of y"", (aOY) 

Plan A Plan B Plan C 
~fl3 Of cummt dol14n) 


2000 38 38 38 

2010 865 746 653 

2020 2,581 1,743 1,467 

2030 4,337 2,817 2,312 

2040 6,188 3,837 3,000 

2050 8,842 5,347 4,146 

2050 11,094 6,692 5,355 

2070 9,305 5,818 5,131 


Trust Fund Stock BOY .s % of Marko! (Mari<et grows wnh GOP) 

Plan A Plan B Plane 

2000 0,4 0.4 0.4 

2010 5,2 4,5 4,0 

2020 9,7 6,5 5,5 

2030 10.3 6.7 5,5 

2040 9,1 5,6 4.4 

2060 8,2 4,9 3,8 

2060 6,5 3,9 3,1 

2070 3,4 2,1 1,9 


Trust Fund Stock BOY as % of Markel (Mari<et Grows al GDP+l ,6%) 

Plan A Plan B Plan C 

2000 0.4 0,4 0,4 

2010 4.3 3.7 3,3 

2020 6,8 4.8 3,9 

2030 6,2 4.0 3,3 

2040 4.7 2,9 2,3 

2050 3,6 2,2 1,7 

2060 2,4 1,5 1,2 

2070 1,1 0,7 o.e 
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MEETING ON SOCIAL SECVRITY . 
JANUARY 4, 1999 " 

L Criteria fot decisions 
H. How new budget projections change the on~budgetioffMbudget calculus 

1II. On-budget option 
IV. OflCbudget option 



L 

CRITERIA FOR DECISIONS 


Will it help maintain support of Democrats? 

2. 	 Will it reach out a hand to Republicans and show them that we are serious about 
bipartisanship? 

3. 	 Will the public see the President as showing bipartisan leadership? 

4. 	 Will the elite media and Concord Coalition types feel that the proposal demonstrates 
fisc.at courage? 

5. 	 Will the proposal lead the process to get polarized. or will it help move things forward? 

6, 	 Considering where we would like to end up, does the proposal represent an opening bid 
that is likely to lead there? 



" " '. - HOW THKNEWBUDGET PROJECTIONS' -" 
.~. CHANGE THE"&N-BlJDGETIOFF-BUDGET €ALCULUS ; :~: 

-

MSR Projections New Baseline Projections (12128198) 
,,,,, 

On-budget • Off-budget 
Unified 
Budget On-budget Off-budget 

Unified 
Budget 

1998 -63 • 102 39 -29 99 70 

1999 -64 113 49 -25 118 94 

2000 -65 123 58 2 128 130 

2001 -48 131 , 83 10 134 144 

2002 7 141 148 55 143 198 

2003 4 
, 

152 i 156 42 152 194 

2004 23 159 182 59 157 216 
,
i 2005, 39 176 215 72 172 244 
, 

2006 61 184 245 95 179 274 

2007 101 196 297 133 190 323 

2008 138 205 343 166 198 364 

,,,,, 

!,,, ,, 

,, 

,, 
,, 

,,, 
, 
,, 

i ,,,,, 
,, 

Ways in which the lIew projections make taking So~ial Security clfbudget more appealing 

• 	 Under the new numbers, it is possibfe to take Social Security off-budget and still 
have a balanced budget in FY2000 (assuming no new spending)• 

• , 	 New Numbers May Create a Stampede in favor of taking Socia) Security Off
budget. UCBOprQ':{1ctions are similaf to OA1B {ffRiecliQtls. the numbers could lead to 
overwhelming support for t?king Social,Security offbudgeL ' 

If there is going to be a stampede in thfl.t direction, we might want to get in front 
cflt, and take credit for it. . 

Democrats who simply want to define Social Security as an issue fo:- the 2000 
elections may lead the stampede in order to mle out the possibility ofa :najor 
Republican tax cut or of individual accounts, 

• 	 New Numbers May Create Pressure to Use the On-budget Surplus for Tax Cuts. 
Republicans are likely to propose using S68 b,lliol1 of the surplus for defense and the 
remaining $100 billion for a tax cut ! 

¥le couid seek io block a tax cut by arguing that Med:care deserves any additional' 
funds that are available. However, this case is weakened by the fact tbat we will 
be spending two-thirds to three-fourths of the surplus on "f'..TDD and defense. 

