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May 13, 1999 

MEMORANDUM TO, 	 GENU SPERLING 
LARRY SUMMERS 

cc: 	 VAVl1l WILCOX 

FROM: 	 JONGRUflER 
PliTER ORSlOAG 

SUBJEC'T, 	 Earnings test 

, We understand from news reports that following yo'ur meeting with Ways and Means 
Democrats today, a bill w.in be draficd implementing the President's Sodal Se\;urity rdaml 
proposals. Since that proposal includes elimination of 1he earnings test in wmc form. we wanted 
to highligbt the coru:I~'1jons that we have Ttl~hcd after studying the issue. I 

. 
Our main oonclusiml is that the earnings test should be eliminated at and above the full 

benefit a~. But eliminating the earnings test for thnst: ~ the full benefit age would be 
unwise b;t,:ause'(1) it could i!lcrease widow Pove~. (2))1 ill not oOViOU.'lly politically necessary, 
(3 j it involves additional short-run budgetary costs, and (4) there is no evidence that it wilt 
produce a significant increase in labor supply. . , 

'j , " 

~ 1 Eliminating the earnings test below the fun benefit age could result in int.'TeQ"~'l!d widow 
poverty" It would thus pose additinnal challenges for ensuring tluJt [he overall Social 

" I Security reform pack'age rcduc~ such poverl)'. ';' -' , 
" 	 , . 

• 	 The earnings test 'cesult$ in higher Social SeCurity benelit)i for survivors and thus provides: 
some prujection against poverty among widoWs. The -earning"i test resultS in' such widow 
protection in two ways.: ._,' , I 

':1' } , 

-- Directly, through the subsequent benefit increu.'lt! Jor working beneficiaries who have 
their benefjl$ reduced under thc earnings test; and , 

, I 
-- Indirectly, through the effect (Jf'the earnings test on delaying. when bendiciarics claim 
initial benefits. . 	 . . 

• 	 1}1e indirect effect ii likely to be more imP.ort~lllt,,~~ftny analysts believe that the earnings 

, 	 . . 
We have already !lent yuu a longer paper Ihat we wrote aimut the e:sming.~ teM. The purpoll<: ofthis 

~,enlnr.indum 115 to provide' Ii briefsUlwnnry o{our main oondtl$iom. ' 
. 	 , 'I . . . 

; , 

\ 
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test is un important reason why 4(} percent ofbeJldiciurics d.;luy initial r.eceipt beyond age 
62. RJimination of the earnings test below the full benefit age could therdore induce 
increased early election ofhencfits. And increased early bt:netit election would reduce 
subsequent survivor benefits (in addition tu annual retiree amI spousal benefit!>), thus 
exacerbating widow poverty,l 

• 	 The effect of additional early claiming on widow poverty cuuld be substantial: average 
bene/its ji)r widows who have had their benefits reducedfiw early refircmenJ (Ire 
significantly ~ the poverty line, whel'eas average beru:fltj for widow., whuJ'e benefits 
eire not reduced/i)r early ret/yemeni are siWlificantly f1.!JJJ:IJt the poverty line, More 
"P"cificaJly: 

-- Among nondisablcd widows and widowers aged 80 and over in 1996 with benefits 
reduced lor early retirement, tht! mean annual benefit wa.'; $7,009, or $516 helow the 
p"verty line 0[$7.525 for a ~ingle elderly person . 

... Among other beneficiaries (those whose deceased spouses did nut claim early retired 
worker benefits. and who did not claim early survivur benefits themselves). the average 
benciit was $9,174,or $1 ~649 above the poverty tine, 

Differences in Primary Insurance Amounts explain unly about halfof the mean differenlX 
across the5e gmups, These figures are suggestive rather thun conclusive, but we find 
them troubling nnnelheless. 

• 	 In t 996, a significant portion oflhose who delayed receiving benefits until the full benefit 
age or thereafter lk'1d relatively low Primary fn'sur.mce Amounts.} If the removal of the 
earnings test below the fun benefit ase induced eVen il mode.'it' lihare of such retirees to 
elect benefits earlier) the adverse consequences in very old age (either for the workers. or 
their spouses, or both) could be significant. Again, rurtht:r research is required on this 
important topic, but the potential mab'llitude of the effecl is suilicictHly large to ~'8I'rant 
conc,em, 

l UeneflCiaries could save enOugh oftheir early benefits to' ensure that income in vet)' old age remained 
co.>uStfml Bul we doubt that such savin& is likely to ~ur: recent research strongly suggests that higher SQeial 
Security henefits will simply lead ((I higher coosumption levels, 

1 For el>ample, one-thlrd ofnew retirees eJecting bet!l:liIs Ilt Of :tiler age 6S in 1996 had Primary Insurance 
AmQunt~ below $650 per month, and a similar -proportion had benefits below thatlevd, Social Security Bulletin, 
Annual Statfsl'leal SuppJr:.fI'If:fIl 191)7, Table 6.8.1, page 263, and Table 6,84, pltgc264, Some ofth~ heneficiaries 
an.: ~fIi~illlb; !imnerly employed by s~le antllocal governments or the Federal g<l'vtrnment who were not covered by 
Soc:al Se<:uflty for at leru>t pall of their can.-crll and have other pension Iti(:Omt.: iht thn!ie years.. . 
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Politically unnecessary 
~--

• 	 Complete elimination ufthc earnings test (above and below lhe full benefit age) may 
appear to have political advantages. But nwnerO\L,\ proposals with broad bipartisan 
support on the Hill only eliminate the eamings tcst at the full benefit age, not below it. 
Thc:y thus provide bipartisan support for retaining the earnings test below the full bendil 
age, wllile removing il at and above the full bentdit age. The hipartisan proposals include 
H.R.S; S. 279. and the National COl11mission on Retirement Policy plan. 

Addilivltal short-term costs 

• 	 While elil,'-tjnating the earnings test has roughly zero long-term actuarial cost, it docs have 
short-ternl costs. And elill1inaling the earnings test only at or above the full benefit ag~ 
costs only about half as much in the short ron -- about $15 billion I~s~ over 5 years -- as 
eliminating it both above and below the full benefit age. 

Unclear labor supply effect bt!l.t}W thefull benefit tJg~ 

• 	 The traditinnal view of the labor supply eITce,t of the earnings test was that it had little 
impact. 

• 	 A recent study for those above the full benefit age. huwever, has reached a somewhat 
diOerent conclusion, suggesting that eliminating the ~amings test at age 65 would 
produce a 5.3 percent increa..e in work activity among elderly beneJiciaries aged 65 and 
over." 

• 	 There is no similar evidence regarding the labor supply enect below the full benefit age. 
In other words, unlike the questions that the recent study raises about the traditional view 
of the labor supply effect above the full bene lit age, we ate not aware of any credible 
evidence suggesting that the labor supply elTect lor those below the full benefit age is 
significant. 

Eliminating tht earnings test at and above the full benefit a~e 

Despite our arguments against removing the earnings lesl helow th~ full benefit age, there 
is a much stronger case to be made for removing it at that age. (A brief appendix "discusses 
whether it should bc rcmov~d at the full benefit age, at age 65, or at age 67 -~ which di1ler 
because of thc scheduled increase in the full bcncfit age.) 

• 	 First. we have less concern about poverty among widows whose spouses waited until the 

~ Leora Friedberg, ""The .soci~l Security Earnings Test and Labor Supply ofOlder Men," in James Porerba, 
cd., Tax Policy and the &~unumy (MIT Press: Cambridge, 1998). 
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fuU benefit.age before claiming btmcilts. so there is less )teed lor protectitm in this regard, 

• Second. the actuarial adjustment that compensates individuals for the d~layed benefits 
receipt that is ctnbodied in the earnings test IS less fair aile! age 65 than before.s 

• Third, the new evidence on the labor supply disincentives of the earnings test does apply 
to those in this uije range. 

Other poliey suggestions 
" 

We hav~ three further suggestion~ for reform that could romplement our major policy 
suS8f!l>lion of removing the earnings test fm ~bosc at or above the full benefit age, but not below 
it: . 

.. 	 Education: Concerns about keeping the earnings: test in place for those age 62-64 eould 
be alleviated by a campaign by the Social Security Administratiun tu make older persons 
av¥lU'e that the earnings test is n(lt n tax. Even popular tax guides do not mention the 
subsequent be1'Iefit increase under the earnings test. A cleat and concise mailing to all 61
year olds about how the earnings te.~l realty works. with simple ,",xamplcs, could 
substantiallY improve understnndingoflhe system, Similarly. beneficiaries whose 

"benefit..'\ are reduced bec"ause of the earnings lest should be told,how much their 
subsequent bcneHts will be increased as a reS\lIL 

• 	 Spousal beocfit.s: Benefit reductions under the earnings test are pro-rated between the 
worker and the spouse, But ~l'OUl:ie.s above lJte full b~nefit age do not have their 
subsequent benefits incrcasca as a result. For a couple with a SpO\.l.<>e pa'it the full beneJit 
age, this provision partially converts the earnings test from a forced savings prOgrdIll to a 
true lifetime tax}' 

00(:' possibility is therefore to apply the benefit reduction under the: earnings test 
t;Xcj,IJ...;;ively to the worker's benefits, rather than pro-rating it between tll~ worker's 
bCUI!fits and dIe spouse's benefits. That tipproach v.'Ould obviate the need to adjust the 
spousal benefit subsequently, thus removing the quirk. 

