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In this memorandum, [ wil c&;i;nz the ag?mch 1 thm}( you cught to take in your State of
the Unmn address, an approsch th =- ._ “

i S ik

i1y place.
J

The Republicans can never g 2 yourgso
nvestzgatmns they pursue or p ; e o
Your accomplishments in ﬁcf‘uungt_&hzmmue Party, changing the shape of American

politics by defining @ new centar, lc&dmg m«g Third 'Way politics throughout the Western
democracies are, if secured, alast ieg_ v’ Ahak; letﬁy gmw as time passes.

footnote; it is tmiy hzstomc

Qur challenge now - and }«:: ¥ chy
firm ownerghip of the politics that
knows as New Demoerat and :hat s
worze stes] it away from us. Meet
it is also critical 1o the politlcal sn 2
bcyond -

Raﬁuplfgﬁﬁs iike Geergc W. Bugh, don't co-opt it or even
lxmm:ziy egsential to securing your legacy, but
&gm:dfmt and the Democratic Party in 2000 and

Continuing to own our poli Lm}I mﬁ@ zzwr: dlfﬁmm without you, for we will never
see a political feader in our lifeti mﬁx” ?m@éﬁ}ica} skill. For that reason, I belicve &t {5
imperative that you do everything yof oan tor W‘anershap of the Third Way for the Democratic
Party. M} strategy for duing that st%m wz;b,ﬂtc Sﬁr& cf the Union.
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The State of the Uinion

T T AR P P By EHE

The tone of this State of th Eﬁucn 4 unusaaﬂy :mponan{. You need to be bold, visionary,
and strong! When you finish, youp azzi the paxinc&i press 1o say, impeachment or net, you are in
charge, senting the agenda with bol and zzmwams ideas, while your political apponents wallow in
impeachment. You want to remin ordmaryw‘iats Wﬁy }rou ‘e such a good President and why they
give you a 73 percent approval £t ¥ -

'".f"hc way o do that is by ag & b}g aﬁ&wszenary them and by hac:kmg it up with a few

of become £imid becéusz of imp '_" D
than ever to secure a place in histo ._;_s g cmraﬁlzfmg"thc g&lxt:cai revolation you started in C]evciazzd
in 1991, | KR

1} The Big Theme
:

:pmgxess” In your 1996 State of the Union,
you {iez:iared that the era of bzg govpriments In the 1999 State of the Union, on the eve
of 3 new cantury, you should declad® the m?ﬁw mms" has begun. ch}acmg the era of big
govtmmenz with the exa of new! p egs shbuld

'I‘ha{ framework offers a o ;g! f orike i t%ng pcc;z!e of your mceré the progress we've
already achieved. You can offer youk Litany ¢ achie jémients ~ on the econom, the budget, welfare,
crime, streamlining goveroment, etd,’ : ;
they were made possible, in large p %mag&:ypg@gnwthe eraof big government in @ progressive
way. You :«,‘placecf a big goverm : tl_wigiga s@iﬁ?l’erl.\;mm effective, mpow&mg Third Way

the arn of aex;r» Progress.

23} The ideas :'

speach, Buti think, in the end, wiisl t:: this : azzy lasting or defining impact wﬂi ézpené

oft what you fay on Social Stzwnty deagg ,aﬂgmﬁan rcfc:rm, and & handful of other issues.
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in the next issue of the z&’w Demo dt (m;cle a.t.tachad} The essence af that bargain iz as foliows:

You reaffirm your comuni ,, to pzem:vzzzg thc system’s social insurance for the disabled
and survivors, for which there remi 500 g!ausibfa zmvab: alternative, and back reforms aimed at
strengthening Social Security’s bas gumtwaggmst poverty, both by raizing the minimum benefit
all retirees get and changing the of zda:&é{m-’a iizc pmdums high poverty rates among eidsrly
watnen, espzeially widows., | .. L. R

You could then sappm'tdir}' SRR S smai .g;mmga of pg}:mil taxes into personal ratirement
accounts. By lifting the “ﬁmr" f° Vmi‘ié «mithmby guarant:cmg that no low-wage warkcr
wotld be made worse off by ‘ ?

Faéeml Theift Savings Plan, whzc 3
overly conservative or too risky.- Tha
Social Security continue to collect Bl
accounts d:xigz;azed by worker&‘:-«

?15:;}15& fo:rs a modei for keeping ovr:rhaaé dawn havc

Finally, you could chaileng Bihon Qkall §Ldes n{‘ th: Socnal Security reform issue to ensure
the systemn's solvency while also ﬁtz £5) 4 : It t’a a;:azzzaliy funded system, Itmakessense
to dedicate a healthy chunk of fu s’@z@}u&e& tea zi:at puxposc. In Muon. Congress shouid
ernbrace 2 gradual increase in the EITe
average life span of older Americs "far boomcrs to help solve the problems their
retirernent will create is to work 1§riges). ghcpmg‘tha wark force from shrinking as rapidly aod
boosting payroll tax revenues. Ledy' dia ‘;gbu‘t”nﬁ zmpottam ways o cloge the ﬁzn{img gap
include bringing state and local em g injo g
dowz:wazd‘ S

Breaux had a piecein z‘zziastﬁew D :

PR
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Qn Medicare: Tthink you g'hmzid thm’n: hzzrd ai:mxz pledging to work with the proposal that -
comes out of the Breaux-Thomas Wedicare Commsmn, Irealize that is likely to be controversisl,
but the Madicare crisis is more %ma:zizs:fs tizan Sociai Security and identifying with Breaux's
propesal would be a bold and, I tth the.: ngkzihmg«tc do.

quarrei with masz of the new spe ¢
accountability.

accouﬁzabxht} you maks Lhe Dem ' ati 'mmfmupa happy but you lose n lot of the reform edge
. e

: '_;n;ally smcus about improving public schools,
=2d m;g o pmpasc moare meney for schoals.

Simply, to establish some l' ired ‘&W}mﬁcﬁ'hwe to meet to get federal aid for
eaducation. RAY '

‘_, ;v,\{

ﬁ@%}é te::cxvc aid wh:ch didn’t ;mgosc: standards

You could deny aid sta : Dat Giee
ﬁdoymg g performance contrsst  $p

2186 i wizz‘%ﬁ"ss’}zéq}a spczzt more thar & pamcuZax pervent of their
i m‘mﬁm ‘hEdlassr

{-_{.‘rzc{'fed.cral aid to force accountability in'the

‘z sxgrm} you can send that you want 10 se¢ the

qu\@/y of a:!uc:athz improve,

Qu National Servies: | o cﬁi for an expansion of Americorps. No

ﬁsh!ﬁ:&ﬁn& 141 Yesponsibility bevter than Americorps. U've
%zsin’if%:cxpandad service corps o pravzz!e home care




"

for elderly people who might be fe to Hve at home ingtead of in a care facility if they had someone

who couid visit them zvery day.; make: sun*. they can get medicine, groceries, and o doctor’s
appointments, ete. ] N

On trade: T think you mdéto ‘z;c very c}ear zizat despite the growing protectionism at both’
ends of the political spectrum, y@ remm ﬁm&y committed (¢ expanded trade and 10 opening
.markets for American goads. N ¥

RN

13 M*‘}i‘

[ believe you should of‘f‘er j new bugam rm :mdc
‘2'? P
"One parr of that bargmn is &nakmg it clcs.r that the Urmec? States stands for expanding, not
testricting trade, by coming back Qith a fast tmck pmpegal and any other trade initiatives thai are
necessary to keep the economy gra&zmg Do

Eat

The other side of that barggm sizouiii ix& a~ fiew commitment to an investment package ©
expand the winners® circle, so thaziwry Azamcazx w;ﬂ havc the chance to share in the benefits of
the new sconomy and cxpanded tr%d x e

In the most recent admcmﬁ £ ti:e. DLC s mw Journal, Blueprint, Bob Litan has a piece
{auached) on expanding the wi mmlc m whtch i:z: discusses a number of ideas. But two that
I think are especially notewoz!by Te ST

* an idea Rob Shapiro hadiprom am& ;makc an-the»»;ab training more accessible 1o all
workers, not fust the wp echelon’ ? rkm i wmpazxxcs kt is w0 add a “nop-discrimination” clause
to the tax deduction firms now get X2 tz‘mmng cxﬁmcs for employees — so that they would only get
£ 4 hrﬁ&ﬁ spectrum of workers, not just the top employees. A

that deduction if training is offered®
similar “pon-diserimination” clavsé for Mnctmzz&for health care and pensions.

no

g
¥ a new ides for funding mmg a‘agl caa&m}mg etucation that we call LEAP (Lifelong
u\J ducation Aclvmcem:n: ?ursmt} 14 si. medticz:t cm the college loan program. Throagh LE‘.A?
1

wotkers horrowed an aversge of 33 l' 0’ 4 yeai‘wﬁ;&aa anmzai interest subsidy (wnmmg the dcla} ed
payment bencﬁz} of 10 percent, mcrgcvemmm‘s cast wouid be 10 percent, of one-sixth of the
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Ln welfare and poventy: Ccmc back w:th'yczzr ddy care proposals to ease the transition
from welfare to work. And, I'm irgfavar of vfhatwar ideas Andrew Cuomo has for increasing home

ownership among poor people. 1 ould: m&k: ttzat :dca ar.:h;evzzzg the American dream of owning
. a home possible among dzsadv&n _ ged Amm{mn -

On corporaic welfure: Fa;\ “

‘indicated - is to cut corporste v?ei fire '(

Lfare & mout getting your head chopped off is still the

o s RaseCly i&g like commission that recommends, for an up

or dawn vote, each yeas w?nch sulfsidies s&ufgﬁ”%fc&eﬁmmﬂed or trimmed. You should propose

- | 7 m $50 billion in corporaté subsidies a year,

Y sp:mscmi a bill to implement the Shapiro

¢ 47 3E a]i parts of the Democratic Party and that pots
s, on the spot.

=% 'dfd ajrea;iyi T won't add 2 detailed plan for
‘ i’fﬁskc sure we continue to own the politics we

following wp the State of the Uniorfwit u: gan
created after you leave offise. ..

Way Presidents, which I've shamﬁ e
in this century has seen his politics
are committed to making it happep

That's why we're. making a :‘ e gt‘effm m@:mn scvcmt hundred up and coming state and
local %caders amund the country enn w't& taaticl _‘ poiztzf.:s in their day o day activities, I'm

: A Pﬁg‘;?iu w%;_a:c we're trammg legislative and local
leaders tday, :



b i

r.:ducaizon a*:ffort z:ver the next 1% months both to educste e
; anci za maw areal identity for the \?cw De.mucrat brand. As

Ve need 1o jaunch a re
Amer ca pecp‘c on the ’I’hu‘é

ids, bugm.m mw Democrat brand so voters upderstand what
npdign.. You sixmﬁg use that campaign, after the impeachroent trial
ends, to help ensure that your leg is whai ﬂaﬁéhl& Ye. I'm ready to do whatever's necessary 1o

make surc that happens. And, 1'§e gct_sp;na ’ﬂzgmght.s abuut bow we do it that we cag discuss
whenever you're ready. ; ;

Goed tuck.
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MEETING ON SOCIAL SECURITY AND STATE OF THE UNION
Cabinet Room
January 14, 1999
4:00 pm

AR AGERDA LG

I. STRENGTHEN SOCIAL SECURITY
I EXTEND MEDICARE
IIE.  UNIVERSAL SAVINGS ACCOUNT

IV. CrMICAL DISCRETIONARY INVESTMENTS

. V. DEBT REBUCTION



- STRENGTHEN SOCIAL SECURITY

L Iransfer 58 percent of the UB surplus for the next 15 vears to the Social Security

trust fund.
0 Toial transfer would be roughly $2 trillion over 15 years.
» Invest 35 percent of the transferred surpluses in equities to achjeve higher
for Sgcial decurity
0 If a satisfactory mechanism can be found to invest the trust fund’s assets
with private managers, this option could extend the trust fund’s life to
208G
o If asked, would sav that the trust fund would own an average of sbout 4

percent of the stock market,

.
»

Q Will support efforts to enhance Social Security benefits for widows and divorced

. beneficiaries, groups that have high poverty rates.

.

o Eliminate the complex and often misunderstood earnings test that discourages

work and participation in the economy by elderly Americans.
EXTEND MEDICARETO2020: - - .

g Dedicate 18 percent of the surplus to Medijcs

o If we take (his money and do nothing else, we can extend the trust {und unti]
2020, But if we work in a bipartisan way to improve and modemize the system,
we can make room for preseription drug coverage, and still extend the program
through 2020,



- ESTABLISH UNIVERSAL SAVINGS ACCOUNTS .

We should also sirengthea the second and third legs of the retirement security system, by
ensuring that every working household can have 3 USA savings account to moet the costs
of retirement and long-term care,

The accounts would offer working famaiiies a flat contribution to their accounts and/or a
government match of their saving that would give the most significant incentives to save
to average and hard pressed working families.

MILITARY READINESS AND DOMESTIC PRIORITIES .

Reserve 13 percent of surplus for military readiness and pressing national domestic
priorities.

Detailed blue print for military readiness over the next 6 years.

Set aside black for education and research.

DEBT REDUCTION

Pay off $150 billion i debt with the surpluses between fiscal year 1998 and fiscal year
2003.

For the remainder of the fificen year period, set aside 10 percent of the surplus for
additional debt reduciion.




»

KEY ISSUES IN SOCIAL SECURITY PROPOSAL

. KEY ISSUE #1: Investment Strategy for Surpluses Transferred to Social Security
' o Recom
would be invested in equities.

o After the fifteen years of surplus transfers are completed, we will Limit the share
of the trust fund invested in equities to 20 percent in order 1o keep the trust funds®
share of the stock market from becoming excessive.

o This would permit the exlaustion date to be extended to 2050,

KEY I1SSUE #2: Strategy for Answering Questions About the Share of the Stock Market
Owned by the Trust Fund

. Recommendation
o We would not go out of our way to raisg this issue.
& If asked, we would say that, on average, the trust fund would own about 4 pereent
of the stock market.
. 0 If further pressed, we could report that the maximum share of the market held by

the trust fund would be around 6 percent,

KEY ISSUE #3: Corporate Governance

. Recommendation:

o 30 not start with specific mechanism for collective investment of the trust fund in
equities,

o Instead, say that we believe that we can waork together 1o find o way of investing
that is:
- independent

- nan-political

e hires the top private sector ivestment funds to do the investing

- prevents loss of Social Secunity relirement income to high fees and
administrative costs.



. KEY ISSUE #4: Attitude Toward Add-on Individual Accounts
* Resommendation:

o Best approach is to strengihen the iraditional guaranteed benefit Social Security
program while creating universal savings accounis that are cutside of and in
addition to Social Security.

o Any individaal accounts that are part of Social Secunty would raise a lot of
difficult questions that would have (o be resotved 1o ensure that we were not
adding unnecessary risk and administrative complexity to a system that has
worked s¢ well for 50 many decades,

KEY ISSUL #5: Ruling Out Carve-outs Without Creating Momentum for Taking Social
Security Off Budget,

. RBecommendation:

o We would say that we do not think that we should divert a part of the Social
Security payroell tax in 2 way that would replace part of the guaraniced Social
Security benefit with a risky and untested individual account.

KEY ISSUE #6: Double Counting
. Issue:

o We may be criticized for taking dollars from the Social Security payroll tax that
have already been credited to the trust fund, and spending them again both to
strengthen Social Security and fund other priorities.

b Recommendation:

o We can debate government accounting rules forever. What is clear is that we are
taking over $2 triflion that could be spent on immediate short-term needs, and we
are saving them and mvesting them for Social Secunty,
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. _ KEY ISSUE #7; How Do We Make Sure That the Amounis We Transfer from the Surplus
to the Trust Fund Do Not Stay Arsund to Get Traasferred Again.

. Issue:

o Under current budget scoring rules, intergovermmental transfers from the umfied
budgst o the trust fund that are used to buy Treasury bonds do not result in a
reduction in the unified budget.

O Thus the dollars would appear to be avatlable to spend a second {or third or
fourth) time.

¢  Recommendation:

o We will make it clear that we intend for dollars transferred from the unified
tudget surplus to the Social Security and Medicare trust funds to reduce the
surplus available to spead on other things.