8 




Downsides oftakillg Social Security offhudget 

• 	 A phase-in is still nec<iooJo med ISDD and defense objectiteS. but msy be mQre 
difficult p21iIie.lI~ since the spendim: will take .s {rom Dn on-budgd surplus to an 
on-bndl:et deficit in the first few years. 

• 	 New NDQ ~p.ndi.g will be • large sbare nf lb•••·budge! surplus ... Under the on
budget plan, only 7 percent nfthe unified budget surpluses are dedicated to NDD 
spending, llno this is exceeded by the 17"5 percent allocated to tax cuts in the form of 
universal pension contributions, With Social Security taken off~budget. nearly halfof the 
surpluses will be used for NDD spending and there will be no tax cuts to provide 
Republicans with a win. 

• 	 Will be difficult tq extend Medicare solvency through ZQZIl. It would probably 
elimInate OUT chance to do something major for Medicare in the near tenn, 

• 	 Diffi!=.!dttQ fund universal pensions. Reduces chance of an add-on pension that could 
be critical fOT achieving bipartisan reform. Without sufficient funds for an addMon in the 
short-leon, we would either need to invest all 12,4 coltcctively (unacceptahle to 
Republicans), do a carve oul plan (unacceptable to Democrats)1 or wait until 2007 or so to 
start the universal pensions (politically unattractive), 

http:p21iIie.lI


OPTION #1: MAINTAIN STRONG SOCIAL SECURITY BENEFIT BY 
TRANSFERRlNG,SOME OF TIlE SURPLUS TO SOCIAL SECURITY AND 

, INVESTING IN PRIVATE SECURITIES 

PART #1: SIl!E~GTHEN SOCIAL SECURITY 

USE 50 PEUCENT OFTUE UB SURPLUS FOR 15 YEARS TO STRENGTIIEN SOCIAL SECURITY 

• 	 Transfer 50 percent of lhe UB surplus [or the next 15 years to the Social Security trust 
fund, (Alternatively, we could transfer a smaller amount of general revenue for a longer 
periad of time), 

o 	 Could also announce principle that the entire 12.4 percent payroll tax 
should continue to be used to fund the traditional social security benefit 

• 	 Key Question: do we explicitly call for trust fund investment in equities or do we call for 
a bipartisan process to resolve the best way to do the investment? 

o 	 Could announce principles 10 protect collective investments from political 
interference, 

• 	 Kty guestion: When we call for a bipartisan process to achieve reform, do we explicitly 
sayu that we need tough choices on traditional refonn options to close the gap? 

AN~OUNCE PROPOSALS TO REOUCE Er.OERLY POVERTY 

• 	 Establish new widow benefit that provides the maximum of the current benefit or 75 
percent of the benefit the married couple received with both spouses were ntive. This 
new benefit would be capped at the P1A for the average worker, Would reduce widow 
poverty from 1& percent to 14 percent (tentative numbers). 

• 	 Could be more general and simply promise to release specific proposals later. 

PART #2; INVEST 17,5 !'ERCENT OF SlJlll'I.US To ESTAI!I,I1!II UNIVERSAL PENSIQNS ITo 
PRQVIDE I!ETIREMENT lNCQME ANI> FeND LONG TERM CARE EXl'ENSESl 
• 	 Sec options at end of document. 

P,\I\! tl3: IN\'[ST 17.5 .!'l:nCENT Qf SIJllrWS TO EXTEKD ~1.~;mcARE TQ 2020 

• 	 Any additional savings achieved with traditional reforms should also be used to 
st:engthen ~edicare. 

PART #4: ~"~SERVE 15 PERCENT Of SURPLUS FOR Ml1.lTAHY READINESS ANn PRESSING 

NATIQNAkIlill.l~STJC PRIQRITlt:S . 

• 	 Detailed blue print for Military Reudincss over the next 6 years 
• 	 Set aside block for Education and Research 

http:SlJlll'I.US


How Ot'F nUDGEr ISSUE WOULD BE HANDLED 

• 	 Continue to slress unified budg~!. We would continue to argue that the unified 
budget is the relevant concept for budgeting, and we would defend this concept by 
pointing out that it has been used by every administration in the last 30 years and 
that it is the relevant concept for macroeconomic policy. 