• 	 Medicare coverage and eleedon of S()cinI Suurity benefits: When workers register 
for Medicaro oonellt£ at age 6:5, they aTe encouraged (b\lt not required) to elect Social 

;; E"Vim a~r the delnyed l'etitime:~r eredit reachL~ 8 percent in 2005, it wEI ~til1 n01 fl)Uy cOlllpensu!e ~ 
who are l'J8 (Or f;9. 

$ tt should he noted, however, that widow bertefit.s artl jncn:a~ed by the delayed re1irement credIt 
Therefore. the s:pousc may receive a hiJ;her bene1i1 as Ii survivor (but nor as a Spouse) because ofthe benefit 
r~uctiuns under the eat.!1in8s test. tn other words, she only receives the highee bc:ncftf after her spouse (the wor!u":r)
dIes, " 
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Security benefits as well - even if[hcy plan to continue Wt;rking, in which ease their, 
benefits woold be reduced through the earnings test until thC'y rc~ch age 70 - to ensure 
that mey do not Jeter forget to elect Social Security benefits. This practice should be 
ended. Indeed, ifanything, 65·year olds should he presented with a table showing nnW 
much higher their Social Security benefits would he if they waited to elect initial benefit... 
Encouraging those 6S~year aIds working full~time to elect Social Security henefits - only 
to have those benefits eliminated through the earnings te~l '~only increases frustration 
with the perceived tax and exacerbates the administrative hurdcll of operating the system. 
Changing Ihc current practice will become ~\lcn more important as the full benefit age 
increases aoove 65. 

Conclusion 

We hope ),ou ClOd tht::se suggestions helpful til druning your legislative language -
especially the concerns we have regarding elimination of the Carnings test below the full benefit 
age, Please let us know ifycu would like another C~)py of the full paper. \~!hich we will ~ 
presenting at a (;onierence in Washington on May 20. . 
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6gpendix: l,::Jimination at the fulJ benefit aGe versus elimination all.\ge 65 or a£e G7 

We <:oncluded thal the earnings test should be eliminated at and above the full benefit 
age, bilt not below it, Smrtc analysls have expT~sscd concerns aoout linking lhe age at which the 
earnings test no longer applies to the fun benefil age: ' 

• 	 First, it would eause the earnings test to apply to tlldcr and nlder workers as the full 
benefit age incrc(l!·;es from 65 to 67 under current law; 

• 	 " Sec()nd~ it \!ould creale a political disillcentlve to increasing the fun benefit age further or 
fast~)r-, sinCt: it would impose a ''tax'' on those thtm falling beluw the fuU benefit age. 

One twist on our proposed reform is therefore to eliminate lhe earnings te~a at either age 
65 or age 67. so that the age ttt which the earnings test no Inngcr applies i~ not linked h) increases 
(currently scheduled or otherwise) in the full benefit age.. While these proposals deserve careful 
scrutiny, QUI' initial reaction is that either is inferior to t:i!imination Ilt the full bem:::fit age itself: 

• 	 Since one of our primary concerns is the impact of the earnings test removal on early 
claiming and therefore on widow ·poverty. and since the actuarial reductions fhr early 
claiming Me tied to the fun benefit age, we believe that t}~ing the earnings test removal to 
the fuJi btmcfit age is mun: appropriate than .'limply eliminating i1 at age 65_ Elimination 
at age 65, in ollier words, could encourage early claiming as tile full benefit age rises 
above 65. 

• 	 We do nul believe that it is politicaHy feQSible In remove the earnings test ONY at age 67 
effective immediately, That view is sh..1tcd by many SOphisticated observers of Social 
Security refonn. and is consistent with the fact that several legistatiye proposals eliminate 
the earning:> test above the full btmeiit age - but none simply eliminate it at nge 67. 

Therefore, while we arc open to alternative rormulations. \ve believe that eliminating the 
earnings tc:st ~t the fun bt:nefit age is the most aus'picioll.'i approach. 

6 
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,, . 	 The Future Way 
' 

New ld_ to create good Qualities in your life. In "'_ time 350 wealthy 
have 45% from all monies on the ear1h. They ~Deficit every where in all 
most the oountriea include the united NatloIlll. The wealthy new system destroyed 
the middle class level. increasing Bribes, Corruptionon on the earth to stop justice 
from being served and whole the truth will be made known. The wealthy new 
system try to bring slavery oldest system back again in different ways, 

I have simple ideas to create better lif. forever to all human being, the 
middle and upper middle class continue but the poor and wealthy levelS end forever 
autOmatically p,"wcftllly. 

My ideas are very good for any system: 

A - Capitalist with full freedom with out cartel or gangs t1Bing the power ofmoney 
to control the government and tho population with natural resoUrces. 

B - Socialist with out bad control. 

'...~ ,', ','.I" 
'. 
',' 	 C - Independent people try to live with peace and justice following the general role 


ofthe ItunwJ. rights in the international communities to test the JUBIiee role in every 

single stop in the responsibility Of the rights. 


In this way the better life on the earth become soon, Easler, Smarter, 
Cheap.r, and in good Qualllt..., with out inilation or unemployment. 

In my ide .. Jobs and EducauOIlIl Available to every single person on tlle 
earth at 2-nytime and any where forever. Every one can know his rights and duties 
and enjoy Freedom ill pure direct Domooratic government system with out election, 

Sincerely 

Saleh Me,hoen HosGan AL-Mharnad 

P.O. BOK 1282, Station B 

Ottawa. Ontario 


,K1PSR3 ,
'. 
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Wealthy 

. 

11Ie wealthy created 
an -.nno... deficit 
....ulting in !he 
oollootlon ofvast 
lIlIlOUIltSoflmerest 
froll1!he govemmmrt. 
th. middle cl...... 
and the poor using 
the _ ofmcncy 
to steal by puUing the 
lI1w under !he 
colltmL 

i., 
v, 

~ / 
Whenlhewealthystop 
stealing the Il\OllCy (lr 
ooll!rol the riglrt orth. 

The Future Way 


Upper mlddbi olaaa Middle olaaa 

11Ie middle and upper middle cl... lho", whO 
looking for beUer life and they did po.i~ 
jobs fA) !he oolllltty. 

. 

I hev. good idea to flnd a job 

for every body on !he earth 


I am IOIIdy to help all 

V11Ie Intmlati<maI Communities 'I

" 
'11 tJpperMiddle

CIas& 

I 
L. 

Middle CIas& 

.~ " 
i 

government and the 99"A> 
of the popula1ion the 
middle with IIpper middle 
el..,. and the poor, Tho 
wealthyaUlomati<ally came 
upper middle elI1s•. 

Poor , 

Those who dldo't 
find good jobs 10 live 
nannal and all ways 
Deed help with 
subsidy, . 

, 

, 

"V 

'il/ben the poor 
find good jobs 
orsm..tl~, 

they will be came 
automati.ally middle 
ew•. 

P.O, Box 1282, Station B 
Ottawt>, Ontario 
KIP$R3 
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MlIy 20,1999 

TO: Gene Sperling 

FROM: Jeff Liebman 

SUBJECT: Breaux-Gregg plan appears to have integrative features 


• 	 According to the paper they are circulating on the hill, under the Breaux-Gregg plan, 
people's Social Security benefits wiD be reduced by the value oftbe annuity provided by 
accumulating individual account contributions at the bond rate of return. 

• 	 This is similar to our old add-on proposal that would have been designed to ensure people 
that their traditional benefit (after cuts) plu•• safe return on their individual account will 
be at least as large as current law benefits. 

• My guess is the Breaux-Gregg~s variant deem't ensure current law benefits - it ensures a 
modified current-law benefit after the CPI cuts aod retirement age euts. 
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• 	 THE WHITE HOUSE 

WASHINGTON 

May 21,1999 


MEMORANDUM FOR THE PRESIDENT 


FROM: GENE SPERLING 

LARRY STEIN 

SUBJECT: SOCIAL SECURITY BACKGROUND FOR SENATE DEMOCRATIC RETREAT 

You are scheduled to make a statement at the annual Senate Democratic Retreat on SaturdaYt May 
22. in lrvington~ Virginia. Afterward, you win take questions on issues of interest to Senate 
Democrats, some of which may relate to Social Security, This memorandum provides you with a 
discussion of goals you might seek and background on recent Congressional Social Security 
activities. 