O We will work with Congress 1o modify the budget rules so as 10 make surg that
this happens.

. KEY ISSUE #8: Widow Poverty
. Issue;

0 We could release a specific proposal in the State of the Union. However, it would
raise long-term costs a bit, and might lead peopie to question why we are being
specific about the benefit increases but not about the tough choices,

o Announce specific proposal to provide elderly widows with a benefit that is 73
percent of the pre-widowhood benefit received by the married couple rather than
the 50 to 67 percent widows receive foday,

o Altemative would be {icﬁ,;lare commitment to addressing the problem of widow
poverty and to promise to release proposal later.



l N

. « KEY ISSUE #9: Eliminate the Earnings Test

Options:
by

0

Do not mention this now,
Call for the immediste elimination of the eamings test,
Call for eliminating it over the next several years.

Eliminate the carnings test at age 65, but not at age 62.



KEY ISSUES IN UNIVERSAL SAVINGS ACCOUNTS .

KEY ISSUE #1: How Specific Should e Be Now?
* Recommendation:
> Announce that the Universal Savings Accounts will provide a small, equal
contribution for every participant, and that in addition, the government will

provide matches for worker contribations using a progressive formula.

o The exact size of the contributions, match rates, tod income limits will be
announced later.

KEY ISSUE #2: How Soon Will the Accounts Start?

L4 issue:’
0 There are Hikely to be significant administyative considerations to address before
these accounis can be set up,
O While we do not have 2 good estimate for a start up date, it is possible, for
example, that they would not be able to start untl 2003,
o It might be possible to make four years worth of contributions n the start-up vear
in order 10 make up for the delay.
o Options:
Q Announce that we will start them as soon as feasible.
o Announce that they will not start for a few vears,
0 Announce that they will not start for a few years, but that we will make extra

contributions in the first year to make up for the delay.



KEY ISSUE #3: At What Incomes Should Eligibility for the Contributions and Matches Be
Phased-Out?

* fasue:
G I the accounts phase-out quickly (for example by $60,060 of Adjusted Gross
Income), the costs will be less than if the program gives generous amounts {o

upper-income families.

0 On the other hand, many middie-class subutban workers will receive litlle or no
benefit if the phase out 1s rapid. :

»* Recommendation:

0 Wait to make this decision until we have better cost estimates from Treasury.

KEY ISSUE #4: Do We Have Enough Funds Allocated to This Proposal?

. Currently, we have only $20 1o $30 billion a year allocated (o the USAs, so 1t may not be
possible to be very generous. ’



KEY ISSUES IN DEBT REDUCTION AND MEDICARE COMPONENTS

KEY ISSUE #1: Bow Do We Describe the Debt Reduction Component?

*» issug;

O

While we are planning {o allocate 9 percent of the 15-year surpluses to debt
reduction, the amount allocated to debt reduction m FY 2001-2004 is very small
because discretionary spending uses a larger share of the surpluses in earhier years
than in later years.

. Recommendation;

Announce that over the first five years 3150 billion of surpluses will be used for
debt reduction, and that after that, 10 percent of the surplus wiil be contributed to
debt reduction.

We will count the FY 1998 and FY 1999 surpluses toward the $150 billion.

. KEY ISSUE #2: How Do We Describe the Medicare Component?

. i fation:

&

If'we take this money and do nothing else, we can extend the trust fund until
2020, But if we work in a bipartisan way to improve and modernize the system,
we can make room for prescription drug coverage, and stil] extend the program
through 2620,

10




TRADITIONAL REFORM OPTHONS

IMPACT OF PROPOSAL ON ACTUARIAL BALANCE

Current ?ﬁ»vear QASDI balance

Remammg E?{zfance

Nawe: Beczuse of interaction ¢ffects, we will need further changes that total between 1.10 and 1.20 percent of

pavroll o achieve 78.yeur actuarial balance,

218
+1.28
-0}

POTENTIAL OFTIONS TO ADDRESS REMAINING IMBALANCE:

Coemputation Years

Increase number of years used in calculating benefits from 35 to 38
{Phased in between 2001-2003)

Increase number of years used in caleulating benefits from 35 to 38
(Phased in between 2006-2014)

Maintain share (::f all earnings taxed at 86 percent
Raise share of earnings taxed to 87,5 (Phase m 2000-2010)
Raise share of earnings taxed to 30 (Phase in 2000-2010)

Cover New State and Local Government Workers
Cover Siate and Loeal Government New Hires Beginming in 2020
Cover Siate and Local Government New Hives Beginning in 2010

Retirement Ape

Eliminate 1 -year hiatus in transition to normal retirement age of 67
67 advanced by 11 years 2011 instead of 2022

Index normal retivement age to hfe expectancy beginning in 2023

Raise retirement age from 67 to 68 between 2022 and 2028

Raise retirement uge from 67 to 68 between 2034 through and 2039

5 perccm rcductxonmpromtsed henefits phased in between 2000
and 2040. In 2040, benefits in real doliars would be 134
percent of current benefit levels instead of 141 percent undar current law.,

Reduce C‘OLA b} (}2 gez*cent

Taxation of Benefits

Tax benefiis like private pensions

{in short term, does nof resull 1n exira people subject 1o taxation, thus
this would have no immediate impact on 74 percent of beneficiaries)

i1

0.25

6.19

£.13
8.27
0.55

Q.16
0.18

0.11

0.30

0.30
8,17

.22

0.30

0.13
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January 27, 1999

MEMORANDUM TO GENE SPERLING , O Q\
s - (b b
AN
(55

TQPIC #1: $4.5 trillion vs. $4.9 trillion ( / 7 / 7

FROM: Doug Elmendor{

SUBJECT:  Social Security Status Report and Agenda

The former is the surplus we say we're allocating 62/15/12/11. The latter is the baseline surp lus
to be anncunced next Monday in the budget. Two likely effects:

a. People are going to be confused and will need explanations.

" b, Budgeteers will start 16 ask how we caloulated the interest difference. Then:

-~ Some will object to the imputed interest on equitics.

-~ Seme will note that by counting interest payments on the new, transferred debt as an
intergovemmental transfor, our buydown of debt will not equal the accumulated debt held
by the Trust Fund down the road {the Reischausr point).

-~ Some will statt to wonder about how we're scoring equities down the road. Our original
release didn’t require decisions about this, but OMB’s graph of long-run surpluses under
this plan -~ released today -~ has made some implicitly.

OMB has written a memo of recommendations on some of the scoring issues; they have Jack
Lew’s approval of some issues but have not covered their whole list with him. After they get
Jack’s signoff, Joe will be happy to present this to the TWG.

Recommendation: Ask Joe to present scoring options and recommendations to the TWG,
and then ask OMB to present this to the principals. These decisions are too bmportant te
be left to the experts. 1f we had not imputed the cquity return or counted the new intersst
payments as intergovernmental, we would have had $3.7 trillion not $4.5 trillion to spend. The
Social Security group did not give this issue enough thought in advance of the SOTU, and we're
about to get behind again when the budget is rolled out next week.

Barbara has organized good moetings on two relaied lopies:
-~ determining the right mechanics of transfers and cquity purchases
-~ drafting legisiation w set this up -

Recommendation: Have Barbars present preliminary resulfs 2t TWG meefing, Set
deadline for completing the Eaglish {not legal) description of the mechanics.



ok
and relz & Qs and As.

Recemmendation: Have Doug bring new draft to TWG meeting for discussion,

TOPIC #4: Are we disciplined enough?

This topic is less pressing now that OMB has produced a chart showing UB surpluses under the
plan amost as far as the eye can see.

Recommendation: Have Doug keep working on possible approaches.

¢ puy way to zero tenst fund balance?

Yes, but there’s no way 1o avoid it, and it’s not a risk worth worrying about. There are {wo
topics here:

.- what are appropriate rebalancing rules?

- what is the true risk {so we deseribe it honestlyy?

We've made some progress on both these fronts.

Recommendation: Have Gary and Doug bring results on these two issues to next TWG
meeting.

é}\\b TQPIC f6: Born in the USA Dﬁk N {\\,\\.\

¢ "ve reccived some of Len's work on this subject, and they’re doing a careful and imaginative
iob. As you've probably heard, the amounts per person are pretty large, as your imuihon satd.
The primary concern of very large amounts is the effect on private pensions.

Recommendation: Schedule principals® meeting on USAs for Monday,

TOPIC #7: The Other Guys

CBO will release its budget numbers on Friday, Paul Van deWater says they’l! only show
“detatled numbers” for the fivst fen years, but it's hard to imagine they won't give 1 5.ycar
surplus numbars afler the SOTLL



MEETING ON CONGRESSIONAL AND THINK-TANK
SOCIAL SECURITY REFORM APPROACHES
Cabinet Room
July 22, 1998
5:00 PM

=, AGENDA® :

I RISK

II. INTEGRATIVE APPROACH
HL. ApMINISTRATIVE COSTS
1V. CORPORATE GOVERNANCE

V. RATE OF RETURN



the past century.,

than made up for by the exira return carned by stocks.

o L e
ES het: 3 .
) kg . e
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R TY 0 KevPomm#liTuE Case forEQuimiesr: L
» Stocks have out-performed bonds over nearly all long penods of time in the US during

-- The “equity pramium” is the diffierence between the average annuoal rate of
return eamexd by stocks and the rate carned by bonds, The table below shows
this difference in returns between the S&P 500 and the bonds held by the
Social Security trust fund for various time periods.

» During the 20th century in the US, even large stock market dechines have been more
- A portfolio of a worker who lived through the 1929 crash during which the

S&P 500 lost 85 percent of its value between September 1929 and June 1932
would have fully recovered by the end of 1936,

Equity Premium

“;&P 500 over Social Secuvity Trust Fund Bonds

{percent per year)
End Year
1949 1959 1969 197% 1983 1996
1939 6.91 11.63 2.16 6.69 6.65 6.51
1949 | 16.56 10.30 6.61 6.58 6.42
1959 4.37 1.96 3.45 3.84
Start
Year 1969 03,39 3.00 364
1979 6.50 609
1989 5.52
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e Markets {all. While 20th century US markets have always rebounded strongly from
large market declines, this need not be the case in the future.

- On three occasions during the past 70 years, the S&P 500 index has declined
over two years by more than 35 percent (in nominal terms).

-- Japan’s Nikkei index has fallen by 60 percent since 1989.

- The 8&P 300 (including reinvesied dividends) did not regaining its 1968 value
in real terms untif 1983,

s Perceptions of eptions mav be colored by recent stock yarket history, The
tremendous recent stock market performance has likely increased support for investing
Social Security funds in equitics. If the stock market were performing badly -- as it did
" inthe 1970s ~ it is unlikely that people would be ag cager 1o invest Social Security
funds in the market,

- In 1979, Business Week ran a cover story entitled “The Death of Eguitics: How
inflation Is Destroying the Stock Market”

have QU pcrfozmed government bonds bgf a wide margin during i%?s past century, this
gap may not pemisz into the fufure,

' s 3 £ 11
mdmdual acwum syswm, okier wt}rkers woai::i {miy participate in the system for a
few years before they reached retirement. These workers would not have a full 40
years of market exposure. If a downturn occurred during this period, the older workers
could end up doing worse than in safor investmenis,

. Lack of individua! o litical pati ownturn, In a system of individual

accounts, individuals might shift out of cquities afler a market decline, missing the
recovery, Similarly, if the trust fund were invested in equities, there niight not be
sufficient political patiencir to stay with an equity-based system afier a large market
downiurn, [f equity investments were abandoned after the first large downtum, such a
system could provide the worst of both systeras -- the low returns on bonds plus the
risk of gguities.

» People might not feel goed even if (hey did well, Individuals might feel like they
fared poorly even if they did better over their lifetime in equities than they would have

done in government bouds.  For example, if the market fell substantially in the year &
wosker retired and annaitized hisfher account, he/she might feel that it was unfair that
waorkers who retired one year earlier had higher retirement incomes.  Similarly, i 2
worker annuitized hissher scoount balsnce a1 & point when the stock market is below a
provious peak, the worker might feel ike hef/she fost even though he/she did better over
hissher Lifetime,

. Natve Investor risk,  Song individuads nmake lack the investment know-how to make
wise investment decisions.
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Risk in current Social Security system. The current system does not have market risk,

However, if has other forms of risk,

- Political risk that tax or benefit rules will change. For example, Social Security taxes
and benefits have changed numerous times in the past 60 years,

- Demographic risk that forecasts of mortality and fertility trends will tum out to be
incorrect. For example, if projected ferlility rates dropped by 0.3 children per
woman, the actuanal imbalance would worsen by about 0.4 percent.

e Economic risk that productivity growth will be higher or lower than
currenily forceast. For example, if preductivity growth accelerated by (.5 pereentage
points, the acluarial imbalance would improve by about 0.5 percent.

In reforms. only 8 portion of benefits wo arket risk, Even in 2070,

payroll tax revenue will be sufficient to pmmie two-thxrds afwrrcnt law Social Security
benefits, If the full payroll tax continues to be dedicated to providing the traditional benefit,
then at most one-third of the total Socigl Securnity benefit would be af risk.

- If only & limited portion of the trust fund -- for exaniple, 25 percent - were mvesied
in euities, less than 20 percent of benefits would be dependent on stock market
performance.

- Individual accounts funded with contributions equal to 3500 per capita or 2 percent of
payroll would typically provide less than 30 pereent of total Social Secunity benefits.
Thus, more than 70 percent of benedits would be free of market rigk,

By investing throug ocial Security trust fuad, some risks are ced, With the
trust fund partially invested 1n equitics, there would be no need to zze annual bcncfiis to year
to year trust fund performance. Thus, market risk could be spread both across workers and
across generations. In addition, since individual workers would not be making Iavestment
decisions, there wonld be no “naive mvestor™ risk.
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etires. Studies saggest

that mémduals wouié havc wu:ieiy észerent ouic{zmcs from ma:kez investments solely
because of the market performance in the particular years in which they lived. For example,
an average worker retiring in 1972 would have received a retirement annuity equal to more
than 60 pereent of their current law Social Security benefits. However, an individual who
retired tweo years later, in 1974, would have received an annuity that was enly 20 percent of
their current law benefits.

gvergge wnrker 3 wgggrrcnt faw Secm ﬁggg rity henefj ;s. If an average workcz‘ had had al

percent Individual Account and retired a different times in the past century, their retirement
annuity would have varied greatly: from 5 percent to 80 percent of their current law Social

Security benefits.,

enefits were maintained. One constm{:izvc way to view t?us result is
that under the illustrative pizﬁzs we discussed izsi week, the traditional Social Security

. program would continue to provide an additional 66 to 85 percent of current law benefits
{depending on whether the Individual Accounts were implemented as carve-outs or add-ons).
Thus, t¢ maintain current benefits, the annuity from the Individual Account would have to be
at feast 15 to 34 percent of current berefits, depending on whether it were an add-on or
carve-out Individual Account.

- Yhere are a number of limitations to this analvsis, The chart assumes that the entire
individual account was invested in the S&P 500, and was annuitized at (he Ada corporate
bond rate tn the year that the worker turned 65, If a portion of the accounts were invested in
bonds, or if annuitization happened in stages, the variation in experiences would be reduced.

Fraction of Sociad Security benefits replaced by 2% Individual Accounts

Fraclioa of Social Securily
Benefils
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Supporters of Individual Accounts make strong arguments about how such aceounts help to create
wealth and give lower-income waorkers a stake in the economy. Advocates base their argument on
four ideas:

Because nearly half of all Americans have little or no financial assets, Individual accounts
would give lower-income workers access to the higher rates of return offered by the stock
market, and allow them to build wealth for their retirement.

Many Individual Account proposals would require retirees who have accumulated a large
nest-sgg 10 annuitize enough of the account to provide a busic retirement income, while
allowing the retirec to 1ake the remaining money in a tump-sum to be spent as they wish. In
other words, retirees would have to set-aside a mimimum amount of money, but the rest could
be used for whatever they desire.

Some people die before they reach age 65, and Individual Accounts could be bequeathable to
their heirs, thus making it possible for individuals who do not pass along any wealth fo their
heirs to do so, However, if a portion of individual accounts were bequeathable, the income
available for consumption during retirement years would be reduced.

e Most reform proposal retain the existing structure for survivor benefits lor young
people. However, cuts to Social Securily benefit formula -~ as part of comprehensive
reform — would cut survivor benefits.