• 	 QUI' NOD spendillgkll'SLthan tbe on budget surplusJ:S, Even if you took 
Social Security off budget, it'would be possible to fund our NDD spending out of 
the on-budget surpluses. Our NDD spending is just 7 percent oflhe unified budget 
surpluses. 

• 	 ll!ll.pere~nLofthe Social Sel:llritv surpluses are being.all!'-~. to retirement 
needs. We are using the Social Security surpluses to strengthen Social Security 
and Medicare and to fund universal pensions. 

• 	 Will face challenge preventing a tax cuI. Republicans arc likely to propose 
spending 50 billion on defense and the remaining 118 billion on a tax cuI. We will 
need to argue that remaining surpluses are needed for Medicare. 

How Much Should We Rely 011 Projected Future Surpluses and Equity 

Investments? 


With 50 Ilercent of the trust fund in equities: 
• 	 Using 50 percent of surplus as long as it lasts achieves solvency beyond 2072. 

-. Trust fund would own between 13 and 19 percent of stock market. 
• 	 Using 50 percent ofthe surplus for 15 years achieves solvency through 2068 . 

.. Trust fund would own between 12 and 18 percent of stock market. 
• 	 Transferring a smaller amount (0.8 percent of payroll) forever (even after 

surpluses end) achieves solvency through 20yy. 
-- Trust fund would own z percent of stock market. 

With 	351lercent ufthe trust fund in equities: . 
• 	 Using 50 percent of surplus as long as it lasts achieves solvency through 2062. 

-- Trust fund would own between 12 and 18 percent of stock market. 
• 	 Using 50 percent of the surplus for 15 years achieves solvency through 2057. 

-- T:1.lst ,fund would own bct\'\!ccn 8 and J2 percent of stock market. 
• 	 Transferring a smaller amount (0.8 percent of payroll) forever (even after 

surpluses end) achieves solvency through 20yy. 
-- Trust fund would own x percent of stock market 

(j) 




OPTION # 2: TAKE SOCIAL SECURITY OFF BUDGET AND CREATE A NEW 
", . i "REAL" TRUST FUND' , 

PARI iii; SIRENGTHEN SOCIAL SECURITY 

TAKE SOCIAL SECURITY OFF BUDGET 

• 	 Announce that we are taking Social Security off budget immediately ~~ no longer will 
Social Security surpluses mask on-budget defii;its. 

MAKE TRANSFERS FROM GENERAL REVENUES TO SOCIAL SECURITY TRUST FUND 

• 	 Anyon-budget surpluses remaining after discretionary needs are mel in the first five 
years and an amount equal ~o 1 percent of payroll in later years (or some similar amount) 
would be transferred to the Social Security trust fund. 

• 	 Km' question: Do we explicitly call for trust fund investment in equities or do we call for 
a bipartisan process to resolve th'e best way to do the investment? 

o 	 Since on budget surpluses will not be sufficient to fund individual 
accounts for a number of years, we may want to propose trust fund 
investments in order to prevent a carve out. 

• 	 Key Question: Do we call for a bipartisan process 10 make additional tough choices on 
reforms or do we propose sufficient on budget transfers and equity investment 10 achieve 
solvency even without additional reforms? 

, 
ANNOUNCE PROPOSALS TO REDUCE ELDERLY POVERTY 
• 	 Establish new widow bencfit that provides the maximum of the current benefit or 75 

percent ofthe benefit the married couple received with both spouses were alive. This 
new benefit would be capped at the PIA for a worker with avcrage earnings. Would 
reduce widow poverty from 18 percent to 14 percent (tentative numbers). 

• 	 Could be more general and simply promise to release specific proposals later. 

fAR! tt2: .L1~E ON-Bl;I),{;F...T.,SURPl.. lIS . .EQR CRITICAL DISCRE1IQJSARY NEEDS ANn TO 

STRENGTHEN M EDleARI': . 

• 	 Over first five years, nearly all of the surplus would be needed for Military Readiness 
and Pressing National Domestic Priorities, 

• 	 Any remaining surpluses after discretionary needs are met nnd after .the general fund 
tranr.fers to Social Security would be reserved for Medicare. 
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VARIATION: ANNOUNCE TIME TABLE FOR RELEASING ADDITIONAL 

, DETAlLS()R COMPLETE PLAN.. 