Your goals- for this session should be as foUows; 

• 
L Let Senate Democrats know, that you want to advance Social Security reform and tbat 

working for Social Security reform i~ good for Democrats. 

• 	 We need to fight the desire some seem to have to declare the effort to achieve Social 
Security refonn dead. The worst scenario is the one where Democrats appear sirnp1y to 
have blocked real refonn, 

2. 	 Let thern know that you still believe that tbe best chance for consensus lies with: (1) 
extending sol.... ency without elements that could be perceived as privatization, while (1) 
passing a progressive individual savings account outside or adjunct to the system. 

• 	 At the end of the day, a significant constituency will want some fornrof individual 
llccounts that people can control. 

• 	 On the other hand. a large number of Democratic Members, particularly in the House, 
will not go along with any solvency plan that runs the risk of privatization. 

• 	 Whether or not there arc improvements to our plan. we feel that the plan we laid out 
with deb! reduction for solvency and USA accounts eou:d be a promising framework 
from which 10 start, 

3. 	 Le1 them know that you push strongly (or Democrats to be involved wheueyer you discuss 
Sodal Security Teform with Republicans. 

• 



• 


• 


• 


DESCRIPTION OF BREAUX·GREGG PLAN 


Senators Bnlaux. Bob Kerrcy, and Robb (along with Senators Gregg, Grassley, Thompson, and 
Thomas) introduced their Social Security refonn plan on Thursday, May 20. The sponsors stated 
that their plan does achieve 75~year solvency, 

Key Provisions in Breaux~Gregg 

Significant COLA Decrease witb Tax Revenue Increase Dedicated Back to Social Security. 
The COLA would be redefined as the CPI minus 0.5 for all government programs, except SSt This 
will provide cost savings to Social Security, The extra income tax revenue from this provision (due 
to slower indexation oftax brackets) would be used to provide pcnnanent annual general revenue 
financing to the OASDI trust funds: that would ultimately exceed 1 percent ofpayroU. Current 
workers aged 62 or older will not be affected by this change, 

Two Percent Carve-Out Individual Accounts. The plan diverts 2 percent of the existing 12.4 
percent payroll tax into individual retirement savings accounts that are modeled after the Federal 
Thrift Savings Plan, The account would be owned by workers and therefore could be passed on to 
the worker's heirs at death. 

Individual Accounts Include Progressive USA-type Provision. Progressive matches, similar to 
those in USAs; would be available to lower earners who make additional contributions of their own. 
The matches would be funded by the budget surplus . 

Sodal Security Benefit Reduced by an Amount a Consenratively-Investcd Individual Account 
\VouJd Ean). Upon retirement, the worker's Social Security benefit win be reduced by the amount 
that the account would have yielded ifit grew at the Treasury Bill rate and was annuitized at 
retirement 

Traditional Solvency Measures. Other provisions include: 

• 	 Speeding up the currently scheduled increase in the retirement age to 67 

• 	 Reducing benefits for pcople who retire before the nonnal retirement age 

• 	 Eliminating the yamings test for those 62 and older 

• Maintaining the taxable wage base at 86 percent oftotai wages. 


If Senators Breaux, Kerrey. or Robb ask you whal you think about their proposal, you can: 


" 	 Praise them fot coming fonvard with a serious pian and for working to keep Social Security 
rcfonn alive. 

• 
• 	 Commend them for thinking in the same way as we have by introducing a progressIve provision 

like USAs in their individual account 



.. 

• 

• 
Without criticizing their plan, you should avoid any indication tbat we would support a carve
out individual account or a major COLA cut as their plan suggests • 

• 	 You still believe that the best foundation for securing Socia' Security on a bipartisan basis is the 
framework you set out in your State of the Union address: relying on fiscal discipline to strengthen 
the solvency of Social Security and protect its traditional guaranteed benefit. while simultaneously 
creating USA accounts outside of the Social Security system so as to allow for progressive 
individual savings accounts without the risk ofprivatization. 

• 	 You are strongly committed to using the most technically accurate inflation index. BLS is 
continuing to make improvements to the CPJ and many economists believe that they arc making 
good progress. The COLA affects millions of Americans through Social Security and other 
government programs. Any change in the COLA should be carefully considered to assure that the 
most vulnerahle elderly are not put in jeopardy. 

SOCIAL SECURITY LOCK BOX LEGISLATION 

• 	 As you recan. Senators Domenici and Abraham offered a Social Security "lock box" amendment 
on April20tb that would periodically reduce the debt limit to ensure that Social Security surpluses 
are used only for debt reduction or legislation designated as Social Security reform. Republican 
leaders hope that the lock box debate will protect them from having to actually carry out an>1hing 
on Social Security.

•• We have advocated for our own lockbox that locks away the Social Security surpluses for debt 
reduction. The Senate Republican Lock Box is flawed because of its use of the debt limit and 
because it does not extend Social Security solvency. While we want to work constructively with 
Senate Democrats on devising an acceptable budget resolution alternative that includes the use of 
general revenues for Medicare solvency and Social Security lock box that doesn't rely on the debt 
limit, Senate Democrats have not been willing to corne forward with any measures to use debt 
reduction from their lockbox to extend the solvency of Social Security (the House Budget 
Resolution, designed by Spratt, did llse debt reduction to extent solvency [n a way similar to OUt 

plan). 

• 	 The Republicans in the Sena,te twice foiled to invoke cloture. The HouseJcadership hopes to move 
its lock box bill, perhaps as soon as next week. There, Chaimlan Kasich has a proposal almost 
identical to Senator Domenicl's, while Congressmen Herger. Shaw, Archer. and others qave a 
more reasonahle (if stiB flawed) proposal that works through points of order. 

• 	 Senator Loti. hopes to revive the Senate debate in June. Senators Lautenbcrg and Conrad have 
offered separate amendments that would prevent spending orthe Social Security surplus using 
mechanismf, that do not involve the debt limit. Senator Lautcnberg's amendment prohibits any 
action that \liould increase spending until Congress enacis legislation to ensure tbe longMteml 
solvency orSoeial Security and extends the solvency of Medicarc. Scnator Conrad's amendmcllt 
reservcs an amount equal to the Social Security surplus for Sociill Security a:ld 15 percent of the 

• 
unified surplus for Medicare (with an annuai adjustment to the Mcdicare reserve to extcnd 
solvency by at least 12 years) . 

• 	 None of tlmse amendments extend the solvency of the Social Secunty system. 
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THE: WHITE HOUSE: 

WASHINGTON 

May 21. 1999 

MEMORANDUM FOR THE PRESIDENT 

FROM: 	 GENE SPERLING 
LARRY STErN 
BRUCE REED 
CHRIS JENNrNGS 

SUBJECT: 	 KEY MEDICARE ISSUES AND LEGISLATIVE UPDATE 

Breaux~Tbomas Proposal and the Medicare Commission. Despite fajJing to receive the 
endorsement of the Medicare Commission, Senator Breaux and Congressman Thomas have 
committed to introducing their Medicare reform proposal and may do so as early as next week. Their 
proposal's centerpiece is a premium support option that changes the way that Medicare pays health 
plans, including traditional Medicare. It includes a limited, although inadequate prescription drug 
benefit. And, most notably, it does not include your surplus proposal or any explicit commitment to 
add needed new financing for the Medicare program to deal with the doubling of the beneficiary 
popUlation _. from 40 10 80 miHioil over the next 35 years. 

Our major criticism of the premium support proposal is that its design, according to the Medicare 
actuary, would explicitly increase Medicare premiums for the traditional program by between 10 and 
20 percent. This would have the effect of financially coercing Mooicare beneficiaries into HMOs 
not encouraging them through ~ower premiums for private plans. Although the Breaux-Thomas 
proposal maintains the current premium for beneficiaries who live in counties with nQ private plan 
options, this exemption WOUld, for the first time In MedIcare history. create different premiums for 
(radili<;mai Medicare based on where a beneficiary lives. Moreover, it creates a false sense of security 
- should even one small HMO plan enter an area, the premium protection would end. This would 
leave some heneficiaries the "choicc" ofjoining the new plan or paying 1 0 to 20 percent more to stay 
in traditional Medicare. Other criticisms of the Breaux~Thomas plan indude: the lack of any new 
financing. raising the age eligibility to 67 percent wHhout any policy to protect against increasing 
uninsured, and a Medicaid rather than Medicare prescription drug benefit that only helps 
beneficiaries whose income is below $11,000 (single), and, while some limited ~opays may deserve 
consideration, they have an open~cndcd 10 percent home health capay that could impose signilicant 
costs on the Sickest beneficiaries. 