- To the extent Individual Accounts are bequethable, any cuts in survivor benefits will
be offset by the funds in the account,

~- Permitting bequests is panfoularly appealing to low-incoeme and minority populations
which have lower life-expectancy, and therefore, on average, would not receive their
Individual Account annuity for as many years. For example, life expectancy at age
65 is 1,8 years shorter {or Blacks than for Whites. {In the traditional Social Secunity
system, the progressivity of benefit formulas offsets the shorter life expectaney.)

The experience of owning an Individual Account may lead people who do not save to begin
saving on their own. By directly showing people the power of compound interest and the
benefits of savings, we may slter people’s consumption habits.

KEy POINT H7: QOrrioNAL INVESTRENTS IN INEIVIDUAL ACCOGUNTS

I proposal meluded individual Accounts, would workers be allowed 1o make voluntary
contributions and up 1o what leve! would contribyutions be allowed? {The amounts that can
be transferred are often limited to provent individuals from shifting other savings into this
tax-favored savings vehiclel

If proposal did pot include Individual Accounts, would workers be allowed to voluntarily
contribute funds fo thetr Individual Account, as Bob Ball and Moynthan-Kerrey allow.,
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BASIC IDEA:

Integrate an individual account with a defined benefit systemn so as to ensure a basic
benefit,

For example, plans can be designed o ensure that the combined income from the
individual account and the traditional Social Security benefit exceed current law benefits
{or an amount close to catrent law benefits i benefit cuts are part of the reform package).

This approach shifls some of the risk of individual accounts from individuals to the
federal budpet,

The simplest approach would be to provide a flat minimium benefit along with a Jarge
individual account. Carolyn Weaver's PSA plan from the Social Secunity Advzsory
Council took this appro&cﬁ

ExampLi#}:

L

Erovide n Safe Investn Jntion. The individual accaum plan could include 4 safe
investment opiton such ag an zzzfia:zon indexed Treasury bond. With sufficient infussion
of general revenues for the individual account, the plan could be designed to ensure that
the combined individual account and Social Security income for a worker who invested
in the safe option was almost always above current law benefits. Workers who chose to
take on more nisk could come out ahead or behind current law benefits. '

EXAMPLE #2:

Clawback the individual aceount, A portion of individual aceount accumulations could
be used to pay for benefils under the traditional defined benefit Social Security system.
This option would only apply to individual acoounts that were funded out of the budget
surplus, Since workers would continue to get their full benefit from the traditional
system, thelr total income would be higher ¢ven though part of thetr individual account
was “clawed-back.”

Clawback the traditional benefit. An aliemative way to deseribe this approach is that
the traditional Social Security benefit is reduced hy some fraction {30 percent for

© example) of cach dollar of income provided by the individual accounts. The advantage of

this second way of deseribing the accounts 15 that i does not sound as much like a tax on
the individual accounts, The disadvantage is that it redoces the portion of retirement
benefits provided by the taditional Socisl Security program, and could lead to
diminished political support for the traditional benefit.
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PLAN BESCRIPTION
. Fund individual account equally 2 percent of carnings using general revenue,
L Make comimnon set of reforms {cover state and focal workers, raise maximum taxable

carnings limit; and increase number of years in computation base from 35 to 38.)

* Carve-out 50 percent of income realized from individual secouni accumulations, and use
to fund traditional Sacial Security benefits.

. Make additional adjustments to traditional Social Security program (o restore solvency.,
RN A [N Wl Ty P et . i R e !
Lo Begdy . JKEYATTRACTION OF.THIS APPROACH! -

. Individual Accounts are provided while ensuring workers of retirement income of at
least the traditional Social Security benefit,

KEY.DISADVANTAGES OF THIS APPROACH:

. Individual accounts need to be funded in porpetuity even though projected budget
surpluses (under thig plan) run out in 2023,

* The ¢lawback could be perceived as a tax and might not be politically sustainable.

IMPACT ON TrRUST FURD SOLVENCY:

Impact on.75-year
actuarialbalance

Common Sof of Reforms: Cover stale and local workers, raise

maximum taxable earnings it and change computation basce {rom +0.97 '
35 t0 38.
Revenue from Taxing Individual Account Accumulations. +0.91

i o
Remaining Actuarial Shortfull - -0.31

{78-yeur balance under present Jaw 15 -2.19)




IMPACT ON BENEFIT LEVELS

by Remaining Shortfall

U S OrTT N
IMPACTON Umnrr;f%gg BEN
EEE »z’:;&i '.,J ;::;:;::;z:. ¥
an eamcn ! Average‘camen,»g
' (312 {}Q{}}z ‘ ,.;($2? (}OE})L%‘
Common Set of Reforms 30 percent :3 Ki2 perccziﬁ
Across-the-Board Cuts Iimplied 3.1 percent *;3;2 perg:enz_'

e

?ﬁfx;zes:ted Annuity Provided by
Individual Account {2030)

+8 lf perccrn
ek

L .
= ERLE

~,-.‘.. r‘.‘ " T
+10'8 percent

Y -

Total S 0ipereents ] U4
L The annuity provided by Individual Aceounts assumes the stock market grows af its

historic rale, an optimistic level for administrative cosis (only 1Q basis points); and
reflects single workers only who do gain more fromt Individual Accounts than married

couples.
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ative costs heen high, The accumulation of sdministrative
costs over a woricer s career results i retirement income in the Chilean system that is
20 percent lower than it would be if there were no administrative costs.

e fine A npanics appear to compete on factors other than
mi ’I‘%ze ﬁmds Are i}zghiy regul dtcé in the types of allowable investmenis, 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 force, and offer incentives such as televisions or irips to lure
individuals to their particular fund. This non-price competition has driven up costs.

e In Chile there are 3.5 salespeople per 1,000 contnbutors. In the United States,
there are 0.5 SSA employees per [,600 insured workers.

» 1s.1 o eavly y of the UK individual asc

m;!; In the UK v.ez‘ke;s can opi out of the eammgs»re 3%{*:(% éfzﬁncé i:}czxf:fit sysicm
and instead contribute to an individual retirernent account., A recent paper by Professor
Peter Diamaond reports that the charges for these individual accounts are large,
complicated, and often not visible to the workers. He caleulates that the total
adminigirative costs in the typical UK account reduce retirement Income by more than
24 percent.

mm The iz:ssxm {‘r{:;m tilcsr: two examples 15 ng;g that mdlvldmi account
systems are necessarily expensive, but rather that it is important to design systems in a
way that provides the destred services at 2 reasonable cost.
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Annual Administrative Costs Pcrccntnge Reductmn in Value of
basis poi ; year _

10

56

104

Current US system has very low costs, The current Social Security system has
maintained an extromely low level of administrative costs. Less than 1 cent of every
doflar paid into the system by workers and employers goes to sdministrative costs.

Investing trust fund in equities wonld be

that costs would be only one-half of one basw, point.

the gccounts are aémiuistcw{i

Estimated Administrative and
investment-Managermont Cosis for Individual Aceounty
(bps = basis points)

Administering Body Passive Mutal Foand Active Muotual Fund
Government-Based (e.g., T3P g iabps 58-66 bps
Employer-Based {2,300 workers) 36544 bps 109-117 bps
Employer-Based {25 workers) 7686 bps 138-148 bos
individual-Based {e.g., IRA) 81-91 bps 143-153 bps

Causts in the early years would be even higher. Account balances would be small at

the beginning, driving up cost ratios.

ac-,zvaly»mauag{:é retail large equity funds of 147 basis pom{s, whﬁe AVEIAZE EXPENSC

ratios for index funds were onty 39 basis pomts.

élfsz:aizc«ns could be ha:zdlud hgy an wzamauc ielephonc procedure or over the Internet,
individuals could be pormitted 1o reallocate their portfolios frequently at a relatively
iow cost.
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B . KEY;POINT #3: THE TSP MODEL 8 |

gggpgml& Ets costs are low -- wughly 10 baszs ;}amts per year, cxcludmg empioyer
costs of reporting individual earnings to the TSP,

- Costs are low in part because TSP offers only 3 investment options, a stock
index fund, a corporate bond fund, and a Treasury security fund. TSP contracts
with private fund managers to run the funds.

an [Add another fact or two about why TSP 15 50 cheap]

puld face much largeg: challenges, The TSP

COVErS 2 6 mziizon partlclpazzzs at] oi' whom work for onc employer (the Federal
government}, A universal personal account system would eventually invelve 180
million individual participants, who work for 6.5 million different employers,

e Last year over 55 million individuals called the SSA’s 800 number. Muany
additional calls would need (0 be handled if individual accounts were set up, In
recent testimany, Frank Cavanaugh, former Executive Director of the TSP,
estimated that a Social Sccurity reform plan modeled after the TSP “would
require at least 10,000 highly trained Federal employecs to man the elephone
and answer employee questions.”

Corporate governance issues could arise in a T8P-style plan, Because the
government would be contracting with a small number of private-sector managers o
invest the aggregate holdings of the accounts, corporate governance issucs could arise
that are similar to those that would arise if Sooial Sccurnity were invesled in equities,
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iid ; es 1 eived? In a very ingxpensive system, the services
pmvzde,d wmﬁci kaeiy be gercawcd to be inferior to workers” other investment
acoounts such as 401ks and IRAs. For example, workers might have their
contributions deposited into their accounts only infrequently, be given limited
apportunity (o reallocate their portfolios, and receive less frequent statements of
account balances,

- Some people fear that people would be disappointed when they realize that
under some forms of a TSP appreach deposiis would not be made to individual
accounts unti! October of the following year {the date at which SSA and IRS
essentially finish reconciling the previous year’s eamings). In 401k plans,
cordributions are made much more frequently.,

-- Qthers feel that the individual account will seem like a new entiticment
program or tax cut and that people will be pleased to receive 1, especially i we
announced thit from now on 2 percent of your payroll taxes will be deposited
in your account within 90 days of your annual tax filing.

Keeping cos! icts ywith features that pive individual accouyis their
populavity. Proponents of individual aocwats hold up savmgs account izook ets and
suggest that people could have frequent reports on account balances, wide investment
choices, and the ability to reaflocate their portfolios whenever they want. These
features would raise costs.

Political pressure for added services could drive up costs, There miglht be political
pressure {0 introduce additional services, such as emergency loans against the
accounts. The additional services would drive up costs.
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jm th uld do baite psting : B, Many critics of Social S&m&y
point to the rate of retum that workezs wziz earn in the ﬁzzum on their contributions intc the

system, and argue that they could do better on their own investing in individual accounts.

- Acvording to the Social Security actuaries, a single male with average camings retiring
in 2030 will receive a real return of only about 1-1/2 percent per year.

- By contrast, over the period 1926-1996, stocks camned a real rate of return cqual to about
7 percent per year.

Tiig TRANSITION I8SUE:

"I‘hc story is different if we are talking shout redirecting revenue currently allocated to paying

bmﬁf ts under the current system. In lm ase, simply eg!ggg;ggmg Mmm

Wh(} have paid into the current §gg al Security s xs;cm, ?ézneiy pemcm 0? contnbutmﬁs into
the Social Security system are used immediatcly o pay bencfits o today’s retirees and other
beneficiaries. 1{ current workers put their payroll 1ax contributions into individual accounts for
their own retirement, we will need to come up with some other way to pay retirement benefits
for people who are eznmled 155} S&c:a. Secualy benefits. Rates of return that ipnore this cost
rates of return that include this cost.

BACKGROUND:

The table below presents the real rate of retur to Social Security contributions for different types of
workers born in different years. Rates of return are lower for later cohonts; lower for migh eamers; and
lower for single earners than one-garner couples

REAL RATE OF RETURN TO SOCIAL SECURITY {Z(}{NTRIBIZTIONS
P ' (Percent per year) e

Year born/
year age 65 Single male earncy One-earner couple

Low Avy, High Low Avg. High

garmings | eamings Carnings carmings camings Carnings

1920/1985 4.4 2.8 2.5 5.1 6.6 6.3
193071995 3.1 1.9 1.3 6. 5.0 4.7
1964/2029 2.4 [.3 8.7 47 3.7 3.1
200472069 i.3 0.8 0.2 4.0 3.0 24
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) BUDGET TREATMENT OF SURPLUS TRANSFERS TO \%
S SOCIAL SECURITY AND MEDICARE (HD)

1. How should tbe budget show the transfer of the designated amounts o the Socisl” i !
Security and Medicare trust funds?

! £ v Treasury would increase the assets of the Social Security and Medicare (HI) trust funds
| by designated amounts. The reform legisiation would need to require Treasury o transfer
LY the finds from the General Fund to the trust funds. Smce these funds are not spent, they
3 ﬁ are available for and will be used by Treasury to retire publicly held debt as a matter of
\ course under cumrent law,

+  Treasury would increase the assets in the trust funds by transferring funds from the
general fund to the trust funds in the same manner that payroll taxes are now transferred.
The budget would record general fund outlays and trust fund receipts, as it does now for
the transfer of payrol! taxes.

«  The proposed law—by modifying the BREA, the Congressional Budget Act, and Title 3t
as 1t pertains to the President’s budget—would reduce the amount of the surplus by the
amount of the transfers. The budget would refer to the transfers as “Social Sgourity and
Medicare Lock-box Transfers” {or “Lock-box Transfers” for short in tables).

» This would have the following effects on the presentation of budget totals (see the
attached table, “Proposed Budget Presentation of Social Secunty Reform™):

E

Wherever the unified budget totals are struck, the budget would show “Lock-box
transfers” on a separate line, The surplus amount would be reduced by this amount.

-~ Wherever the surplus is shown by itself, the amount would be the reduced amount.

]

. Where on- and off-budget surpluses or deficits are shown, the budget would show .
“Lock-box transfers” on a separate line. The on-budget surplus or deficit plus the off-
budget surplus, less the Lock-box transfers would equal the unified budget surplus.

H

All of the tables in the budget on outiays and receipts would show the cutlays and
recerpts of the transfor as normal.

+  As with other roceipts 1o the trust funds, these receipts would be invested untii needed o
pay benefils. ’
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2. How will these receipts be invested?

The Social Security trust fund managers would be authorized 10 invest up 10 21% of the
amounts in the two Social Security lock-boxes (14.6% of the trust funds’ invesied assets)
in private equiries.

They would invest the rermainder according 1o current law. In practice, this has been in
speelal non-marketable Treasury securifies.

The Medicare trust fund managers would invest the receipts in the Medicare lock-box
according to current law. In practice, this has been in special non-marketable Treasury
securities. :

Concurrent with the Social Security reform proposal, we propose to make a conceptual
change in budget scoring for the purchase of privates securities, in consultation with the
Congressional scorekeepers.

Under current budget scoring rules, purchases of private securities would be treated like
the purchase of any asset—the budget would record an cutlay. When the equities were
sold, the budget would record a receipt, In contrast, investments in U.S. securities are
treated as asset exchanges—no outlay is recorded when they are purchased and no receipt
1s recorded when they are sold, except 1o the extent of carnings or losses. Conceptually,
there is no basis for treating investments in private securities (debl and equity) for the
same purpose differently from investments in U.S. securities, provided that they are
“gualifying investments” as defined below.

Therefore, we propose to no longer score outlays or receipts for purchase and sales of
these securities, under the critenia detailed below. Instead, we would treat them as asset
exchanges. (If we did not make this change, the Lock-box transfers to the surphus would
have o exclude the amount of the transfers that we estimate will be invesied in private
securities. This Is because the private investments would count as outiays and reduce the
surplus by that means.)

" The revised budget treatment would apply to any qualifying investinent, not just those of

the Social Security and Medicare trust funds. To gualify, investments would have to meet

the following criteria {this list may be refined Iater) 1o order to ensurs that the

Government was no! using the investment as a "'costiess” way 10 provide subsidics or

allocate resources for an industrial or social policy:

- Invesiments in cquities must be authorized in law,

- They must be for investment purposcs, not for the acquisition of assets to be used m
carrying oul Govermment programs.

- Investmenis must be limited {o indexed {unds.
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-

Investments must be managed by an independent board.
The Government must have no say in the affairs of any corporation in whose equities
Government funds are invested.

Under the revised rule, we must consider how the budget should record capital gains and
losses, There are four options:

When realized. The budget would record gains and losses when realized--that is,
whenever the equity is sold, even if the proceeds are immediately reinvested.