Proposal: 
For either of the two options above, the President could give fewer details in the State 
of the Union, and instead: 
1. 	 Can for everyone to focus: on saving the surplus to meet future retirement 

needs. 
2. 	 Make a strong call for bipartisanship and for hard work over the next 4 to 6 

weeks to put together a plan. 
3. 	 Announce basic principles on progressivity, corporate governance. and on 

dealing with Medicare. 
4. 	 Announce that after a few weeks ofconsultation, we will put forth a plan by a 

specified date (February 25 or March 10 for example). 

Advalllages: 
• 	 This option may solve our time trap. At the moment there is pressure for 

immediate leadership, and for us to put out a plan. Yet Democrats are not" 
sufficiently engaged in the issue to know what options are acceptable to them. 
By giving them more time, and forcing them to reach a consensus in the 
periOd immediately following the State of the Union, we wilt encourage them 
to confront the difficulties in plans that they may currently think that they 
favor~ give them the opportunity to move toward the center, and give us the 
opportunity to obtain more information about where they really stand. 

• 	 Shows leadership while still giving Democrats significant time to get up to 
speed and to work with us on specific proposals. 

Disad"(Jntagcs; 
• 	 Locks us into going iirst at a speciiic time without knowing what the future 

political envirorunent wH1100k like, 

• 	 While it may make some people work hard to engage 1n the process, it may : 
encourage others to sit back and wait to see what we come upwilh. ..---J 
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DIFFE!!ENT, APPROACIIES TO UNIVERSAL PENSIONS',-', . 

Option # 1: Onc..time government contribution plus progressive subsidy. 
• 	 Make one~time contribution (perhaps $500) to give every American a retirement 


individual account (perhap' exclude people who already have IRAs), 

• 	 Match the contributions of low and moderate income taxpayers using a refundable tax 

credit Match rate could start at 200 percent and then fall to 40 percent (40 percent is 
essentially the subsidy taxpayers in the 28 percent bracket receive from existing lRAs) 
as a taxpayer's AGI rises, Workers would have to have at least $5000 of annual 
earnings to qualify (so as to exclude students and pensioners) and there would be age 
restrictions on who could contribute to the accounts (21 to 641). 

• 	 A worker~s total contribution to trarlitionallRAs and the new individual account would 
be cappad at $2000, 

• 	 Would provide default TSP account option, but permit accounts to be invested with 

any approved invest.ment manager. 


AdvalJtagcs 	 . 

• 	 Every American will have an account with regular statements eljminating the obstacle 
to savings caused by the need to find a provider and learn how to sct up an account. 

• 	 Most of the money is allocated to subsidies that benefit only those who engage in the 
desired behavior ~- saving. 

Disadvantages 
• 	 Ifpeople do not take advantage of the match, there will be lots of small accounts. The 

lowest income people may be the least likely to take advantage of the subsidies, 
• 	 Ifmatches are too generous, people whose employers match 40lk contributions may 

im;tead contribute to the new individual account system, Government subsidies would 
replace employer subsidies and iitt1e new saving might result. 

Option # 2; ~bkc flat contrihutions to individual accounts for 15 years to get them 

started. 

• 	 Give $250 a year to every American each year for the next 15 years to get accounts 


started. Thereafter. workers would be on their own. 

• 	 Could continue to give $250 for 15 yeurs 10 every new coh0J1 (for example 20 10 34 


year old,), 

Advantages 
• 	 Gets moderate sized accounts started for every American" 
Disadvantages 
• 	 Contributions are independent of saving behavior and could even c:1couragc additional 

consumption, 

Option # J: ,Kfd~sa"e style accounts. 
• 	 Make flat contributions to individual accounts for children ages 0-16, so that they have 

a $1 0,000 account and experience with investments when they entcr the work force, 

A t/wlIIlages 

• 	 Every American would have a moderate sized account when they clltered the work 
force. After observing lhe value of compounding, they might develop the habit of 

, savmg 
: Disadl'ulltilge 
! • 	 . Educational value might be greater after people have cl1~ered the work force. 