Publicly. we have praised Senator Breaux for tackling such an important challenge and trwukcd him 
for including certain policies like the modernizing the traditional program and recognizing the 
importance of prescription drugs. However, as we commend Senator Breaux for his conslructivc 
contributions. we also point out the Shortcomings in his plan. Its we do this, we reiterate your 
statement that it is incumbent upon us to put forward an alternative that (1) makes Medicare more 
efficient and competitive; (2) maintains and modernizes Medicare's guaranteed benefits, including a 
pn:scription drug benefit; and (3) assures adequate financing by dedicating part of the surplus for 
Medicare. 
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Status and Timing of Reform Plan. While we have been careful to not commit to any specific 
release date for your proposal, we'have said that you wish to get it out with enough time left for the 
Congress to act this year, With this in mind. we are working toward having a plan available for 
public presentation as soon as mid-June, We are scheduled to meet with you in early June to review 
options and present recommendations. 

If asked about timing. we would recommend that you say that it is your hope to get the proposal out 
early this summer and preferably in June, However, you should reiterate lhat you do not think it is 
wise to commit to a specific date; it is far more important that we get the policy work done right. 
have all the provisions scored by the Medicare actuary.,and develop and implement an effective roll
out of the poHcy with the Democratic Leadership and others. 

Provider Concerns about Balanced Bndget Act. Provider savings will not be casy to come by this 
year, since all major provider groups have launched a campaign not just against additional savings for 
reform. but to supp<>rt "give backs" from the Balanced Budget Act itself Even conservative 
Democrats like Senators Conrad, Moynihan, Baucus and Bingiman are considering "fixing" or 
undoing BBA '97 reductions, especially for academic health centers, rural hospitals, nursing homes, 
home health care providers and others. 

Our goal is to have some fixes where clearly well justified wHile still getting some moderate new 
sav1ngs. As such, we are proactively seeking administrative interventions that could moderate the 
effects of the BBA Administrative act10ns would be the priority since, pending OMB approval. Ihis 
spending would neither require legislation nor offsets. Moreover, acting admlnislratively rather than 
legislatively could avert, or at least postpone, opening up the Balanced Budget Act which could drain 
away the resources necessary to help fund a prescription drug benefit. We are examining legislative 
options for your consideration. bearing these risks in mind. If we conclude that administrative 
actions are inadequate. limited legislative fixes could help avoid a negative response to your 
Medicare rcfonn proposal, 

In response to questions, we would recommend that you acknowledge the many serious concerns 
being raised by providers about their financial status. You can advise the members that we are 
reviewing these concerns carefuny to evaluate whether there is justification for administrative and/or 
Medicare interventions. If there is, we believe that we should indude them. You should advise 
them. however. that it would be dangerous to open up the BBA in the absence of detailed evidence 
that Medicare is the problem and should be the solution. If we over~react or act prematurely. we risk 
starting a bidding war that could seriously undermine our recent successes in strengthening the 
Medicare program and balancing the budget. 

SPECIFIC POLICY ISSUE.s: 

I. 	 Competitive Alternatives to Premium Support. Modernization can be divided into two 
categories: modernization of the traditional Medicare program and competition among 
manag<:d care plans. One of the positive conlributions of the Medicare Commission was iO 

unanimously support making the traditional ~edicare program more competitive (e,g .. allow 
for more competitive pricing~ greater ability to contract out for services; high-cost case 
management). Your ~1edicare advisors also think that these ideas arc worth pursuing. 
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Most of the controversy, however, surrounds whether there can be competition in managed 
care that avoids the downside (higher traditional Medicare premiums) of the Breaux-Thomas 
plan. We are reviewing policies for price competition in managed care that meet several 
criteria: the traditional Medicare premium is protected to avoid financial coercion into 
managed care; Medicare's benefits are clear and strongly guaranteed; and competition is 
based on price and quality, not benefits which are easier to manipulate to attract healthy 
beneficiaries, Although these options do not produce large savings, they have the potential to 
bridge the differences between advocates of premium support and the traditional program. 
Supporters could view this as a step in the right direction since, for the first time, beneficiaries 
could get lower premiums for choosing low-cost plans. Opponents could be assured that their 
major concern about premium support - that it undermines traditional Medicare - has been 
addressed. Conversely, conservative Democrats could argue that it does nol go far enough, 
while base Democrats could continue to fear that Republicans will hijack the proposal to set 
us on the path towards a capped voucher system that privatizes Medicare. 

Given the sensitivity of this issue, we recommend that you simply state that you are 
examining all options, but will not veer from your principles. Specifically, you will reject 
competition that results in higher traditional Medicare premiums but you are also open to new 
ways to inject more competition into the Medicare program. You can stress the importance 
of choice, not coercion. 

2. 	 Drug Benefit: Design. All health care providers and experts agree that a plan to reform 
Medicare for the twenty-first century must include prescription drug coverage, Prescription 
drugs have become an essential part of health care, They complement medical procedures 
(e.g., anti-coagulents with heart valve replacement surgery); substitute for surgery and other 
intervl!ntions (e.g., lipid lowering drugs that lessen need for bypass surgery) and offer new 
treatments where there previously were none (e.g, drugs for HIV/AIDS), Their importance 
will grow as the understanding of genetics increases. The potential for health improvements 
and possibly lower health care costs is greatest for the elderly and people with disabilities, 
whose health conditions often can be effectively managed through drugs, 

Although the Breaux-Thomas plan acknowledges the importance of prescription drug 
coverage, it provides an affordable option only for beneficiaries with incomes below 135 
percent of poverty ($11,000 for a single beneficiary). Moreover, the current sources of 
coverage for Medicare beneficiaries - retiree health insurance and Medigap - have become 
more expensive and less accessible. Those beneficiaries with coverage have seen the amount 
of this coverage decline. Less than half of beneficiaries enrolled in Medicare managed care 
have coverage for expenses above $1,000 or 2,000, This makes targeting only the uninsured 
or low~income inefficient and inequitable. As such, we are examining options that provide a 
voluntary, affordable Medicare insurance option for all beneficiaries. 

The challenge is to design a drug benefit that is meaningful and affordable to both the 
program and its beneficiaries. We are also contemplating an option to provide for 
catastrophic coverage once the cap is met. It is important to note that, whatever design we 
chose. beneficiaries can use the IOta 15 percent discount that the private contractors or 
pharmacy benefit managers (PBMs) get through negotiation before, during and after the 
coverage ends. This is a big advantage for beneficiaries" who now buy drugs at retail prices. 
Medicaid would pay for the premiums and cost sharing for low-income beneficiaries through 
the QMB and SLMB programs. 
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A number of Senators have strong opinions on how the drug benefit should be designed, 
Senators Kennedy and Rockefeller proposed a more costly benefit that includes both some up~ 
front coverage (20 percent coinsurance after a $200 deductible. up to $1.500 in spending) and 
some catastrophic coverage (0 percent coinsurance after $4,200 in total expenses or $3,000 in 
out-Qf-pocket spending). This reflects the desire to ensure that beneficiaries with low to 
moderate costs are helped while protecting the sickest. You should praise them for their 
leadership on this issue. Senators Graham and Wyden suggest that costs should be reduced 
by either raising the deductible. limiting the types of drugs covered, or restricting the 
coverage to low-income beneficiaries only, We have concluded that these are unworkable or 
flawed approaches, but would also recommend that they be acknowledged for their interest in 
this issue, 

We feel it is important to not signal the direction of our benefit. but you should know that we 
are currently exploring an option with no deductible. where we would pay half of the costs of 
prescription drugs up to 55,000. 

3. 	 Drug benefit: Costs and Offsets. The options that we are considering have I O.year <:051s 
that fall between $150 and 200 biHion. sIgnificantly less than Kennedy~Rockefelier 
legislation whose costs are at least $300 billion over 10 years (note: we do not advise that you 
discuss numbers with Senators since they are not public). These costs arc net of beneficiary 
premium payments. 

Your advisors have been striving to fully fund the prescription drug benefit from savings from 
competition, providers, and beneficiaries. However, the constraints on these savings options 
make it clear that only a very limited drug benefit can be financed in this way. As such. we 
are examining options for additional financing that include an additional tobacco tax, a 
portion of the surplus dollars dedicated to Medicare, and/or additional provider and 
beneficiary contributions. 