When liquidated. The budget would record gains and losses when any part of the
investment portfolio (stocks and bonds) as a whole is liquidated to pay benefits,

Continoously, The portfalio would be marked {o market on a daily basis. The
budget would record cumulative gains and losses {or the year,

Hybrid. Book a yield equal to that on Treasuries continuously, with additional gain
ot loss booked upon realization, or upon ultimaie liguidation.

3. What should we do about the debt subject to statutory limit?

-

[nvestments by the trust funds count under the current statutory limit. We estimate that
the increased investments we propose for the Social Security and Medicare trust funds
{iogether with the other effects of the proposal} would require a debt Hmit increase by the
end of FY 2001, {Absent the proposal, no increase in the limit would be required in the
foreseeable future) The attached table, “Debt Subject 1¢ Limit with Social Secunty
Reform,” provides estimates of debt pending and with Social Seeurity refonm. The
estimates for debt with Social Security reform reflect various options for redefining debt
subject to limit, which are included in some of the options below.

Our options are:

-

Do nothing now. We could simply wait until the increass iz needed in the swomer of
2001, This would avoid strapping the reform proposal with additional baggage, but i
would require the next Adminisiralion to deal with the "must pass” legisiation.

Increase the limit in the reform fegislation. Increasing the debt limit as part of the
reform proposal would altow us to more clearly justify the inercase as necessary ©
save Social Security and Medicare.

Redefine debt subject to limit in the reform legislation to exclude deht resultiog
from mvesting the transfors. Rather than increase the limit, this option would
defing the increase in debt resulting from the transfers out from ander the imi, |t
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could be justified as a special exemption needed to save the frust funds. On the other
hand, it would difficult to explain why debt resulting from transfers was excluded but
debt resulting from the investment of normal receipis was not.

- Redefine debt subjeet to limit in the reform legisiation fo include only debf held
by the public. This would remove debt held by these trust funds and other
Government accounts from urder the debt limit. We would point out that it makes no
sense for Congress to subject these investmenls o Himit while smm%taneetzs]y causing
them 1o increase,

Furthermore, most budget experts agree that debt held by the public is the more
meaningfil measure of debt and, if there must be a limit, that it should lUmit this debt,
We could point 1o the fact that the nearly-passed resolutions for a balanced budget
Constitutional amendment would have constrained debt held by the public, not debt
held by Government accounts.

On the other hand, some will not understand the proposed change and will be
suspicious of it. Also, if all debt held by the public was included, not just the FHA
debentures as currently, we would have to be more attentive and more fcmzal in how
we treal agency debt than we arg now,

4. Social Security and Medicare Reform is linked to the budget process requirementis of
the Budget Enforcement Act and the Congressional Budget Act, We need to make these
points:

+  Budget Enforcement Act:

~ It currently expives for legislation enacted through 2002 {(affeciing PAYGO through
2006). It would need (o be extended to continue to profect surpluses and to lock in
cap increases.

- The protections for Social Security (off-budget, exempt from sequesiration) must be
contirned.

- The discretionary caps should be increased, upon Sowal Security and Medicare
refornt.
The surplus needs to be defined, for BEA purposes, as excluding the Social Secunty
and Medicare Lock-box transfers.

~  The PAYGD rules need to be waived on a one-time basis for the reform legislation so
that the various related Administration initiatives (e.g., USA sccounis) can be funded.
The PAY GO rules would be extended for all other legisiation.



-

Congressional Budget Act:

Congressional rules protecting Social Sccurity should be extended. For example, the
Senate rules require 60 votes to ovemmide a point of order against any bili that would
worsen the solvency of Social Security and against a reconciliation bill that would
have any effect on Social Security,

The surplus needs 1o be defined, for CBA purposes, as excluding the Social Security
and Medicare Lock-box transfers.
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SUBJECT:  NEC WEEKLY REPORT
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Overall Econony: As you may know, this week a number of prominent individuals in
financial sector issued statements that were very complimentary about the economy: John
Williams, chief economist af Bankers' Trugt in New York said: "If ever there has been a perfect
economy, the United States seems to be #t"; and Merrill Lynch said, “The U.S. economy is the
wornider of the world . . . The latest round of cconomic data was mind-blowing”

Trade Hearings: You should know that the Finance Committee held three days of hearings
Tuesday-Thursday {1/26-28} in an effort to lay the groundwork for a possible markup of a trade
bill, Chalrman Roth and others echoed the “new consensus™ appeal in the SOTU. Sen. Lott
explicitly urged the approval of fast track negotiating authority. The Administration witnesses
{Rubin, Daley, Barsheisky, Browner and Herman) were well received. The only discordant notes
were Sen. Rockefeller’s statement that he might break with past practice and vote against fast
track if further action on the steel problem were not forthcoming, and Sen. Graham’s expression
of frustration with reports that neither the Congressional leadership nor the Administration would
support inclusion of Caribbean Basin Initiative NAFTA-parity legislation in the supplemental
appropriations bill. Sen. Kerrey urged Chairman Roth to have the Finance Committee take it
upon itself 1o develop a consensus bill that could pass in the House rather thar wait for the

Administration to issue a legislative proposal of its own. Roth was non-committal bust signaled

at various points in the week that he wanted to move ahead and, if necessary, away from last
year’s formulation somewhat if necessary. Finally, AFL-CIO President Sweeney delivered
testimony sketching out a framework of principles within which we might well be able to
structure our own approach (with perhaps one exception).

\Zlananas Update: WEC staff have continued to work closely with USTR and State to ry to

0

ake progress on this dispute in a way that meets both our international and our Congressional
obligations. Although several Member States have been pushing for a more moderate EU
position, the Commission itself (and Leon Brittan in particular) have remasined very inflexible.
Afer a lot of procedural wrangling, the EU did allow the WTO meeting on our retaliation
proposal to go forward and requested arbitration of our proposed damage amount, This means
{per Bowles Jetter and USTR reading of WTO rules) that the retaliation deadline shifis from Feb
1 to March 3 (pending a 30 day arbitral review). We will continue to work with the agencies to
explore avenues to get the EU to the table and negotiate a solution that meets US political
requirements and is consistent with the WTO.
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Brazit Update: Brazil’s economic outlook continues to be precartous, with the currency
continuing its decline, the central bank continuing to raise (nterest rates, and with as vet no clear
and comprehensive articulation of an overall framework (fiscal, monetary, privatization,
structural change) in place. We will continue to work with NSC and coordinate the inter-agency
communication and strategy regarding Brazil.

Closing the Skills Gap: You should know that we received very good press on the Closing the
Skills Gap event in‘Action, VA last week. The New York Times, Washington Post, and
Washingion Times all had excellent stories describing how this comprehensive initiative would
address a pressing issue and would have bipartisan appeal. In fact, Rep, Bill Goodling released a
staterment in which he said that your proposals have “merit” and that they ... sppear to contain
strong sccountability measures, which Republicans Rave long sGight in these types of federal
pwmed 1 hope the White House will quickly shape these proposals into
Zag&%rz as gsoon as possible and move them to Congress for consideration, We will sparona
variety of education issues this year, bul not these. What the President is talking about today
should enioy broad bipartisan support.”

Social Security Rotlows; This week, the NEC convened an organizational meeting with White
House legislative, public liaison, intergovernmental, political, communications, and press ofiices,
as well as staff from Treagury, OMB, and SSA, to discuss our strategy for moving forward on
Social Security. We have divided into four sub-groups (legislative, oufreach, communications,
and policy development) to coordinate this effert, and have begun implementing our action plan
For example, along with Jack Lew, Larry Summers, Ken Apfel, Larry Stein, and others, Ispenta
significant amount of time on the Hill this week briefing members and staff, including Social

- Security Task Force Democratic members, Senate Finance Democratic staff, House X%e’ays &

Means Democratic stafl, House and Senate Democratic leadership staff, House and Senate
Demaocratic Budget staff, and Finance/Ways & Means Republican staff. In addition, { met with
busirsess leaders and members of the disability community o brief them on your Social Sscunty
plan on Tuesday (1/26) and Wednesday (1/27), respectively. On Friday (1/29), 1 spoke at the
National Press Club on Social Security.

Medicare Commission: Last Tuesday (1726}, the Medicare Commission met to discuss reform

"plan laid out by Senator Breaux on January 22, The discussion, led primarily by your

appaointees, focused on some of the flaws in the plan (e.g., lack of a clearly defined guarantee of
benefits; missing information on how premium support wonld work; only a placeholder for
prescription drugs). Since your appoiniees are the “swing votes,” the concerns raised by Dr.
Laurz Tyson and Stuart Altman were welcomed by the Democratic base, which is anxious that
premium support is more a defined contribution than defined benefit. You should know that
Senator Kenniedy gave a speech vehemently opposing premium support at the Press Club
Thursday (1/28). Senator Breaux has indicated that the next discussion of the plan will be
Tuesday (2/9), and before then, he wants to work with us and the Congressional Democrats ona
compromise. I will covene a principals meeling on Monday (2/1) with HHS, OMB, Treasury
and key White House advisors to develop options around the Commission for your
consideration. On a related note, in the shadow of the Social Security éebazziz your decision 1o
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dedicate part of the surplus to Social Security is being \;uidciy embraced. At Thursday’s (1/28)
Finance Committee hearing, Mr. Greenspan said it is “probably wise to think in the broader
context of not only Social Security, but Medicare .., and that “when and if that [Social Security

;o reform} is done, that the next issue of a very simsilar nature is Medicare....” We will continue to
‘ work to generate support for it in the Social Security and the Medicare Commission debates.

{‘i{{, NG tormation Technolagy Imitiative: Last Sunday (1/23), the Vice President unveiled more
LA etails on the long-term information technology research initiative that you announced in the
ﬁ{ " State of the Union. Tom Kalil on my staff worked with Neil Lane to brief Silicon Valley
{ i E{’ executives, who are very supportive of the initiative. The initiative could lead to breakthroughs
{) . such as compuiers that can understand human speech and tanslate between languages in real-
4y, time, high-speed wireless networks that can bring telemedicine and distanoe learming to rural
‘ \ communities, and computers that are thousands of times faster than todays fastest supercomputer
-- angd can develop life-saving drugs and fucl-efficient engines more rapidly.

\\/’Unian Memberskip Rises by 106,000 in 1998: Union membership rose by more than 100,000 in
1998, an increase over the previous year that the AFL-CIOQ attributed 10 more aggressive
organizing. At the same time, the percentage of workers represented by organized labor slipped.
The Labor Department reported Monday (1/25) that union membership grew from 16.1 million
to 16.2 million last year. Furthermore, the share of the workforce belonging to unions declined
from 14.1 pereent to 13.9 percent, reflecting population growth and an overall expansion in the

~ waorkforce. That is the least the percentage has fallen for the past five years, In 1994, there were

16.7 million union members, which reflected 15.5 percent of the workforce, The AFL-CIO said

£ the raw increase in membership reflects membership drives such as those that brought United
_ Alrlines workers into the International Association of Machinists last july.
Pensions: While public attention has been focused on your proposals to reform Social Security
and create USA Accounts 1o increase personal savings, we have niot forgotien the third leg of
retiremient planning -~ private pensions. An NEC-led working group has developed a package of
new logislative proposals that, when coupled with your proposals from last year that have not
been enacted, presents a comprehensive plan to: (1) expand private pension plan coverage,
especially to small businesses; (2) increase the portability of private pension savings; (3} increase
retirement security for women; (4) expand employees’ and spouses’ “rights-to-know™ about their
‘pensions; and (5) improves the security of the pension and pension guarantee systems. The Vice
President is considering unveiling this package (otherwise hidden in the minntia of the budget)
on Wadnesday (2/10). The new portability provigions in our proposal stem largely from
legislation introduced last year by Rep. Pomeroy. '

=
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New Markets Infiiative/Appalachia; This week, NEC staff briefed the Appalachian Regional
Commission on the detatls of your New Markets initiative at their quarterly meeting. ARC
Chatrman Jesse White emphastzed the significance of your references to Appalachia in the State
of the Union, showed the Commission video clips from vour remarks st Reverend Jackson’s
Wall Street Project, and expressed great excitement about the New Market proposals” potential
impact on their region. The initiative was warmly received.
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Digital Libeary Initiative: As part of a Millennium cvent the First Lady unveiled the digital
library initiative (330 million} that will begin the development of 4 natjonal library of text,
images, sound recordings, and other materials available to every school-child and cvery
American with access to the Internet. It will include: hundreds of thousands of Ameriea’s
historical and cultural artifacts that are now only accessible 1o scholars visiting archives;
hundreds of thousands of books and images of paistings; and leading-edge material to help
America’s children meet high academic standards in math and scicnce. This infiiative supports
your Fducational Technology Initiative by making unique historie, cultural, and scientific
maaterials available to teachers, children, and parents. If also supports the goals of the White
House Millennium Project by “honoring the past and imagining the future.”

Commupity Reinvesiment Act (CRA): NEC, DPC, Leg Affairs, and Treasyry staff have been
working with Senate Banking Committee Democratic staff o prepare for assaults on CRA during
this Congress. As the new Banking Committee Chair, Senator Gramm has indicaied a strong
interest in “C'RA reform.” He has advanced two proposals. First, in the context of Financial
Modemization reform, he proposes “neutrality” on CRA, making an institution’s CRA record
irrelevant to any approval for new bank powers, Second, under the guise of preventing extortion
of banks by activists, he proposes separate legislation to: (1) give a “safe harbor” from CRA
scrutiny for bank mergers if the institution had a satisfactory CRA rating at its last review; and
{2) make it a felony for a bank to make a financial commitment to a community with the intent
of influencing what any group might say abont its CRA record. As drafled, these changes counid
significantly limit CRA’s effectiveness. Senator Sarbanes and his staff are very pleased with
your recent sfaiements (and those of the Vice President and Secretary Rubin) about the
importance of protecting CRA. At Senator Sarbanes” request, Larry Stein and Treasury and WH
staff provided a briefing this week on CRA for Banking Commuttes Democratic staffl Senator
Sarbanes” staff made a plea for Democratic unity and Larry asked that Democratic Senators work
with us before signing on to any seemingly innocuous reform proposals from Senator Gramm,

FAA Reanthorization: NEC has been deeply involved in efforts o complele and clear the
Administration’s FAA reauthornization bill, so that we can roll i out late next week., Congress
did not enact an FAA bill last year because of disagreements over propased changes in access 10
Reagan National Airport; thus, our bill will in most respects be identical to what we proposed a
year ago. Although our bill is still in clearance, it will likely call for a) creating a performance-
based organization to manage air traffic control services, and b) financing air traffic control
services with a cost-based user’s fee - in keeping with the recommendations of two blue-ribbon
panels on aviation safety and competition. Our bill also will propose ¢) lifting the $3 cap on the

Passenger Facility Charges that local airports can charge -- something the mgjor airlines will

oppose but Jocal governments will embrace. This proposal, combined with our budget request
for the FAA's airport grants program, mean that we will be requesting record levels of
investment in airport infrastructure. Finally, the bill will contain d) provisions to promoie
competition and enhance service to rural areas.

U
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A number of pecple have questioned the economic plan laid out in the President’s State of the
Union Address on the grounds that it “‘double counts” Social Security payroll revenue by
crediting the Social Security and Medicare trust funds with a portion of the unified budget
surplus even though the unified budget surpluses are in part due to Social Security surpluses.

We believe that this is not the right way to think about the economic impact of the plan.

. Currently, the government as a whole is running a surplus -- it is bringing in more in
revenue than it is paying out.

. The fundamental question for our budget policy is what to do with the excess.

. The President is proposing that most of it be set aside to pay for future retirement and
health needs stemming from the aging of America. This will add to national savings and
improve the country’s wealth. This is in contrast to those who propose using the surplus
for tax cuts or immediate spending needs.

. The President’s plan sets aside these funds to help meet our future obligations to Social
Security and Medicare in two ways.

- First, with 21 percent of the surpluses that are allocated to Social Security (21
percent of the 62 percent), we propose to purchase private equities. Then when
the time comes to pay benefits, we will sell the equities.

- Second, with 79 percent of the surpluses allocated to Social Security (29 percent
of the 62 percent), and with all of the surpluses transferred to Medicare, we are

proposing to buy back government debt (Treasury bills and bonds) held by the
public and to give bonds of equal value to the QASDI and HI trust fund.

How Paying Off Debt Helps Meet the Financial Challenges Facing America in the Future

. " Paying off debt means that the government owes less money to private individuals. Thus,

_it improves-the-gavernment’s net worth, We are projecting that under our plan, the debt
to GDP ratio (where debt | ms%fbt held by the public) will fall from 44
percent today to aroundﬂm in 2014 it is expected to continue to "drop afler

that.

== Paying off debt reduces debt servicing costs -- thereby increasing
future budget surplusesand Ireeing up additional resources for

other uses.
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St BUDGET TREATMENT OF SURPLUS TRANSFERS TO
E;:;W SOCIAL SECURITY AND MEDICARE (HI)

1. How should the budget show the transfer of the designated amounts to the Soci 240
Security and Medicare trust funds?

+  Treasury would increase the assets of the Social Security and Medicare (FHI) trust fimds
by designated. amounts. The reform legislation would need to require Treasury (¢ {ransfer
the funds from the General Fund to the trust funds, Since these funds are not spent, they
are available for and will be used by Treasury to retire publicly held debt as a matter of
course under current [aw,

«  Treasury would increase the assets in the trust funds by transferring funds from the
general fund o the trust funds in the same manner that payroll taxes are now ransferred.
The budget would record general fund outlays and trust fund receipts, as it doss now for
the tranafer of payroll taxes.

¢ The proposed law—by modifying the BEA, the Congressional Budget Act, and Title 31
as it pertains to the President’s budget—would reduce the amount of the surplus by the
amount of the transfers. The budget would refer to the transfers as “Social Security and
Medicare Lock-box Transfers” {or “Lock-box Transfers™ for short in tables).

+ This would have the following effects on the presentation of budget totals (se¢ the
attached table, “Proposed Budget Presentation of Social Security Reform™):

Wherever the unified budget totals are struck, the budget would show “Lock-box
transfers” on a separate line. The surplus amournt would be reduced by this amount.

- Wherever the surplus is shown by itself] the amount would be the reduced amount,
- Where on- and 0§~bad§et surpluses or deficits are shown, the budget would show |
“Lock-box transfers” on a separate line. The on-budget surplus or deficit plus the off-

budget surplus, less the Lock-box fransfers would egual the unified budget surpius,

- All of the tables 1n the budget on outlays and receipts would show the outlays and
receipts of the transfer as normal.

»  As with other receipts 10 the trust funds, these receipts would be invested until needed to
pay benefits.



2. How will these receipts be invested?

+ The Social Security trust fund managers would be authorized to invest up to 21% of the
amourts in the two Social Security lock-boxes (14,6% of the trust funds’ invested assets)
in private equities.

o They would invest the remainder according to current law, In practice, this has been in
special non-marketable Treasury securities.

» The Medicare trust fund managers would invest the receipts in the Medicare lock-box
according to current faw. In practice, this has been in spectal non-marketable Treasury
securities,

= Concurrent with the Social Security reform proposal, we propose (o make a congeptusl
change in budget scoring for the purchase of privates securities, in consultation with the
Congressional scorekeepers.

Under current budget scoring rules, purchases of private securities would be treated like
the purchase of any asset-—the budget would record an outlay. When the eguities were
sold, the budget would record a receipt. In contrast, investments in U.S. secunities are
trented as asset exchanges—no outlay is recorded when they are purchased and no recetpt
15 recorded when they are sold, except to the extent of eamnings or losses. Conceptually,
there is o basis for treating investments in private securities {debt and equity) for the
same purpose differently from tnvestments in ULS. securities, provided that they are
“qualifying investments” as defined below.,

Therefore, we propose 10 no longer score outlays or receipts for purchase and sales of
these secunities, under ihe critenia detailed below. Instead, we would treat them as asset
pxchanges. (If we did not make this change, the Lock-box transfers to the surplus would
have to exciude the amount of the transfers that we estimate will be invested in private
securities. This is because the private investments would count as outlays and reduce the
surpius by that means.)

»  The revised budget treatment would apply to any qualifying investment, not just those of
the Social Security and Maedicare trust funds. To gualify, investments would have to mest
the following critenia (this list may be refined tater) in order o ensure that the
Government was not using the investment as a “costless” way 16 provide subsidies or
allocate resources for an industrial or gogial policy:

- Investments in cquities must be authorized in law.

- They must be for investment purposes, not for the acquisition of 2ssers to be used in
carrying cut Government programs,

- Investments must be limited to indexed funds,
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- Investments must be managed by an independent board.
- The Government must have no say in the affairs of any corporation in whese equities
Government funds are invesied.

» Under the revised rule, we must consider how the budget should record capital gams and
losses. There are four options:

«  When realized. The budget wonld record gains and losses when realized-—that is,
whenever the equity is sold, even if the proceeds are immediately reinvested.

When ligquidated, The budget would record gains and losses when any part of the
investment portfolio (stocks and bonds) as & whole is higuidated to pay benefits,

- Continuously. The portfolic would be marked to market on a daily basis. The
budget would record cumulative gains and losses for the year.

- Hybrid. Book a yield equal to that on Treasurics continuously, with additional gain
or loss booked upon realization, or npon wltimate liquidation.

3. What should we do about the debt subject to statutory limit?

+  Investments by the trust funds count under the current siatutory limit, We cstimate thit
the increased investments we propose for the Social Security and Medicare trust funds
{together with the other effects of the proposal) would require a debt 1imit increase by the
end of FY 2001. {Absent the proposal, no increase in the Hmit would be required in the
foreseeable future.) The attached table, “Debt Subject (o Limit with Sccial Security
Reform,” provides estimates of debt pending and with Social Security reform. The
estimates for debt with Social Security reform reflect various options for redefining debt
subject to limit, which are included in some of the options below.

«  Qur options are:

« Do nothing now, We could simply wait unii] the increase is needed in the summer of
2001, This would avoid strapping the reform proposal with additional baggage, but it
would require the next Administration 1o deal with the “must pass” Jegisiation.

- Ipcrease the limit io the reform legislation. Increasing the debt Hmit as pant of the
reform proposal would allow us (o more clearly justify the increase as necessary to
save Social Sccunty and Medicare.

- Redefine debt subject to Hmit in the veform legislation to exclude debt resulting
from investing the transfers, Rather than incresse the Hmit, this option would
define the increase in debt resulting from the transfers out front under the Hmit. 1t
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could be justified as a special exemption needed to save the trust funds. On the other
hand, it would difficult to explain why debt resuliing from transfers was excluded but
debt resuiting from the investment of normal receipis was not.

»  Redefine debt subject to limit in the reform legislation te include anly debt held
by the public. This would remove debt held by these trast funds and other
Governmant aceounts from under the debt himit. We weould peint out that it makes no
sense for Congress 1o subject these investments to limit while simultanecusly causing
them to increase. :

Furthermore, most budget experts agree that debt held by the public is the more
meaningful meagure of debt and, if there must be a limit, that it should Bmit this debt,
We could point to the fact that the nearly-passed resolutions for a balanced budget
Constitutional amsendment would have constrained debt held by the public, not debt
held by Government accounts,

On the other hand, some will not understand the proposed change and will be
suspicious of it. Alse, if all debt held by the public was included, not just the FHA
debentures as currently, we wauld have to be more attentive and more formal in how
wg treat agency debt than we are now.,

4. Social Security and Medicare Reform is linked te the budget process requirements of
the Budget Enforcement Act and the Congressional Budget Act. We need to make these
poinfs:

* Budget Enforcement Act:

- Hteurrently expires for iegislation enacted through 2002 {affecting PAYGO through
2006). It would nead fo be extended to continue to protect surpluses and to tock in
Cap inCreases. |

- The protections for Social Security (off-budget, exempt from sequestration) must be
continued.

- The discretionary caps should be increased, upon Social Securily and Medicare
reform.

~ The surplas needs to be defined, for BEA purposes, as excluding the Social Secunity
and Medicare Lock-box transfers.

- The PAYGO rules need to be waived on a one-time basix for the reform legrslation so
that the various related Administration initiatives (e.g., USA ageounis) can be funded.
The PAYGO rules would be sxtended for all other legislation.



Congressional Budget Act:

Congressional rules protecting Social Security should be extended. For example, the
Senate rules require 60 votes to override a point of order against any bill that would
worsen the solvency of Social Security and against a reconciliation bill that would
have any effect on Social Security.

- The surplus needs to be defined, for CBA purposes, as excluding the Social Security
and Medicare Lock-box transfers.
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Imfi:siizzg the Surplus for Tomorrow: The President’s Plan Reserves
Nearly 90% of Surplus To Meet Long-Term Retirement Challenge.

0 Rather than consuming the surplus for today, President Clinton’s proposal 1eserves
nearly 90 percent of the projected budget surplases - almoost 34 trillion -- over the 15
years to meet our long-term retirement challenge.

o President Clinton’s propasal will pay down nearly $3 trillion of our national debt, As a
result, the publicly held debt will be cut by more than two-thirds and, as a share of GDP,
will fall from 44 percent today to 7.1 percent in 2014 ~ its lowest level since 1937,

Continuing A Pro-Growth Strategy That is Working vs. Retarning To

The Failed Policies of Debt and Deficit: The President’s Proposal
Creates a Debt Reduction Lock-Box for Social Security and Medicare,

o In 1993, President Clinton and Congressional Democrats cut the deficit, helping ereate
the longest peacetime econemic expansion in history, President Clinton’s plan will
create a debt reduction lack-box for Social Security and Medicare. This is a pro-growth
strategy -- maintaining fiscal discipline by cutting the nationa! debt, which will result in
higher national savings, lower interest rates, higher private-sector investnent, and higher
cconomic growth. We should aol return to the failed policies of the 1980s that
quadrupled the national debt and led to the highest deficii in the history of sur country,

President Clinton Believes We Must Meet Obligations To Future
Generations First -- By Reserving 77% of Surpluses for Saving Social
Security and Strengthening Medicare.

G Republicans and Democrats agree that investing 62 percent of the surplus to strengthen
Social Security is the right thing to do. Some - sven those who agree wa should save
Social Security - would use the rest of the surplus for tx cuts. President Clinton
believes we must meet our obligations to future generations first -- that is why must
reserve 77 percent of the projected surpluses to save Social Security snd strengthen
Medicare. The President believes that anyone who hopes to spend the surplus ~ on tax
cufs or spending initiatives - has an obligation to first tell America’s families how they
plan 1o preserve and extend the Medicare trust fund imo the next century,

After We Save Social Security and Strengthen Medicare, We Should
Provide Tax Relief for America’s Families: President Clinton’s Plan To
(rive Tax Credits for Retirement Savings in USA Accounts Will Mean
Larger Tax Relief for Average Families Than The Republican Plan,

0 The Republican tax scheme would disproportionately help the rich. According to the
£ itizens for Tax Justive, for the one pereent of taxpayers making more than $301,000,
the average tax cut would be 520,697 annuaily. But, for taxpayers making less than
$38,000, a group that includes 60% of all taxpayers, the zverage tax cut under the
Republican proposat would be $99 3 yoar - fir less than the hundreds of dollars for
average working famslies the President’s USA Account proposal would provide.

0



zsmmm(; AMERICA’S CHALLENGES FOR THE 21st CENTURY

SAVING SOCIAL SECURITY NOW WHILE

In His State of the Union Address, President Clinton Put Forward His Framework To Save Social
Security and Strengthen Medicare, While Mceting America’s Challenges for the 21st Century. The
President and Viee President’s fmmework strengthens Social Security and Medicare by:

.

Using The Budget Surplus To Help Save Secial Security And Invest A Portion in the Stock
Market To Seek Higher Returns. The President propases o transfer 62 percent of the projecied
budget surpluses over the next 15 years -~ $2.8 trillion = 10 the Social Scourity system. The President
proposes to invest less than one-quarter of the transferred surpluses in the private sector 1o achieve
higher returns for Social Security - just as any siate or local government, or private pension does —
after working with Congress to devise 2 mechanises 1o ensure thet the investments are made
independently and without political interference by private.sector managers with minimum
administrative costs.

This Framework Will Save Social Security Untll 2058 — And the Fresident Wil Work With
Congress To Save It Until At Least 2875, Transferring over 60 peroent of the surpluses to Social
Security and investing o portion in the market will keep Social Security solvent untl 2055, The
President believes we must work on a bipartisan basis to make the hard-hzaded but sensible and
achievable cholces 1o save Social Security untid at least 2075, As part of this effort, President Clinton
belicves that we must:

{1} Reduce Poverty Among Single Women. Reduce poverty among elderly women -- particulacly
widows, who bave a poverty mate nearly twice the overall poverty vate for older Americany, and

{2) Efiminate The Earnings Test. Eliminate the confusing and out-dated eamnings test so that we
stop disvouraging work and eamings among older Americans.

Steengthen Modicare for the 21st Century. The President’s framewaork reserves 15 percent of the
projected surpluses for Medicare, securing Medicare until 2020, The Presidert believes that the new
resources shonld be utilized 1o achieve broader, bipartisan reforms thet modernize Medicare, make it -
more efficient, provide for a long-overdue prescription drug beneh, and keep Medicare safe until 2020,

After Social Security and Medicare Reform Are Secured, President Clinton Proposes To

Provide $536 Billion in Tax Credits to Create New Universal Savings Accounts — USA Accounts,
The President’s framewark will reserve 12 percent of the projected surpluses to oreate new Liniverssl
Savings Accounts (USAs) so working Americans can build wealth 10 meet their retirement needs. To
help Americans save, we would provide Americans a flat tax eredit 1o make contributions into their
USA account, In addition, we would provide additionsal tax credits to match a portion of an
individuals savings - with more help for lower-income workers,

Prepare Ameriea for the Challenges of the Future, The President’s framework will reserve 11
percent of the projected surpluses for military readiness and other pressing domestic priorities,

A FISCALLY RESPONSIBLE PROPOSAL:
PUBLICLY HELD DEBT FALLS TO LOWEST LEVEL SINCE 1917

Debt-ta-GDP Ratic Will Fall te Lowest Level Since 1917, As a share of the evonomy, the
publicly held debt increased from 26% in 1981 16 50% 1n 1993, Since Mresident Clinton took
sffice, the publicly held debt as a share of GDP has dropped to 44%. And under the President’s
framework, the publicly held debt wiil be cut by more than two thirds, and, as a share of GDF, will
fall from 44% today to 7.1% in 2014 - its lowest level since 1917,
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PRESI}}EN‘I‘ CLINTQN PRO-GROWTH STRATEGY:.
CUTTING THE FEDERAL DEBT TO ITS LOWEST LEVEL SINCE 1917

In the 19885, The Federal Debt Quadrupled. Under Presidents Reagan and Bush, the debt held by
the public quadrupled. As a share of GDP, the publicly held debt increased from 26 percent in 1981
to 50 percent in 1993, When the President took office, the debt-10-GDP ratio was projected to rise to
nearly 80 percent by 2003,

Under President Clinton, America’s Fiscal House Is Now In Order. Instead of sticking with the
failed policies of debt and deficit, President Clinton put in place a bold, new economic strategy to
cut the defiett, lower interest rates and spur economic growth, Today, we have the first budget
surplus in a generation,

President Clinton’s Proposal Will Cut Debt To Lowest Level Since 1917, As aresult of
President Clinton’s fizcal discipling, the publicly held debt as a share of GDP has dropped from 50
percent in 1993 to 44 percent 1o 1998, Under the President’s framewaork, the publicly held debt will
be cut by more than two thirds and, as a share of GDP, will {all from 44 percent ta 7.1 percent in
2614 .. its lowest level since 1817,

Prestdent Clinton's Strategy To Cut the Debt Will Help Strengihen the Economy, Cut Interest
Payments, and Ensure that We Do Not Leave A Legacy of Debt to Our Children:

. President Clinton’s Strategy Is A Pro-Growth Strategy. President Clinton’s framework
will cut the federal debt, thereby raising national savings by nearly 2 percent of GDP;
Universal Savings Accounts will encourage saving even more. Higher national savings will
mean lower interest rates, higher private-sector investment, and thus, higher sconomic
growth in the future.