Some Congressional Democrats (mostly the base) have advocated for using either part of 
Medicare's 15 percent, or an extra amount from the surplus, for pre.>;enption drugs. The 
primary rationale is the enormous contribution that Medicare has made to the balanced budget 
and surplus; the Medicare Trustees and the Congressional Budget Office project that 
Medicare spending is over $200 billion lower than originally projected when the BBA Wl.U; 

passed, It also appears possible that the trust fund could still be extended to 2025 or so with 
approximately one~third of the surplus used for the drug benefit Others, particularly the 
moderate Senators and the Blue Dogs, have expressed concerns that this would undennine 
your surplus framework. Instead. they recommend proposing additional tobacco tax revenue 
for the benefit as \'"en as larger beneficiary and provider cuts. Some within your economic 
team would advocate taking this approach as an opening position, recognizing that the surplus 
would 'ikcly be used to fund the benefit in the bill that gets signed. We arc examining these 
options' polky or political viability. Since there is a clear split in Congress. and differences 
of opinion among your hudget advisors as well, we suggest that you avoid any comments on 
financmg sources at this point. but reassure the Senators that our plan will be f\llIy. credibly 
financed, 
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4. Surplus for Medicare Solvency. A few Senators (Breaux, Kerrey, Hollings) and some 
conservative House members continue to express concerns over dedicating 15 percent of the 
surplus to Medicare. In Senator Hollings' case, it stems from a belief that this is more ofa 
budget game than a serious approach buying down debt. Senator Breaux adopts the same 
IOU criticism, but the primary reason for his current opposition is that he believes that it 
fractures his bipartisan coalition for his refonn package, since Republicans are adamantly 
opposed to the surplus dedication. Only Senators Breaux and Kerrey voted against using the 
surplus for Medicare in the budget resolution. 

Clearly, major structural refonn, program savings and beneficiary contributions combined 
cannot offset the costs associated with the doubling of Medicare enrollment that will occur 
when the baby boom generation retires. In [act, if reductions in growth alone were used to 
extend the life of the Medicare Trust Fund, spending growth per beneficiary would have to be 
limited to below inflation, 3 percent per year -- in every year -- to get to 2025. Every 
independent Medicare expert affinns that greater revenue is needed to fund the program into 
the future (note: 15 percent of the surplus gets to 2027 on the 1999 trustees' baseline), This 
rate is well below projected private health insurance spending per person (7.3 percent). 
Moreover, since this growth rate is below general inflation, the value of Medicare spending 
per beneficiary would erode. 

Senator Kerrey argues as if the general revenues going to Medicare would somehow be 
reserved [or non-defense discretionary if they were not dedicated to Medicare. Most feel, 
however, that without a "Medicare block," the general revenue would go to a fiscally 
irresponsible tax cut as opposed to a fiscally responsible plan to pay down debt and to help 
Medicare solvency. 

5. Income-Related Premium. We arc contemplating an income-related premium in our policy 
review. You have supported this policy in the past (1992, 1993, and 1997) as a progressive 
fonn of increasing beneficiary contributions in the context of an acceptable package of 
broader refonns. In the past, our support has been conditional on several parameters. First, 
the 75 percent premium subsidy would not be fully phased out, in order to keep high-income 
beneficiaries in the program. Second, it should target truly high-income beneficiaries and be 
indexed to keep up with inflation (an earlier version of the Commission plan began at $24,000 
for single beneficiaries, $30,000 for couples, affecting about 30 percent or 12 million 
beneficiaries, which is problematic). And, third, it should be administered by Treasury since 
it can collect this premium more efficiently than HHS, thus producing more revenue. 

Large numbers of moderate/centrist Democrats and Republicans strongly support the income
related premium as do elite validators (other than those who consider Medicare a pure social 
insurance program). Interestingly, the far left of the Democratic party (Gephardt, Waxman, 
Kennedy) and the far right of the Republican party (Senator Gramm) oppose this proposal. 
The DemocratS: main arguments arc that the income-related premium opens the door to 
means-testing since it could easily be lowered in the future, and if it only hits the highest 
incomC', it docs not raise enough revenue to justify the policy. In contrast, Senator Gramm 
insisted that the income-related premium be dropped from the final Breaux-Thomas proposal 
because he believes it to be a tax that affects one of the aepublican core constituencies. 
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Given your past support for this policy and tile need to come up with beneficiary as well as 
provider savings. you probably should indicate an openness to the income~related premium if 
asked. Almost all of your advisors support this, The base Democrats concerns can be 
aUayed somewhat ifyou rea;;sure them that it will be targeted truly at the higher income 
beneficiaries. More importantly. it is useful to remind thenl'that it is much more progressive 
than an across-the-board premium increase or aggressive cost sharing increases, which would 
be needed to raise comparable contributions, 

6. 	 Cost Sharing. The Breaux-Thomas proposal includes reforms intended to rationalize 
Medicare>s patchwork ofcost sharing. In some cases, this means adding copays where nOnC 
exist, and other, it is reducing excessive or ufU1ccessary cost sharing, Specifically, it would 
eliminate preventive service cost sharing and hospital copays after 60 days, and create one, 
combined, budget-neutral deductible of $400 (today, the Part A deductihle is $768 per 
hospitalization and $100 for Part B). It would also add an unlimited home health ~Qpay of 10 
percent and 20 percent lab 'and nursing home coinsurance. Fina1ty. it would prohibit 
Medigap from covering the new $400 deductible. AJthough the intent was to produce a 
budget-neutral package, it ended up saving $20-40 billion over 10 years. 

Centrist Democrats are indined to support heneficiary cost sharing because they believe it has 
a positive impact on excess utilization of services, Base Democrats argue that it will not 
affect utilization since most beneficiaries have supplemental coverage, and for those without 
coverage, it will significantly increase costs, 

Your advisors are reviewing options with the pnmary goal ofsimplifying Medicare's cost and 
making it more similar to that ofprivate health plans. We are contemplating eliminating cost 
sharing for preventive services (since cost sharing discourages use): rationalizing the nursing 
home copay (from nearly $100 per day for days 21 to 100 to a straight 20 percent 
coinsurance)~ and adding a new Medicare option to purchase (without subsidies) lower cost 
sharing (a Medicare version ofMedigap). This last option, of eHminating the need for 
supplemental coverage by offering better coverage within Medicare, is widely recommended 
by experts like Bob Reischauer and Laura Tyson, AdditionaHy, we are reviewing options to 
add copays where there currently ~ none: a reduced, capped home care copayment and 20 
percent coinsurance on clinical lab services. This package ofcost sharing savings could either 
be budget neutral or save money, which may be justifiable in the context of adding a new 
prescription drug benefit. If asked, we would recommend that you be non-committal in this 
area. but acknowledge that cost sharing options arc being considered. 

7. 	 Age Eligibility Increase. The Breaux~Thomas proposal would increase the Medicare age 
eligibility from 65 lo 67. Some suppon this policy, arguing that it conforms Medicare to 
Socia! Security. However, Social Security provides the option for a partial hc-neftt at age 62 
and through age 67. In contrast, the Breaux~Thol11as proposal pro\'ides for no such option for 
people at age 62 and no specific coverage option for people ages 65 to 67. 

Per your guidance. we are opposing this policy for several reasons. FIrst, people in their cady 
60s arc alrcady at risk of becoming uninsured, The fastcst growing number of uninsured 
Americans are those between the ages 55 and 65. One recent study projects that the number 
of un in surcd ages 61-64 wlll increase by over 40 percent by 2005 (from 3 million to 4.25 
million), As a cQns'equence, people ages 55 to 65 are twice as likely as younger people to 
purchase individual private health insurance ~~ despite the fact tbat, in virtually all states. 
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it is the most expensive and inaccessible insurance option for older Americans, It was for 
these reasons that you proposed allowing certain people ages 55 to 65 to buy into Medicare, 
As a note, Senator Daschle feels strongly that you include this budget proposal in your 
Medicare refonn plan as well. 

These problems would be worse for people ages 65 to 67 if they did not have Medicare. 
Nearly one in ten or about 4 million Medicare beneficiaries are age 65 to 67. If they were to 
lose Medicare and their uninsured Cille is the same as that of 64 year oids, it could be assumed 
that nearly 600,000 people would become uninsured, This would likely be higher since more 
people in this age group have health problems and would be unable to access or afford private 
individual health insurance. This policy would also likely increase employer and state 
Medicaid costs, since these payers would tontinue to be the primary insurer for these 
beneficiaries. 

Some proponents of raising the age eligibility have suggested that these problems can be 
avoided if coupled with a Medicare buy~in for people ages 66 and 67. It is true that, relative 
to the coverage options facing people ages 55 to 65, it is an affordable, attractive option, even 
without a subsidy, However. it is not designed to be a substitute for Medicare, According to 
the Congressional Budget Office, about 9 percent of the uninsured and 5 percent of the lotal 
eligible population ages 62 to 65 would participate in the buy~in. If similar take~up rates 
occurred in the 65 to 66 year old population, only a small number of those who would lose 
Medicare would opt for coverage through the buy-in. The Medicare buy-in proposal could be 
subsidized to encourage low-income people to participate, However, since about over half of 
people ages 6S and 66 have income below 300 percent ofpoverty (about $27,000 for a 
single), thc cost of subsidies would be high. 

There appears to be a growing recognition of the shortcomings of increasing Medicare '$ 

eligibility age, As a consequence, although the Finance Committee supported this provision 
in 1997, it is unclear whether this policy could pass today. In fact, Senator Breaux has 
recently indicated that he would likely drop this provision from his package, We would 
therefore recommend thal you reiterate your strong opposition to this policy, particularly since 
there is no viable policy to address the problems that recent studies affirm will occur. 
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THE WHITE HOUSE 
.~ " 

WASHINGTON 

~ay 24, 1999 

iNFORMATiONAL MEMORANDUM TO THE PRESiDENT 

FROM: Gcne Sperling. Bruce Reed. Chris Jennings, and Jeanne Larnbrew 

SUBJECT: Medicate Policy Development Updrue 

NEe and ope cominue 11) develop Medicare refonn polley options for your consideration, 
We wHl soon be meeting with you to diScuss these options and to receive YO(IT guidance. 
In the meantime, we thought Ihat you might be interested in reviewing some of the attached 
background infonnation that has been prepared for internal and, in some cnses, external 
briefings for Members of Congress and their s-taffs. It addresses most, but not all, of the lopics 
under review. As we continue to address policy issues and options, we will fOf\vard you 
additional information. 

Policy OeveJopmeot Status.. fo-llClwing the conclusion the Medicare Commission and the 
[ecently~released Medicare Trustees' report, we have been working intensively [0 c\'alume the 
Hrengths and weaknesses oJthe Breaux~Thomas reformJ,roposal and the advantages nnd 
disadvaniages of various alternatives to It Your White House. OMB. HHS, and Treasury 
Medicare advisors are reviewing numerous reimbursement and structural reform concepts, drug 
benefit designs, and offset opti{}os to strengthen the financial status of the program and to help 
pay for benefit improvements. Cost estimates are being run and re·run to reflcct the Trust Fund'~l 
r;f:.W Wseline (w!l!~~ J~Jlow_.~ring re4.uc~~yings for iqdividua! polici!!}), n~';designoptro;,st! 
ofil1teresl to your advisors. and evolving reform positions of key Members of Congress. aging J 
advocrnes. and health care providers. In preparation for our upcoming policy discussionS-, you 
v:ill find: 

• 	 Tab 1 contains our ~"ledicaJ'e "walk-through" document that is being uscd for Members of 
Congress and their staff to detail the strengths and weaknesses of both the Medicare 
program and (he recommendations made by Senator Breaux. and Congressman Thomas. 

• 	 Tab 2 includes the memo that we gave you in advance of the Senate Democratic retreat 
that highlights the major issues. 

~ 	 Tab:; provides an update of Congressional interest in and action on M~dkare, which ....1\$ 

produced in collaboration with Larry Stein, 
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• 	 Tab 4 endoscs., background briefing document on premium support ilnd options to inject 
more cQmpetition in the Medicare program. We are doStly examining oltc:nutiv'¢s thu! ~ 
meet our objectives of making Medicare more dfident and reducing costs whlle root 
undtr.!'linlng. the traditional fee-ror-service program. (Also altnd:l,.-d is Ihe, original 
premium suppon concept lltticle by Robert ReiSGhauer and Henry Aaron.) 

Tab 5 provides a summary ofour talking points on the use of the surplus for Medicare 
in particular the common myths and our responses to them. 

Tab 6 includes detailed background infonn~tion on the :;;01\.15 of prescription drug 
coverage for older and disabled Americans as well ns a discussion of the major moving 
pieces Qf any drug benefit design. 

Tab 7 includes some background facts on options involving bencftciary contributiol1510 
Medicare, These include the income·related Part B premium as well us fa.ct sheets on 
various services for which -cost sha!lng changes are being considered. 

• 	 Tab 8 provides specific oock·up facts and trends that strongly support your contention 
that an increase in the eligibility age without an explkit policy thaI assures there is not an 
increase in the uninsured ill advised and flawed policy. 

• 	 Tab I) explnins the issues confronting rural beneficijlfies under the Breaux-Thomns 
proposal- a critically imporumt issue in the Senate and amongst the conservative 
Democrats most willing to be open to broader Medicllre reforms. 

Tab 10 includes your response to the March 30th, 1999 Trustees report on the' status of 
Medicare. and our general talking points supplementing your commerus. U also contains 
your comments responding to the Breaux-Thomas proposal and the genertd talking pointS 
on the topic, your State of the Union comments em Medicare. your AARP.speech 
outlining your priocipies for reform. and the back-up paper that was released around the 
speech. 

We hope that you will find this information to be useful ir. prep;lflltion for our ut'corning meeting 
with you on Medicare refonn options. 

1. 



, , 

,
I) 
.' 

May 24,1999 

MEMORANDUM FOR GENE SPERLING 

FROM: BILL DAUSTER 

RE: HOUSE LOCK BOX BILL UPDATE 

At 5:00 this afternoon, the House Rules Committee wil1 consider the Herger·Shaw lock
box bill~ which seeks to prevent using the offbudget surplus until enactment of Social Security 
and Medicare solvency legislation. The House itselfwin likely consider it tomorrow. House 
Democrats will likely. say that they would do more to protect Social Security and :viii probably 
offer an amendment or a motion to recommit that would call for protecting both the off-budget 
and the on-budget surpluses until enactment of Social Security and Medicare solvency 
legislation, f1:aving said that, they will probably vote for the Herger-Shaw bill in the end, 

The Horger-Shaw bill would: 

• 	 create a point oforder against any budget resolution or legislation that would cause or 
increase an on-budget deficit; 

• 	 authorize a waiver ofihis point oforder In the Senate only with a three-fifths majority; 

• 	 require any official Federal statement ofthe budget surplus or deficit to exclude the outlays 
and receipts of Social Security, and require Social Security outlays and receipts to be 
submitted in separate Social Security budget documents; 

• 	 except from the point oforder Social Security or Medicare refonn legislation (defined as 
legislation that specifies that it is reform legislation); and 

• 	 terminate the point oforder upon enactment ofSocial Security and Medicare refonn 
legislation, 

The Herger-Shaw bill thus contrasts with the Abraham-Domen;c; debt-limit lock box 
amendment that the Senate considered last month. Secretary Rubin warned that the Abraham
Domeniej debt-limit lock box could trigger periodic debt crises that would threaten the stability 
oCour economy, Chainnan Kasich has introduced a lock box very similar to the Abraham~ 
Domenici lock box, but it is unclear whether the Rules Committee will make it in order, 

V.'hile the Herger-Shaw lock box avoids the pitfalls oflhe Abraham-Domenici debt-I;mit 
lock box. it still raises some concerns: 



• 	 It fails to do anything to strengthen the solvency ofSocial Security or Medicare, and thus 
distracts Congress from the debate we should be having. 

• 	 It provides weaker protections than the Budget Enforcement Act's discretionary spending 
caps and pay-as-you-go requirements, which protect both off-budget and on-budget smpluses 
from being spent. 

• 	 It faBs to provide adjustments for emergencies. recessi~ns. or other contingencies, irrationally 
tightening constraints on appropriations when such exceptions apply, 

" While Ways and Means staff earlier appeared to indicate that they would prefer that the 
Administration not issue a SAP, it now appears that HQuse Democrats simply do not want the 
Administration to take a position inconsistent with their amendment. Chuck Konigsberg is thus 
back to revising his draft SAP. 

\ 
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THE WHITE HOUSE 


WASHINGTON 


May 29, 1999 

MEMORAt-ODUM TO THE PRESIDENT 

FROM: Gene Sperling and Chris Jennings 

SUBJECT: Briefing Memorandum for Medicare Meeting 

On Tuesday, you will have a Medicare meeting in which we will review key elements and 
several packages of reforms, seeking your guidance as we develop a plan. OUf goals for this plan 
include: (I) significant dedication of the surplus for Medicare, which will extend the life of the 
Medicare Trust Fund as wen as reduce debt: (2) serious modernization of Medicare, including 
making it more competitive; (3) substantial prescription drug benefit; and (4) sufficient savings 
to make our prescription drug benefit fiscally responsible. These goals conform to your 
principles for refonn articulated at the AARP in February. 

Below, we describe the major elements of reform. key parameters ofa prescription drug benefit, 
and illustrative packages. Ultimately, your primary decisions about the Medicare plan wiH hinge 
on how the prescription drug benefit is designed and financed. Packages showing options for 
drug bencfit~ and financing options are shown at the end of the memo. 

KEY ELEMENTS 

Modernizing Traditional Medicare. One orthe positive contributions of the Medicare 
Commission was to unanimously support making the traditional Medicare program more 
competitive (e.g" allow for more competitive pricing; greater abiHty to contract out for services; 
high-cost caSe management). Your Medicare advisors also unanimously agree that these 
policies are worth including in the plan. 1bey save an estimated $14 billion over 10 years. 