® President Clinton's Strategy Will Cut Interest Payments on the Federal Debi. When
President Clinton took office, interest payments on the federal debt were projected to eat up
27 cents of every budget doilar by the vear 2014, That would have made it almost
impossible for future generations to make basic decisions about how the government should
spend their mongy. Today, interest payments on the debt take up about 13 cents of every tax
dollar. Under the President’s proposal, interest payments would shrink to just 2 cents on
every dollar by 2014,

. President Clinten’s Strategy Will Ensure That We Do Not Leave a Legacy of Debt to _
Our Children, President Clinton’s proposal would cut the debt held by the publie, as a share
of the cconomy, 1o 7.1 percent in 2014, This would mean that ingtead of leaving a mountain
of debt for our children, we would completely eliminate the nationgl debt by 2018

CUTTING THE NATIONAL DEBT IS RIGHT FOR AMERICA

. Alan Greenspan, Federal Reserve Chairman, January 28, 1992: “[ncreasing our national
saving is critical. The President’s approach to Social Security reform supports a Jarge unified
budget surplus. This is a major step in the right direction in that it would ensure that the
current rise in government’s positive contribution to national saving is sustained.”

. David Brader, “The Greatest Gift to oor Children,” Washington Post, Fehruary 7, 1999:
“ISaving on interest payments due on the national debt] illustrates the single biggest
achievement - and the most important virtue -- of the {iscal policy this government has
pursued aver the past six years, a pelicy which Clinten is wisely recommending be continued
for the foreseeable future, Thanks to the budget decisions ke hag made - some fiercely
resisted by Republicans and others urged or embraced by them - we have gone from
confronting deficits as far as the eye could sce to the prospect of large budget surpluses. This
1% & huge gain for purselves and our children”

(i
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Investing The Surplus For Our Future:
Cutting the Debt By More Than Two-Thirds

Ratio of Debt Held by Public to GDP
{End of Fiscal Year)

80

Iwithout Clinton-Gorel g
Deficit Reduction g

)
’

Reagan-Bush
Ye

A0 | U N < Y
Clinton-Gore

Ciinton-Gore
Proposal

711 N SR FO Y SR oo * R+

% (LA TV N AU T N T T L LN S L T LA T L T T T I T T T
1980 1882 1984 1086 1988 1990 1882 1994 1996 OB 2000 2002 2004 2006 2008 2010 2012 2014



David S, Broder
The
Greatest |
Gift to

Our Kids

: the
estitnate of Gaal 1009 mterest pape
mertts o the mational debt was & bit
trder $242 billion. Tast wesk, one-
thind of the wey throggh that fisml
year, thenew indgel sstimated inter
es1 pasrosnks #t just over §227 Wllion.

The almant $15 billion svimg 1o
sulted from two thingy & marvelous
ooty thit gaermtad mioes teve
tines for Unale S Gian had seamoad
urged by (licton and #ndoreed last
m&mmﬁmﬁﬂ@m

e
pits’ and use it to pay &vm the

futytotots,

Now, saving 315 billion wwy pot
seer; He mmch I & budge of $L.7
trilion. But let roe to7 vers, 8 it equial
tolthe whole 3809 budget of the
National Instiites of Heslth, our
it i o B s ek

£ i5 yesr on
Start and the min program of assis
tapee o dementary 2nd sooodary
schocls. I §s mare than is budgeted
for-all of the exvronments), csstvs
tivo end land managenisnt prograns
cé:be’gamm

‘aﬁiwmtmwé'ﬁenmm
tant virte—-of the fiscal poficy this
fovermpent hoas ot v the

by

e o et st e
- s2¢ 1o the prospect
budgg:ax;ézm

JThis i g huge poin for oursebves
s oo childres, I 5 e of rampant
eynivism bt povernoent and poli-
tictans, tix & ane achievement for
which Waskington can ke 2 bow,
Fo be sure, the real heros dnd hero-
ines are in the grivate esomoy, gt
pofiticians mwade hard decisions 1w
'Wmmmzmm
L, o1t which ¢hese numbers
wold ned have apoeared,

Por years, 1 wrote excls Febroary
ghxngt "the fastest-growing item in the
fedérgl budget---inferest payments
om the nationsl debt” I arpued that

¢ s seb 3 dagie weapon of -

schact hemeh, Tt svas moey dosen the
timzwez e Acngsiely, into the

3 ;

And} often quoted Sen. Pat Moy
“han’ of New Yok, who vegularly
warned that 25 long 55 thase defizits

iptieeest costs would “ise prometrd-
cally” threatening the welibeing of

groersbions.

But vow wre Bove brokes ot of
that destructive patiern and sotered
“tmto what Jack Lew, the director of
the Office of Managnment znd Budg
e, ralis “8 virtuom cyvle” By saving
aixxgrmlated

tistiomal debd, we redue .

(fiscal W8 thwough 00 at $1.389
friffion, The new hudpel estinuies
futprent charges for e next five
Fedrs {fincal "0 through 4) a1 $877
billiosen difforence of $182 billon.

That's suoagh 10 pay the salaries of

everyone in the military for half that

In the first vear, the saving i $26
hifion; In the fifth year, aimost twice
Jthat, $48 hilliors. Asd # will continue
to grow each yeus,

Mow, T am not confident of fong
terms projections, becanse o one
kngvws when we wil B a0 stohomic
squall Bat Lew told the Senate Budg
ot Coneitier that I we. staped the
roriree for 15 years, the mationa] debt
wonihd shicink frren hatf the size of the
whole sconcmry— which # was in
10920 sbout 7 pement of the
wecaoty’s sive. Freeng thern of the
torden of debt wendd e, he riphtly
, said, “ore of the greatest gifts that we
conldd ey give our children.”
© The Republican response is to
divert much of By surpius indo 2 30
prreens, acrosstheboard v it
San,. Willlam Foth of Deleware, the
ehgirman of the Fimanre Commitiee,

in, 7 find it inzomprehensihle that S
presdent’s plan would oot allow fora
widsgauge ax o is the next 15

TS,
 Rubin replied that the Treasury |
estizantes that 35 paroent of the

benefits of such 2 tax ot would go to
the top I percers of earners and
twoihinds of the benefits o the 4
24 pervenmt—"the ymecincoms peo-
pit who are, In & other respects,
tluing best in our society.”

- That's the essence of the budet
dehate: Save the splus for our kids
ot wi the rick gpend move on thes-
sefves.,

A

Tug Wasmineron Post

Sunbar, FRBRUARY 7, 1999



SUPPORT FOR KEY ASPECTS OF PRESIDENT CLINTON’S PROPOSAL

. Henry Aaron, Brookings Institution, January 27, 1999: “The purpose of this note is to explain how the
president’s proposal would work from an accounting perspective. The message is simple: the double-
counting issue is bogus. The president’s address outlined a bold plan that stands in striking contrast to
alternative proposals that would use the projected budget surpluses to justify large tax cuts or spending
increases. Faced with a once in-a-generation choice about how ta spend large and unanticipated surpluses,
the nation should confront the big issue “save the surplus or spend it and not get mired in accounting

pettifoggery.”

o Alan Greenspan, Federal Reserve Chairman, January 28, 1999: “In this light, increasing our national
saving is critical. The President's approach to social security reform supports a large unified budget surplus.
This is a major step in the right direction in that it would ensure that the current rise in govemment’s positive
contribution 10 national saving is sustained.”

. Wall Street Journal, “Greenspan Backs Clinton’s Plan For the Surplus: Diverting General Revenues
Toward Social Security Will Cut Debt,” January 29, 1999: “Federal Reserve Chairman Alan Greenspan
defended President Clinton’s plan to divert general revenues into Social Security suggesting that it may be the
only politically possible way to use growing budget surpluses 1o pay down the national debt.... Mr. Greenspan
called Mr. Clinton’s plan for the surplus “a major step in the right direction.”™

. New York Times, “In the Red. No, Black. Debate Over Social Security Proposal Misfires in Focus on
Double Counting,” January 30, 1999: “{'TThe real difference between the President’s plan and that of his
crities is not double counting. Some critics want to use the surplus to cut taxes. Many Republicans want to
use it to create individual retirement accounts..., The President wants instead to drive down the Federal debt,
now about $4 trillion.”

o Washington Post, *Saving Budget,” February 2, 1999: “The govermment’s long-run obligations continue
to be much greater than the foreseeable revenues. “The mostly conservative fiscal position that the president
has staked out is correct.”

® Jonathan Chait, “Whe’s Fiscally Responsible Now,” New York Times, January 25, 1999: “The political
gentus of Mr. Clinton’s plan is that it marries good policy with good politics, This used to be what
Republicans called responsible budgeting. How sad that they now see it as unacceptable.”



Greenspan Backs
Clinton’s Plan
Forthe Surplus

Will Cut Debt, He Says

By Jacos M. SCHLESINGER

Stutf Reporter of THE Wall STREET JOURNAL

WASHINGTON~Federal Reserve
Chalrman Alan Greenspan defended Pres-
ident Clinton's plan to divert general rev-
enugy inlo Sorial Becurity, suggesting that
2 may be the only politicalty possibie way
te uzs growing budget surpluses io pay
down ihe natienal deht, -

Hegublicans have stepped up criticiem
of the White House Social Security plan in

InternetExuberance?
fed Chaitmoms Greenypan toid Congress
that Internetatock manis is Hke buying
ionery sickets, Artizle on page Cl.

recen! days, focusing on Hs reliance on g
massive itansfusion of new tax revenues to
extendd the Sacial Security trust fund by 3
years o @55 Qurrently, $ociz! Securizy is
funéed by payroll taxes,

A1 3 Senste Bodget Committed heaning,
Chatrmen Pete Damenici of New Mexice
hlasted Mr. Qinton’s pian a5 “an elaborate
game” of “accuunting shifts'” that will
“untdereut efforts 1o achieve reatf reform.”
Mr. Domenici noted that in prior biparti-
san studies of the tetirement program, cne
of the few points of consensus was apposi-
tion to using peneral revenues,

But Mr. Domenici and other Repubti-
wnns were unsutcessful in repeated at-

tempzs to draw Mr. Greenspan inte attack-
ing Mr. Cliaton's plan. Mr. Greenspan has
Jn the past opposed naing general revenues
te fund Social Serurity and indicated ves
terday that he wesn't happy about the idea
row. Bot he impied that Mr. Clipton's
plan--which esseniiglly marriss fture So-
¢iad Security commitinents {o current bug-
gt surpluges—-may be the best politicsl
mesns 1 3y emt thet Mr. Greenspan
strongly supportst paving down the na-
tanal debt of 3.5 teillion held by the public.

© The notion that Congress couly rany
ennugh support o pay down delt withow
such 3 pimmnizk “may be wially vnreglis
tie,” My, Greenspan said. adding that My,
Clipton's spprosch may be g “'second
best™ way to accumplish s goal,

The hears of the cianplex debate is what
Washington shouri-and cag-fdo wilh
budge! surphuses (st the White House €5~

. . . timates will iotal 8.4 trillion in the pext 15
Dwertmg General Revenu&s’

Toward Social Security.
:tp pay down debt, which they say will lower
“interest rates, raise national savings and

yours.
Many economists, most notably Mr,
Greenspan, fee] the money should be used

investrment, and boost lodg-term growth,
rates. Mr. Gresnspan ealled Mr, Chnton's

‘plan for the surplus g major step in the
‘Tight divection.”

Rapulilicans don't necessarity disagree.
Rut they contend it 18 unrealistic (G expent
Wasiingion o sii on surphuses for many
years without boosting saending or cutting
tages. “If | ok ou there and ook a8 Cone
gress, they are golng ¢ spend 28, Sen.
Diomsenici said. 8o, he and other Republi-
¢ans prefer  iig (ax ol On that poing, they
won Mr, Geeenspan's gugiifisg sndorse-
mant; He repegted his nlpstgied viow that #
the government caa't profeci surplses. Ris
seter to ool taves (ian incraase spanging,

Republivans gre incrapsingly vogal ip

ing the compiex way that Mr. Clinton
oes pey down the debl. The Cliston plan
ouid use aboud 52,8 trillion fo pay down
debt, For every doliar of dab! paid down,
Mr. Clinton would pive gn exdra dolisr of
1GUs 1o the Sccig! Security trust fund to
pay lor benelits from 2012 o MEE ngter
ihat scenario, those beneiils would essen
tizlly be paid out of general ravenues.

Despite his praise for parts of My, Clin-
fon's Social Security plan, Mr. Greenspan
agreed with critics that it doesn't do much
to solve the fong-term cost problems. Mr.
Clinton's proposals aveid any painful
changes, and Mr. Greenspan $aid that uitie
mately, “in all likelihood . .. taxes will
have to be raised, or benefits cul.” Mr.
Greenspan also cautionsd apainst assum-
ing that the White House's rosy gstimates
for surpluses wil? actusily materialize.

In his testimony, Mr. Greenspan also
reiterated his oppasition to anather portion
of the Clintor Sncial Ssourity plan st
drew the mos? attention when the paskage
was first unveiled last weey: Investing
some of the trust fund in the stork market,
“Even with Herculesn effovts, | doubt
would be feasilie o insuiars, aver ine long
run, the trust funds from political pres
sures,” the Fed shairman said,
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TALKING POINTS ON DOUBLE COUNTING AND DEBT

When You Strip Away All of the Accounting Rhetoric, the President’s Plan Does
Twao Things:

{1} Between now and 2014, the President’s plan will cut the publicly held debt by more than
two thirds, increasing national savings and strengthening our economy to make it easier for
us {0 mee! our retirement challenge and sther national prisrilies.

(2} 1t gives Social Scourity first claim on the benefits of debt reduction (hy giving new bonds
1o the trust fund).

That Is Why Fed Chairman Alan Greenspan and Top Experts Support the
President’s Approach to Debt Reduction:

o Henry Aaron, Brookings Institution, January 27, 1999: “The message is simplo; the
double~counting issue is bogus. The president’s address outlined a bold plan that siands
in siriking conirast to slicrnative propesals that wonld use the projecied budget surpluses
to justify larpge tax cuts or spending increases.”

0 Alan Greenspan, Federal Reserve Chairman, Jannary 28, 1999; “In this light,
tereasing sur rational saving is oritical, The President's approach to social security
reform supports a large unified budget swplus. This is a major step in the right direction
in that it waouald ensure that the current rise In government's positive contribution to
national saving is sustained.”

The President’s Plan Takes Advantage of Our Current Good Times to Set Aside
Resources 5o That We Can Meet Our Existing Obligntions. We already have an
obligation to current workers to pay them benefits when they retire, even if they retire in
vears afler 2032, The President’s plan docs not increases these commitments. Insicad, 1t
sets aside resources 50 that we can meet our existing obligations,

Under the President’s Plan, We Have the Ability ip Pay Benefits Through 2032 and
Bevond: When Prosident Clinton fook office in 1993, deficils were exploding and there
were serious concerns about how we were going o be able to pay buck the Social
Security trust fund when 3t began redeeming 118 bonds. Because of the fiscs! discipline
and tough choices of the past six years, the Clinton Administration s projecting budget

surpluses, gven after paying back Social Security, until the middie of the next century.

The President’s Plan Follows the Same Accounting That Has Been Used by Every
U8, Administration since the Johnson Administration. Since the Johason
Administration, the Social Scourity surplus has been part of the unified budget surplus,
ard has been used a second ttme, almost always for new spending. Many Republicans
have calied for the surplus 1o be used a second time for tax cuts, to fund individual
accounts, of o pay for the transition 1o an individual account system. The President’s
plan uses the surpluses for debt reduction, and fo exiend the life of the Social Security
and Medicare irust funds.

The Bottom Line Is Cloar: The President’s Plan Will Cut the Debt and Keep
America’s Economy Strong. Regardicss of any claims offered by opponents, the
President’s plan will cut the debt held by the public by more than two thirds, and as @
share of the economy il will fall to is lowesi level since 1917, This will raise national
savings, lower interest rates, and help keep America’s economy sirong. The President’s
plan will Jower the burden faced by our children and grandchildren, and lcave the country
better able to meet the challenges of an aging population.

(1)
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Washington Diarist: Doubletalk

By Jouathan Chait

The most irritating thing about newspapers is their convention of presenting disagreements
on matters of fact as nothing more than differences of opinion. Recently, a city afficial here
resigned because he used the word "niggardly.” A Washington Post story reported that the
word "means different things to different people.” Most of the Washingtonians quoted felt it
could be taken as a slur, but others did not. And who 18 the Post to say which side 1s right?
The same day, another Post siory reported that President Clinton's Social Security planis in
trouble; it is widely thought 10 be a "budgetary sleight-of-hand that actually has the effect of
counting twice the money that would have gone into the program anyway." Now, it is either
double-counting or it 1s0't, but the article did not delve nto the merits of the accusation.
Insiead it focused on the fact that "senous guestions are surfacing"

The question surfaced, among other places, 1n an article in last week's tnr by Matthew Miller.
For thase who missed it, Miller assumes the following scenarior The budget surplus is $150
billion, of which $100 biflion comes from the leftover Socal Securnty taxes that weren't used
to pay for currernt benefits. That $100 billion goes into the Soctal Security trust {und. Then
Cliaton takes 60 pereent of the total budget surplus--890 billion--and gives it (o the trust

fund. That means the trust fund gets a total of $194 billion. Since this is more than the total
value of the hudget surplus, Miller concludes that Clinton's plan “double-counts” and is also a
"scam," "legerdemain,” and 2 good dozen other synonyms.

[ admit it looks strange. But there's a perfectly decont explanation. Suppose that [ loan you a
dollar, and you promise to pay me back with interest. The Chait trust fund is now worth one
dollar. Then, out of the goodness of your heart, you decide to give me back the same dollar as
a gifi. Now I am worth two dollars: the dollar ] have, plus the dollar you still owe me,
Clinton's proposal works the same way. Social Security brings in an extra dollar that 1t
doesn't need this year. It loans the dollar to the rest of the federal budget, and m retom the
federal government deposits an 1OU for one dellar in Social Security’s trust fund. (The trest
fund is an accounting device to keep track of ali the dollars Social Security has loaned out)
Now the extra dollar belongs (o the non-Social Security budget, and the government can
spend it any way it wants, Clinton proposes giving that doliar-- 60 cents of that dollar,
actually, but let's keep it simple--back to the Social Secarity trust fund, Then the trust fund
takes the dollar and purchascs a $1 federal bond from the general public. Henee, it has
mcreased (ts value by more than the value of the budget surplus.

In ease it sounds like I'm frying to pull a fast one, let's ponder those two transactions in tura,
The first part simply involves lending the Social Security surplus to the general budgel. This
resembles double-counting in the sense that the money credited to the trust fund can also be
used for other purposes. Yet, while the outery in the press might make you think that Clinton
mvenied this tactic, every [ederal budget has done this for decades, Indeed, the very same
Republicans who are denouncing Clintsnencluding seif-proclaimed budget hawks such as
John Kasich and Pete Domenict--have themselves proposed using the budget surplus, made
up largely of Souial Sccurity funds, o pay for new tax cuts or private retirement accounts.

The only new slement is what Clinton proposes to do with the mioney afier Social Security
fends it to the general budget. The general budget gives most of the money right back to the
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trust fund as & grant, not a Joan. The trust fund takes about 15 percent of the money and gives
it to an Independent board to 1nvest in stock indexes. {This part is also controversial, but |
won't get inte it right now.) it invests the rest of the money in Treasury bills, thus reducing
the national debt, Again, this might appear suspicious--how can you use the same dollar 1o
reduce the national debt and bolster the Social Security trust fund? The answer is that it has
the same economic effect as reducing the national debt. Right now there are millions of
Americans who own federal bonds--JOUs for money they've lent to Uncle Sam. When the
trust fund huys up some of those bonds, the public then can use the money to spend or invest
in the privale sector, To the extent the money 18 mvested n gfficient new praductive capacity,
it strengthens the coonomy over the long run. Also, by reducing the debt i owes 10 the
public, the government increases its ahility to borrow in the future. The onty twist is that
Clinton's plan guarantees that the benefits of this saving acerue to Social Security. 1 this still
sirikes you funny, consider an alternative scenario. If Clinton took the Social Security portion
of the budget swplus and spent it il on tax credits or child care or wild parties in the Qval
(ffice, the money would s1ill be credited o the trust fund. So, if he insicad saves the money
for Sociel Security, shouldn't the trust fund refleet the difference?

One common objection is that bolstering the trust fund cannot work because it acoumulates
pothing but [OUs. But the debior on those JOUs is the United States government, the safest
cradit risk in ths history of civilization. And the creditors are future Social Security
reoipients, whio demonstrate roughly the same level of forgiveness toward missed payments
as a loan shark from the Gambino family. Anyway, this isn't a reason to oppose Clinton's
plan, which boosts the government’s capacity to make good on future debts.

Bui Miller doesn’t claim the trust fund won't be there, Instead he argues that Clinton is simply
pulling money out of the sky. The "logical extension” of the Clinton plan, he writes, is "to
use the same accounting trick 1o boost the trust fund a few extra trillion and announce that
Clinton had put 1he Social Security problem behind ns altogether” He's arguing, in other
words, that Clinton's plan would have aliowed him (o add as much money as he wanted o the
trust fund. But this is simply not the case. The most Clinton could have pat into the trust fund
15 twice the surplus. This is a fact, not an opinion,

The president’s idea might nof be in so much trouble, then, if Congress and the media
setoally understood 1t But, then again, maybe 1t wouldn't matier. Upon hearing that
"niggardly” derives from Middle English and Scandinavian dialects, one offendee shrugged:
"D we really know where the Norwegians got the word?” Yes, maybe thoy anticipated that,
centuries hence, the word “migger” would become a stur in English and then subsequently
become socially unacceptable, so they preemptively sneaked 2 similar-sounding word into
the Ianguage. All | know for sure is that sericus quostions are surfacing.

{Copyright 1999, The New Republic
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, THE CASE FOR INVESTING
PART OF THE UNIFIED SURPLUSES IN EQUITIES |

[n his State of the Union Address, the President proposed that 62 percent of the projected budget
surpinses over the next 15 years be transferred to the Social Security Trust Fund, in order to
increase the shility of that Fund to meet promised Social Security benefit obligations, The
President further proposed that about a fifih of the transferred surpluses be invested in equities to
achiove higher returns for Social Security, helping to extend the Hie of the Social Security trust
fund to 2055, This action does, however, raise understandable concerns about the possible
extension of political inffuence on investrent decisions and the risks that this might pose to the
economy andd the Trust Fund. Any system of collective investment can and must address these
concerns. That is why we will work with Congress to design a system that observes five carg
inciples:

I FPrivate Sector Mas 3 etitive Bidding, Social Security
beneficlaries iieserve ﬁsc same t::i‘i' z:zezzz mzmagcm@n? szi mar&e{ reiums thal people
receive in their private pensions and personal savings, The actual investments should be
marnaged by private sector money-managers selected by competitive bidding.

2, Independentiy v i ang [ olitical. There would need to be wholly
m{iegezzéaz}% oversight ofiny esimem that was insulated {rom political influence. The
choice of investment managers should be done by an independent board whose sole
responsibility would be to pick fund manszgers so as 1o maximize the performance of the
imvestments. This would ensure that the investment of funds was carried out with zero
government involvement,

KR Limited. The share of Trust Fund assets invested in equities ought to be kept at a very
modest level - both o Iimit risk 1o 1the Fund and 10 ensure that collective investments
never account {or more thun 2 smal! fraction of the sinek murketl as a whole,

4. Broad-based, Neutral, snd Non-Discretionary. Assets should be invested
proportionately in the broadest array of publicly listed equities, with ne room for
discretion in adding or deleting companies and no room for aclive involvement in
corporate decisions.  Neither the government nor the privale sector managers it selects to
wdertake imvestment on its behalf should be javolved i “stock picking.” Asa
sharcholder the Funds should be entirely passive; ene way o aceomplish 1his would be to
mandate that proxies be voted in the same proportions as other sharcholders.
Alernatively, if the investments were spread among a number of managers so that no one
manager had a large share of the total market, the managers conld vote the shares in the
inerests of the share holders, just as mutual fund managers do today,

. No Market Tinung or Stock Picking.  In essence, the managers should be on
autopilot in investing the funds, They should have lite or no discretion in the
investment of Trust Fund assets -- so they cannot “time the marketl” or pick
individual stocks.

8. Lowest-Cost. Collective investment needs 10 be adminstratively simple and achieved ot
the lowest available cost - both 1o obtain the highest possible returns and to further
enhance the systemy’s trangparency and Fle}pendence.

13



WHY INVEST PART OF THE SURPLUSES IN EQUITIES?

1. Investing Part of the Surpluses in Equities Would Raise the Rate of Return That
Waorkers Would Experience on Thelr Contributions into the Social Security System.

» Historically, the Trust Fund has been invested exclusively in government bonds,
While these bonds have the upside that they are essentially risk-free, they have the
downside that they pay a relatively low rate of returm on average. Adding equities
to the Trust Fund portfolic would allow the Social Security system to enjoy a
higher rate of return, on average. Between 1959 and 1996, the difference between
the average annuai rate of return earned on stocks and the rate earned on bonds
held by the Trust Fund - the “equity premium” - was 3.84 percent.

. Raising the rate of return on the Trust Fund would mean that the Sosial Security
syatem could be brought info fong-term actuarial balance with smaller reductions
in benefits, or smaller increases in revenus, of hoth.

i Investing part of the transferred surpluses iy equities accounts for about one-third
of the improvement in the actuarial balance achieved under the President’s
X framework.
2. Investing Part of the Trust Fund in Equities Would Bring Secial Sccurity into Line

with the “Best Practice” of Both Private- and Publie-Sector Pension Plans.

» The overwhelming number of private-sector defined-bonelit pension plans invest
part of their reserves m equities. Among large private-sector defined benefit plans
{those with more than 100 participanis), more than 40 percent of wial assets of
were invested in equities,

» Similarly, 65 percent of the portfolio backing the defined-benefit pension plan of
the Federal Roserve System ts invested in equities.

» In aggregate, state and Iocal pension plans hold fully 10 percent of the overall
stock market.

Winy IS EQUITY INVESTMENT BETTER UUNDERTAKEN
THROUGH THE TRUST FUND THAN THROUGH INDIVIDUAL ACCOUNTS?

1. Administrative Costs Associated with Trust Fund Investment Wonld Be Much
lL.ower,

L For example, the equity-fund component of the Federal Thrift Savings Plun (T8P)
incurs annunl vesiment-management costs of only about one basis paint {ong
onc-hundredth of a percentage pointd. Thus, for every 8100 in equity assets undor
management, the TSP pays only abaut one cent per year in management fees.



. By contrast, asset management fees for individual accounts such as IRAs typically
run in the neighborhood of 100 basis points or more -- or ghout 31 per year for
every $100 under management.

. The asset management fees associated with IRAs are thus typically at leust
100 times larger than the fees associated with coniralized investment.

. Management fees are extremely imporiant in determining the buildup of assets. A
fee of one basis point paid every year for 4G years would reduce the accumulated
halanze by only about 0.4 percent. By contrast, a fee of 100 basis points would
reduce the accumuiated balance by about 33 percent.

Financial Risk Can Be Spread Much More Effectively If Equity Investment Is
Undertaken Through the Trust Fund than Through Individual Aceounts.

o Financial risk that arises through equity-invesiment of the Trust Fund can be
spread both across the entire population participating 1n the system at any given
point in time, and over iime. Indeed, provided equity investment is undertaken
through the Trust Fund, the consequences of marke! fluctuations can potentially
be spread over many generations.

® By contrast, in a system of mdividual aceounts, the conseguences of market
fluctyations must - by definition -~ be borne by each individazl. 1 the market
happens 1o do well during a certain individual’s {ifetime, that individual can enjoy
a relatively prosperous retirement. [f the market does poorly, that individual’s
financial seourity in retirement may be icopardized.

Wuy CAN WE e CONFIDENT THAT TRUST FUnD
INVESTMENT IN EQUITIES WON'T DISRUPT THE MARKET?

This Is Not Direct Government Iuvestment -~ I Is Investment Undertaken by
Private-Sector Managers Seleeted by Cormpetitive Bidding,

* A bedrock principle of the President’s program is that the government itself
should not be a participant in the market, All transactions will be execued by

privale-secior managers.

o The Thrift Savings Plan selects managers in a similar way, placing its portfolio
with managers that bid the lowest cost. These managers also vote the shares of

stock they conirol.



Institutions] Rules Can Be Established to Create Yery Strong “Fire Walls” Against
Political Interference.

The experience of state and local pension funds points to several elements of
institutional design that have been essential in that context in helping prevent
political interference,

Investments can be made in a broad-based, neutral, and non-discretionary way.
Through passive investing in an index, private-sector managers will not be
mvelved i “stock picking.”

History shows that political influence can be avoided. The overwhelming bulk of
assets in state amd local plans are invested wisely - not in politically motivated
ways.

For cxample, the Federal Thrift Savings Plan (TSP} invests §77 billion in siocks
and bonds, with more than half in stocks. Francis Cavanaugh, the first exscutive
director of the Board responsible for TSP investments, says that invesinmenis have
been made without political inferference. Specifically, in a recent news article,
Cavanaugh said, “Can it be done? It i done.. We did it

The Equity Heldings of the Social Security System under the President’s Program
Woaonld Be Modest Relative to the Holdings of Other Major Players in the Market.

L

Under the President’s program, the Social Security system would hold an average
of aboui 4 percent of the aggregate U.S. stock market.

The top 14 largest private-sector portfolio managers all have more than one
pereent of the market under management. Fidelity, the largest such private-sector
manager, has aboui 4 percent of the market under its management.

By contrast, state and local governments in aggregate already hold abowt
[0 percent of the market,
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THE WHITE HOUSE
WASHINGTON

February 3, 1999

SPEECH TO AARP NATIONAL LEGISLATIVE COUNCIL

DATE: February 3, 1999
LOCATION: The Willard Hotel
BRIEFING TIME: 1:00 pm - 1:25 pm
EVENT TIME: 1:40 pm - 2:30 pm
FROM: Gene Sperling

Ben Johnson

. PURPOSE

To underline the importance of investing the surplus to meet America's long-term
challenges. In particular, Republicans in Congress have essentially acceded to your
demand that we reserve 62% of the surplus for Social Security. While they continue to
press for more military spending, they have allocated virtually the entire 38% of the
surplus for an across-the-board tax cut.  You will speak to AARP about why it is
important that we dedicate some of that surplus to Medicare. Without new funding, the
changes we need to make to restore Medicare's solvency would be severe. That is why
we should balance our need for tax cuts (USA accounts} with the need to do more to
strengthen and protect Medicare.

BACKGROUND

AARP, the largest and most influential senior organization, is convening its annual
Natiorial Legislative Council in Washington this week. AARP’s National Legislative
Council, composed of 43 volunteer leaders from across the country, meets annually to
cstablish the Association’s public policies for the coming year. The group’s
recommendations will be reviewed and approved by the AARP Board of Directors.
Social Secunity and Medicare have dominated most of the Council’s discussion.

AARD continues to maintain a non-partisan posture on inany issucs. AARP says the

Administration’s budget proposal contains several intriguing proposals to address the
future retirement security needs of the boomers:

* They look forward to seeing and exploring the all-important details of the Social
Security proposal, especially its effect on reducing the public debt.

L On our Medicare proposal, they say the reductions should be scrutinized to ensure
that they will not jeopardize beneficiaries.



Ii1,

¢ They support your USA accounts proposal as a creative approach that merits
further discussion. They are pleased with our Long Term Care Proposal as an
impontant first step.

AARP President Joseph Perking will thank you for participating in their National
Legislative Council, reaffirm AARP's support to continue a national dialogue on Social
Security and Medicare, and to strengthen the prospects for a healthy and fnancially
secure retirement.

At this week’s annual meeting (February 1.5}, AARP's Council has been addressed by
Janet Yellen, Representatives Richard Gephardt, Jim McDermott, Bill Archer and Bill
Thomas, and Senators Phil Gram and John Breaux, among others.

You have spoken to AARP national Legislative council in 1993, 1996, and 1997, Vice
Prc§it§ezzi Gore addressed the Council last year.