Competitive Managed Care l'ayments. A more controversial issue is whether to allow 
competition to determine Medicare premiums and government payment rates. Premium support. 
the centerpiece of the BJ'eaux~Thomas proposal, would set all Medicare premiums competitively, 
including that of the traditional program. Because it would result in a lower government 
contribution for traditional .t>.,1edicare, the actuary projects that the traditional program premiums 
would rise by 10 to 20 percent, effectively driving people into managed care. Your advisors arc 
recommending an option that is fundamentally different because it would protect the traditional 
Medicare premium, assuring that competition is based on choice, not financial coercion. 
Although this option does not produce as much savings as does the Breaux-Thomas premium 
suppon model ($ iO versus 550 billion over 10 years). it would be considered structural reform 
since it gives incentives to encourage beneficiaries to choose lm\'~eost plans. There is a risk. 
however, that base Democrats will view it as a "voucher" or something akin to Breaux~Thomas 
and conservative Democrats and many RepUblicans may think that it does not go far enough. 
Regardless, all of your advisors are in favor of including this proposal. 
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Inc()me~Relatcd Premium. An income~related premium is a progressive form of increasing 
beneficiary contributions. You have supported this policy in the past (1992, 1993, aod 1997) so 
long as it is designed welt All ofyour advisors recommend that it begin at $80,000 for singles, 
$100,000 for couples, which produces about $25 billion over It} years and affects about 2 million 
beneficiaries. S~me are willing to go lower to avoid the use of surplus funding to help finance the 
drug package. 

Cost Sharing. Changes can both make Medicare's cost sharing more rational and help fund the 
prescription drug benefit. The following is the list ofoptions under review: 

• 	 Eliminate preventive cost sharing: COSt sharing can inhibit beneficiaries from using their new 
Medicare preventive benefits. Eliminate aU cost sharing would cost $3 billion over 10 years and 
is unanimously recommended by your advisors. 

• 	 Add Jab 2o<'/u CO pay; Only lab and horne health services do not have any copays, and most 
experts agree that a lab copey could decrease excess use (the typical 20% copay would be about 
$5-10). It would save about $9 billion over 10 years aod is supported by your advisors. 

• 	 Change nUlsing home co pay to 200/0' coinsurance; The nursing home benefifs current cost 
sharing structure is not rational. Beneficiaries pay nothing for the first 20 days, but then pay 
nearly $100 per day (abeut 33%) for days 21-100. This proposal would apply a 20% copay 
{about $60 per day} for all covered days. This helps sicker beneficiaries, but applies a new 
copay to short-term nursing home residents, While we aimed to make this cost neutral. 1t 
actually saves $4 billion over 10 years. It is possible to lower the copayment to make it budget 
neutral. 

• 	 Index the Part I3 deductible to inflation: The $100 Part B deductible has not been ~pdated since 
the 1980s, and is lower than most private fee-for~service insurance plans, This proposal would 
simply index the current deductible to general inflation (by 2010. it would be $ 135) and save 
about $2 billion over 10 years. Most advisors recommend this. particularly if it eliminates the 
need for a horne health copay. Some are willing to increase the deductihle (to $150) if it would 
avoid the need for surplus spending. 

• 	 Add $5 home health copay. Most experts agree that a carefully designed home health copay 
can reduC(~ excess use without harming beneficiaries, At the same time, home health users are 
among the most vulnerable {older, sicker); increasing this benefit's cost sharing has the 
appearance of being inconsistent with your long-term care initiative; and the new prospective 

. payment $ystem will reduce usc without copays. Although a number of your advisors agree that 
this is good policy, they believe that it is not necessary in the context of the other beneficiary 
cost sharing proposals outlined above (saves $7 biIHon over in years), 
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Provider Payment Reductions. Provider savings are difficult to find given (a) our FY 2000 
budget used the limited options for the next few years; (b) the BBA ofl991 package relied heavily 
on providers savings; and (e) all major provider groups have launched a campaign not just against 
additional savings but in support of increased spending to offset the Balanced Budget Act in the 
near term. Even conservative Democrats like Senators Conrad, Moynihan, and Bingaman are 
considering "fixingl> Qf undoing BBA 197 reductions. especially for academic health centers. rural 
hospitals. nursing homes, and other providers. OUf goal is to have some fixes where clearly well 
justified while still getting some moderate new savings. As such, we arc proactively seeking 
administrative interventions that could moderate the effects of the I3BA Ifwe conclude that 
administrative actions are inadequate! targeted legislative fixes could help avoid a negative response 
to your proposal. However. because of the limited availability ofon budget surplus dollars in 2000, 
finding early~year savings to offset these costs would be extremely difficult, Your advisors believe 
that a credible Medicare reform plan, taking into account provider constraints. couid achieve about 
$40 billion over 10 years (more or less depending on the degree of fixes). 

PRESCRIPTION DRUG BENEFIT. The part of your Medicare plan that will receive the most attention 
IS its prescription drug benefit. The base Democrats will judge y"our plan in large part by how 
generous this benefit is, Many of them have signed onto the Kennedy~Rockefeller plan. which 
provides for 20 percent coinsurance up to a cap, and then provides tOO percent coverage after the 
beneficiary has spent $4,200 on drugs. This bill costs over $300 billion over 10 years. On the other 
band. conservative Democrats are interested in the least costly benefit that can be validated, even 
minimally. as meaningful. The following table shows our major options, 
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All of your advisors support a policy in which we cover SO percent of the costs of prescription drugs 
up to at least $5,000. We believe that this will have a simple, clear message: if you choose to pay"a 
modest prcmium, we ..vii! pay halfofyour prescription drug costs up to $5,000. Another reason that 
your advisors support this is that every year. every ~enefidary will see a benefit every time that they 
buy a prescription drug because there is no deductible. The two issues of difference among your 
advisors are how much the premium (and overall benefit) should be subsidized and whether or not 
there should be catastrophic coverage. 

On the subsidy issue, the Medicare actuary has concluded that 50 percent is the minimum subsidy 
amount that is necessary to attract enough healthy beneficiaries to avoid adverse selection, Some of 
your advisors think that a 50 percent premium 1S the most that we should do beCause anything 
higher will create too large of an entitlement that will be too hard to restrain in the future. Other 
advisors feel. however, that unless the premium subsidy is doser to 67 percent (and under $20 to 
start), the premium will be too nigh and the overall attractiveness of the plan could be hampered, 

A second. major issue is whether the benefit is capped or covers catastrophic costs, Most policy 
expertsJ>elieve Ihat "true insurance" should not have caps and are concerned about capped options 
that leave the sickest beneficiaries unprotected. The Kennedy~Rockefelier bill, for this reason, 
includes catastrophic coverage, However, capped drug benefits'have the advantage ofconstraining 
costs because the government's maximum spending growth is limited while the catastrophic 
coverage has tht: potential for more unconstrained growth in the out years. 

FINANCING GAP. !f all of the advisors' recommendations on key elements were adopted, there 
would be Medicare savings of about SIOO bllJion over 10 years, This is about $30-90 billion below 
the cost of the drug benefits being considered, Options to fund this shonfall include one or more of 
the following: 

• 	 Making the drog benefit less, generous, The level of the subsidy could be reduced from 67 to 50 
percent, raising the premium by roughly $1 0 per month, One could also reduce the benefits, 
but most of your advisors believe that further diminishment of the base drug coverage package 
would be unappealing to beneficiaries and their advocates, 

• 	 Increasing provider an<¥.or beneficiary savinss: Most of your advisors are loathe to consider 
additional provider andlor beneficiary savings for fear that it would undermine the political 
support for the package, However. some would argue that it might be advisable, at least as an 
initial positioning strategy, to increase these savings (primarily by maximizing the BBA 
extenders and minimizing thc DBA fixes) to avoid using the surplus, 

• 	 'Including an additional tobacco tax: Because the tobacco tax in our budget is unlikely to be 
used by the Congress, an additional tobacco tax may not be viewed as a credible financing 
source. II is also unpopular with the House Democratic leadership, However, the Senate 
Finance Committee may he more supportive of' the toixlcco tax than the surplus as a source of 
funding. A $0.50 tax (on top of your budget'S SO,55 lax) would generate about $45 biltion in 
revenue from 2000-09. ., 
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• 	 Using the surplus: Using a portion afthe surplus dedicated to Medicare solvency for 
prescription drugs could be justified given the tremendous drop in the Medicare bl.seline ($240 
billion over 10 years from 1998 to 1999). While there are credible arguments for using the 
surplus. it dearly has to be considered in the broader Social Security I surplus context. Some 
tear that without more progress on Social Security solvency, tapping any portion of the surplus 
for prescription drugs before the solvency ofSocial Security and Medicare has been addressed 
could strengthen the RepubJicans' argwnent for using the surplus to finance a large tax cut. 

ILLUSTRATIVE PACKAGES. On the following page, you will find illustrotive options that show 
combinations ofdrug benefits and additional offsets. Every option includes our recommended 
"base policy" v.ilich reflects the preliminary recommendations of your advisors, It assumes that 
each drug benefit design has a zero deductible and fa 50 percent copayment The elements of the 
drug benefit options that affect its cost are: (1) the degree to which it is subsidi7.ed (and therefore 
what the premium would be) and (2) the level to which the benefit is capped or alternatively, 
whether it provides for any catastrophic protection. It is likely that we will use some version of 
these options to help focus our discussion with you during the Tuesday Medicare rcfonn meeting. 
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. '-. March 19,1999 ~~. 