PARTICIPANTS

Gene Sperling
Chris Jennings
Barbara Woolley

Event Participants
YOU

John McManus, Chatrman, AARP National Legislative Council
Joe Perkins, President, AARP
Tess Canja

Marparet Dixon

John Rother

Judith Kenyon

Kevin Donnellan

Grant Midgley

Marcy Creque

Walter Young

Ben Cook

Virginia Tierney

Hyman Komz '
Mary Evanson

Oliver Coleman

Ross Webb

Pete Kelley

[rv Fowards

Ray Stoemer

Barbara Diclanan

Deonnis Thompson




Peter S2ego

Mary Jane Phillipe
Crio Shulz ’
John Herman
Ruth Blacker

Bart Fields

Bill luto

Marle Sonderman
Gene Forrester
Wilma Cosper
David Stucki

Jane Baumgarten
Nellie Fox-Edwards
Jack Albert

Erma Cunningham
Bill Mikel

Ann Weber

Jose Gandert
Phylis Baritz
Keith Campbell
Elda Davila

Bot Grames

Ken Huff

Mary Jane Q‘Gara
Mary Scott

Maury Weiner

PRESS PLAN
Open Press.
SEQUENCE OF KVENTS

. YOU will be greeted by John McManus, Chairrnan, National Legisiative
Couneil; Joseph Perking, President; Esther Canja, President-Elect; Horace
Deets, Executive Director; Margaret Dixon, Immediate Past President; Kevin
Donnelian, Director, Advocacy and Management.

- Gff-stage announcement of YOU accompanied by John McManus and Joseph
Perkins,

- John McManus, Chairman, AARP National Legislative Council, proceeds 1o the
podium, welcomes and imroduces Joseph Perkins.

- Joseph Perkins, President, AARP, makes remarks and introduces YOU.

- YOU will make remarks and depart.
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VII.

REMARKS

Provided by Speech writing,

ATTACHMENTS

Medicare principles fact sheet

Seating Chart

Bio on Joseph Perkins, President, AARP

Bio ¢n John McManos, Chairman, AARP National Legisiative Council
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DRAFT: PROPOSAL TO DEDICATE THE SURPLUS TO MEDICARE AND
PRINCIPLES FOR MEDICARE REFORM
February 2, 1999

Highlight the nced for the surplus for Medicare. In a speech to the American Association
of Retired Persons (AARP), you will underscored the need to dedicate 15 percent of the

surpius to secure the Medicare Trust Fund until 2020 and to contribute to broader reforms
that further sirengthen the program.

- Competition, efficiency and teaditional savings alone cannot secure Medicare, If
reductions in growth alone were relied on to extend the life of the Medicare Trust Fund,
spending grovwth per beneficiary would have to be reduced to 2.8 percent per year - in
every vear - (o get to 2020, This rate is aver 60 percent below projected private health
insurance spending per person (7.3 percent}. This would represent a real out, since this
growth rate is below general nflation; the value of Medicare spending per beneficiary
would erode, and be 10 percent below today’s spending level by 2020. This explains why

every independent health analyst agrees that Medicare cannot be strengthened without
adding new revenues such as the surplus

Principles for Medicare reform. You will also underscore the intention that the surplus be
part of a broader reform package. Such a reform package should:

- Dedicate Surplus to Secure Medicare until 2020, One of the fundamental goals of
Medicare reform is to put this program on firmer financial footing to better prepare it for
the demographic and health challenges of the next centiry. These challenges cannot be
addressed solely by program efficiencies, transferring current liabilities out of the Trust
Fund, or increased beneficiary payments. The President proposes to use 15 percent of the
projecied surpluses over the next 15 years o secure the Medicare Trust Fund until 2020
and to contribute to broader reforms that further strengthen the program.

- Modernize Medicare and Make It More Competitive. Medicare should adopt the best
management, payment, clinical and competitive practices used by the private sector, to
help maintain high-quality services and keep spending growth in line with the private
spending, Sirong and effective Federal administration of Medicare should be assured.

- Guarantee Defined Sct of Benefits Without Excessive New Costs to Beneficiaries.
The entitiement (o an adequate set of health benefits should be maindained. A
modermized, well-defined benefits package is needed for informed competition among
Medicare’s health plan options. Reforms should alse guarantec that current low-income
protections are maintained or strengthened, and that any new cost burden is not excessive,

- Usc Savings from Reform to Help Fund a Prescription Drug Benefit.  Additional
savings from making Medicare more efficient should be used to help finance a long-
overdue preseription drug benefit. Millions of Medicare beneficiaries have no or
inadequate coverage for their medications, limiting their access to needed treatments.
Prescription drugs have become an essential part of treatments and cures, and are
expected to play an cven greater role in health care in the next eentory.
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AARP NEWS

7y, omiat AARP Communications
6'?1 B Sm v Washington, DT 20049

’I Ew (202) 434-2860 « Fa: (203) 434-2588 - wnaarporg
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BIOGRAPHIC SKETCH Wiete (TR GCL
‘ Th Pres id e~

JOSEPH 5. PERKINS ~ "PRESIDENT -

AMERICAN ASSOCIATION OF
RETIRED PERSONS

Joseph 8. Perkins of Danvers, MA, was elected Vice President of AARP at
the 1994 Biennial Convention. He succeeded automatically to the pesition of -
Presideni-elact in 1996 and became President ef the 1998 Convention. In addition
to his respensibilities as President, Mr. Perkins serves on the Board Finance
Comunittee and the National Legislative Conncil. He also is & member of the

AARP Andmus Foundation Board of Trustees and the AARP Business Partnerships
Advisory Council,

As President-elect, M. Perking served on the AARP Bxecutive Committee,
the Roard Finance Committee, and the Board Committes on Human Resources.
He also wus 2 mernber of the National Legislative Council and vice chair of the
AARP Andrus Foundation Boerd of Trustees. During his term ag Vice President,

Mir. Perkins served on the board of trustees of the AARP investment program from

Seudder and the board of councilors of the Ethel Percy Andrus Gerontology
Center at “he University of Southern California. He was a trustee of the AARP
Croup Health Insutance Trust, a board observer of the AARP Pension/W eif&ra
Trust, anc. & member of the AARY Business Partuerships Advisory Council,

Mzr. Perkins eurrently serves on the board for Operation ABLE (Abilities

Based on Long Experience) and the Advisory Council of the Fn:zster Grandparent
Program for Greater Boston. ‘

MORE-
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He recently scrupleted a four-year term on the Pepsion Benefit Guaranty
Corporatiop Advisory Committee and on the national board of directors of the
Alzheimer’s Association, He also served on the board of directors of the
International 3ociety for Retirement Planning, was a founding member and
president of the New England Retirement Planners Council, and volunteered for
Project RAP, a crisis-intervention aoﬁnﬁehﬁg semm for four years.

M, Perkins retired in 1994 as the coxporate rcurmfmt manager for Polarsid
Corporation, Prior to entering this field, he was a practicing industrial e:ngmf:ez

AARD is the nation’s leading organization for people 50 and over. It serves
their needs und interests through legisiative advocacy, research, informative
programs, asd community services provided by a network of locsl chapters and
experienced volunteers throughout the country. The organization also offers

members 2 wids range of special membership benefits, including M_dm&aigni
magazine aad the monthly Bulletin,

i

Bditors: Photos of Mr, Perkins and further information on AARP are available
from Communications (202) 434-2560, ‘
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Vo THE WHITE HOUSE
' WASHINGTON
February S, 1999 THE PRESIDENT HAS SEEN
: L -1-99]

MEMORANDUM FOR THE PRESIDENT

FROM: - GENE SPERLING

SUBJECT: NEC WEEKLY REPORT

cc: ) JOHN PODESTA

Steel Update: Last week, Commerce released December 1998 steel import data -- 20 days
earlier than the normal release date. The new numbers provide strong evidence that our strategy
of vigorous enforcement of our trade laws and strong bilateral pressure is working. Imports of

» y§teel from all countries decreased 32 percent in December.Imports of hat-rolled stegl from all
\){}Eam&wmmmmmmummpm and
ussia decreased 77 percent and 90 percent respectively, You should know that Commerce is

expected to release preliminary dumping determinations next Friday and they are finalizing
suspension agreement negotiations with Russia at about the same time. We are honing strategies
to prevent surges in other steel products and from other major exporting nations, including
Korea. John Podesta and I will chair a principals meeting on this and our overall steel strategy
on Tuesday. You should know that the industry plans to file a dumping case on steel plate,

another major steel product, against Japan, Korea, and several other nations within two weeks --
this information is not public and is market sensitive,

Community Reinvestment Act: Your strong comments on CRA to the U.S. Conference of
Mayors last Friday provoked a letter from Senator Gramm. “Mr. President,” he wrote, “CRA is
not under attack; bribery 1s.” Gramm complains of “an unsavory practice in which protestors file
official complaints . . . and pursue them until they are paid by the banks to stop protesting.” His
solution: make it a felony to make payments or commitments in connection with a CRA
complaint. His amendment is so broad that it could chill bona fide relationships between banks
and community groups by frightening banks that their community commitments could result in
criminal liability. We are working with the DPC and Treasury on a response. [n addition, it
.seems as though Gramm is working on a series of CRA amendments he wants to address in
either Financial Modemization legislation or a stand-alone CRA “reform” bill. The NEC and
DPC will send you a background memorandum on these issues shortly.

Social Security Update: On Monday (2/1), Larry Stein and [ met with Senator Conrad to
discuss your Social Security plan. Karen Tramontano and I also met with Alan Reuther of the
UAW and Gerry Shea from AFL-CIO. On Tuesday (2/2), [ hosted a principals meeting where
we discussed USA accounts. On Wednesday (2/3), Ken Apfel, Larry Summers and I briefed the
House Democratic Budget group and [ also spoke at the AFL-CIQ’s social policy committee
meeting, On Thursday (2/4), Robert Rubin and I met with Bob Denham, former Chairman of
Solomon Brothers Smith Barney to discuss your balanced budget and your Social Security
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reform plan. As you may recall, Bob was one of the 12 CEQOs who endorsed your 1993 budget
garly on, Omn Friday {2/5), Larry Stein and I ruet with Senator Grassley on Social Security. 1
also met with House and Senate leadership, Chiefs of Staff and Policy staff to discuss message
ideas and strategy. In addttion, [ met with representatives from a number of women’s groups ©
discuss your Social Security plan. Next week, they will he sending me a list of their key issues
and concerns on Social Security reform.

We are contining an active outreach strategy for validators and have been encouraging experts
to write op-ed pieces supporting your plan. In addition, we are collecting names of economists
supporting your plan, including 5 Nobel prize winners, This week, the Social Security working
group continued to develop 2 legislative version of your Social Security package and USA
accounts.

Agricufture: Following up on your pledge in the State of the Union to work on crop insurance
reform, Secretary Glickman announced - as part of his budget roll-out Monday, 2/1 -- several
principles that any crop inswrance legisiative proposal would have to meet: maximize
parlicipation in the program, comprehensive coverage, flexibility, use of market mechanisms;
and {owest cost 1o both farmers and taxpayers. He also provided preliminary proposals - in very
general terms -~ 10 meet these objectives; these had been approved at 2 deputies level inter-
agency meeting chaired last summer by Sally Katzen, Secretary Glickman's announcement was
well received. The next step ts to announce a senies of regional forums around the country for us
to listen to farmers and ranchers; we will first clear the schedule with interested members in
Congress, Meanwhile, the NEC-led interagency group is continuing its work on concentration
and alleged anti-competitive practices in the pork industry; we expect to have a report with
recommendations by the end of next week.

School Construction and Davis-Bacon: As you know, last year’s school construction proposal
was silent on Davis-Bacon and our position was that it would not apply. Y ou were asked o take
another look at this issug, and Karen Tramontano has asked Sally Katzen 1o lead an NEC process
to do so. Adding Davis-Bacon raises a range of difficull issues, such as administrative
feasibility, tax policy precedent, and the impact on the probability of passing your school
construction proposal. We are working on these issues to inform your decision. In the mean -
time, there are a number of bills being introduced that do not include Davis-Bacon. In response
to inquires, for now we will iake a neutral position.

Internet Tax Commission: You should know that the commission ¢reated as a result of the
Internet Tax Freedom Act has not met beeause of the controversy over its composition. Because
appointments were made by House and Senate leadership withomt coordination, they are not
consistent with the statutory requirements for a balance between indusiry and state and local
representatives, The “Big Seven” groups are very concerned about the imbalance -- which is in
industry’s favor -- and that many of the state and local representatives that were chosen are
opposed to Intemnet taxation (e.g. Governor Gilmore). NEC, OVP, and IGA will continue
working with the Big Seven, industry, and House and Senate leadership 1o see if this can be
resolved. "
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Medicare Commission Update: The pubhc meeting scheduled for Tuesday {2/9) has been =799
indefinitely postponed, in part because Senator Breaux is trying to decide on next steps. 1t has

become apparent that the plan that he put out on January 22 does not have the 11 votes needed

for passage. This is largely due to its vagueness. On Tuesday (2/2), Congressman Dingell sent a

letter to Senator Breaux, signed by all Democratic appointees except Kerrey, expressing concams
about its lack of details and the need for analysis. It also pointed out the importance of making

the plan consistent with Democratic principles, similar to those you outlined at AARP on

Wednesday. All of your Commission appointees and the Democrats -- including Senator Breaux

. -- were grateful for your remarks, since they help ground the debate. As the Commission’s

- March | deadtine approaches, we will keep you apprised of developments and seek your
guidance on how to proceed.

Hearing on Disability Bitl: On Thursday (2/4), there was a hearing on the
Jeffords-Kennedy-Roth-Moynihan Work Incentives Improvement Act that you included in your
budget. There is growing bipartisan support for the bill, which was introduced last Thursday
(1/28) with 40 co-sponsors, including about a dozen Republicans. Senator Kennedy, in his
remarks, thanked you for your support of the legislation, your mention of this important issue in
the State of the Umon, and your other disability initiatives (tax credit, assistive technoclogy
increase, and long-term care initiative). Senator Dole, who also testified, made an appeal to the
Republicans. He said that this is about “big government, but good government™ in response to
the prevalent criticism that this is an entitlement expansion. Tomuny Thompson’s Secretary of
Health also testified in strong support of the hill. The bill is slated for a mark-up in the Finance
Committee in early Spring, and we believe that Nancy Johnson and Ben Cardin will introduce it
in the Houge,

Y2K Liability Reform: A coalition of industry groups (including high tech and insurance
companies, the National Association of Manufacturers and the U.S. Chamber of Commerce)
announced this week they have developed a consensus legisiative proposal to limit legal hiabiiity
stemming from Y2K computer problems. The bill includes caps on punitive damages and
artorneys fees, limits on joint and several liabiiity, and other elements familiar from product .
liability battles. The plaintiffs’ bar and consumer groups will strongly oppose the measure. The
high-tech industry is already signaling to us that they care only about the more “moderate”
elements of the bill and could sacrifice portions driven by their colleagues’ ideological views on
tort reform. However, it is possible that some of the “moderate”™ elements of the bill will be
difficult for us to support. The NEC is leading a working group with Dol, Commerce, WH
Counsel, OVP, and the Y2K Council to develop an Administration approach to these issues.

Strategic Petroleum Reserve: The Department of Energy (DOE) recently developed a proposal
to replenish the 28 million barrels sold from the strategic petroleum reserve (SPR} in recent nos-
emergency sales. Initially, several economic agencies, including CEA and Treasury, expressed
concem that the proposal might be presented or perceived as an attempt to support the oil

industry by trying to raise the price of oil. Ron Minsk, of my staff, led an interagency process.
Th¥¥onsensus view was that we should support Energy’s proposal, but should characterize it as
an opportunity to demonstrate good management and stewardship of the SPR by replacing oil
supplies while prices are low. Energy will explicitly acknowledge that the decision is neither
intended nor expscied to have any effect on prices, and that this action will enhance our
national/energy security. 1plan to phone Secretary Richardson (and Senator Bingaman) over the
weekend to convey the decision, and expect that Energy will make a public announcement soon.
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Trade Legislation - Africa: The House Ways anm Subcommittee on Trade approved the
Africa Growth and Opportunity Act by a unanimous vote. Secretary Daley testified. Full
comimittee action may occur as early as next week. At the hearing, Rep. Jesse Jackson, Ir.
outlined an alternative bill which emphasized deep debt relief and a reallocation of part of
China’s textile and apparel import quota bill to Sub-Saharan African countries. In response to
questions about the Jackson bill, our position has been to reiterate our strong support for the
Rangel-Crane bill, but to say that we are open to working with everyone -- including Jackson --
who wants to assist in Africa’s economic development.