MEMORANDUM FOR TH~SIDENT 0o~~ 
R'if ;;),

FROM: GENE SPERLING 
Bu"l., "" ,11 

SUBJECT: NEC WEEKLY REP.ORT PO~ 

cc: 	 . JOHN PODESTA 

Agriculture Policy .Meeting: On Friday (3/19) we convened an NEC principals meeting to provide a . 
framework for pol~cy options and decisions to assist those fanners and ranchers in need. There was an 
extended discussion o~the budgetary implications of major new initiatives, both in the short term (the 

~~ need for offsets even for emergencies) and the longer term competition for very limited resources. We-:!it' are committed to developing a limited range of options very quickly to present to you. 

t;f. ~aPital Budget Commission: Next Tuesday (3/23) your Capital Budget Commission, chaired by 

.~ Kathleen Brown and Jon Corzine, will present its final report to the NEe. The Commissioners are 

~ coming to the White House to present the report to Jack Lew, Secretary Rubin and myself. The" 


, Commission is not recommending that the government"adopt a capital budget. However, they do make 
~ .. ~' 	 a series of specific recommendations aimed at improving the budget process in setting priorities, 

making budget decisions, reporting the decisions and subsequently evaluating the decisions. For 
example, they recommend that one or more agencies adopt a "capital acquisition fund" (CAP) for the 
construction or acquisition oflarge capital projects. The CAP would receive appropriated funds for 

. capital assets and it would rent these funds out to various programs throughout the agency and charge 
the equivalent of debt service. The idea would be to charge programs the true cost to improve 
efficient use ofcapital and to smooth budget funding spikes. I will make sure that you receive a copy 
of the report, along with the NEC's analysis of the commission's recommendations. 

Social Security: Your economic team continues to meet both internally and with Congressional 
Democrats to discuss responses to the Republican budget resolutions and overall budget strategy. On 
Monday, Larry Stein and I met with Congressman Spratt and House Budget staffto discuss a 
Democratic budget resolution. The House budget resolution follows your Social Security plan in 
makil!g sufficient transfers to extend the trust fund,exhaustion dates of Social Security and Medicare. 
Later that afternoon, Jack Lew, Lany Stein and I met with a number of ~enators, including Senators 
Daschle, Lautenberg, Conrad, Sarbanes, to discuss amendments Senate Democrats planned to 
introduce to the Republican budget resolution. The Senate Democratic approach sets aside the Social 
Security surpluses but does extend the trust fund exhaustion date. It does, however, make transfers to 
the Medicare Trust Fund from the on· budget surpluses thereby extending the Medicare trust fund to 
2020. We will continue to meet and talk with Democratic members to figure out our best possible 
strategy over the weekend and on Monday; Larry Stein expects legislation to be introduced on Tuesday 
(3/23). 



EU Aifcraft Noise Standard: The NEe held two interagency meetings, including a deputies meeting 

on Friday (3/19), on the proposed EU noise regulation that would limit the operation orv.s. aircraft 

equipped with hushkits and re-engineered engines in vio"tation of internationally a . 

standards. Secretary Slater will meet next Tuesday (3123) and Wednesday (3124) "-'1>,' ",1 

Kinnock and other EU officials !o urge them not to aPprove the regulation the fol: ~ 


(3/29) as scheduled. The Germans told us privately thaI they believe they can del p 'j 

somewhat. (Fearing passage crthe bill to ground the Concorde, France and the t o~ 

hard for delay.) In exchange, we will agree to discuss possible "hollowing out" c fll "'. 

opposed t~ its complete withdrawal. Although many in U.S. industry want to m. 13.v,\:.."""d+ 


. believe the industry coalition would dissolve if the EU imposed counter-sanction p ¢J~. 
industry would accept a good compromise jfwe can reach "one. which it could tal 

.\.... , months to determine. [n addition to the interagency meetings, NEe stafTmet WI1 

~ Britisn Airways on this issue. . 

your ca)) in the State afthe Union for a 28 percent increase in long·terrn information technology 
earCh. They also said that the government could continue these increases in 2001 - 2004 ~~ 

(doubling IT research over a 5 year period), given that government-supported research has led to say 
IL~ 	any of the advances that are now driving the U.S. economy.~ ~	lJallkruptcy Re/or,., Senators T~rrecelli and Biden joined Senators Grassley and Sessions in 


introducing a' bankruptcy reform bill that is modeled afier last year's conference report (which the 

...... 	 Administration threatened to veto). Torrecelli sent a Jetter to Grassley that said he cosponsored the bill 

"because I believe that it is important to begin moving the bill forward in good faith and iii a bipartisan 
manner." He thinks. that last year's conference report had abandoned important principles which the 
new bill "~)es far" in restoring. However, he says, there remain "a number of areas in which I think 
the bm mm:t be improved and will work in the coming weeks to address those areas in further 
discussjon with you, as wel1 as in Committee and on the Floor," His list of concerns include the bulk 
of our concerns as wen, . 

Apparel Industry Partnership: Sln~e the announcement In October of the agreement to create the new 
Fair Labor Association (FLA), the AlP has been buffeted by criticism from labor, on the one hand, and 
competi1ion from less demanding industry sponsored plans. As a result, they have not been able to 
enlist any new companies tbus far. This week., however, AlP got a major shot in the arm when 17 
colleges and universities announced that they would join the FLA. The AlP announced that they 
would amend the by-laws to better incorporate schools as members and to expand the goods \?overcd 
beyond apparel and footwear to other kinds ofcollegiate merchandise. Secretary Hennan issued a 
statement praising the schools. The American Council on Education also sent a letter to 1800 
universities describing the new arrangement and including a letter from human rights groups urging the 
schools to join the FLA, The 17 colleges already on board are: University ofArizona, Brown~ 
Columbia, Cornen, Dartmouth, Duke, Florida State, Harvard. Maryrnount University, Notre Dame, U 
Pennsylvania, Princeton; Rutgers. Smith College, Tufts. Wellesley, and Yale. We expect many more 
to join. 
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Oil Producer Meetillg: On Tuesday (3116) the Chief-of-Staffhosted a meeting attended by 20 oil '4t~ 
CEOs, myself, and Secretaries Rubin and Richardson 10 discuss the effect of low oil prices on the _ " 
domestic Ol! industry. The oil representatives requested targeted tax relief. relief from expensive 
envirorunental regulations and the increased u,se of cost benefit analysis in the regulatory decision 
making process. They also expressed concern about the effect of Iraqi oil production on the world 
market. The NEC committed to running an interagency process to address lhe proposals brought 
forward by lhe Department of Energy and the industry in order to detennine what type of assistance to 
the industry is appropriate. We will keep you informed ofme progress of the interagency working • 
group. 

Steel: The Visclosky quota bill passed 289-141 (R's 128 no, 9l yes; D's 197 yes, 13 no), however it 
not at all c~c:ar that it will move in the Senate, On the other hand, Levin- Houghton il1troduced their 
legislation Tuesday (3/16), although it is not expected to move in the House they think it might mc,.,,"l 
in tbe Senate. On Tuesday (3l23), there is the Senate Finance Hearing at wbich ~mbassador 
Barshefsky and Secretary Daley will testify. You should know that Sandy Levin has asked that 
very forward leaning in support for his and Houghton's legislation. Some ofyour advisors are 
concerned about being fonvard leaning so early, especially having no guarantee that steel legislation 
any sort will pass. Instead they think. it would make more sense to wait until we discover ifpo,;sil,le ... 
stee} legislation could help to move Fast track. 

China WTO Accession: The negotiators are close to being ready to present you and your advisors with 
some strategic decisions. As you know the foreign policy and economic consequences ofcompleting 
such a deal are enormous. A small group of your international economic advlsorsww Podesta, 
Barshefsky, Berger, Daley, Rubin, Summers, Albright, Brainard, and Sperling ~w have been meeting to 
develop options for you which we will present to you in a memo early next week. You should know 
that Congress has already begun to take a position on this issue. Rep. Hutchinson introduced an 
amendment to lhe biH that would have required Congress to vote on whether we can support China's 
accession to the WTO -- this is wen beyond the scope of penn anent China MFN and we oppose this', It 
is worth noting that although the ultimate vote was in our favor (69~31) and we were successful in~1. 
tabling the amendment, however only thirty Republicans voled with us and Rep. Mel Watt voted (I! 

~- . ~ 
b,ternat;unal Debt Relief: You should know 'that reaction to the new debt pJan has been mixed. The ~ 
Africans. NCiOs, and Congressional advocates ofdebt reliefhave unifonnly praised your proposal as a ~ 
step in the right direction while criticizing it for not going far enough. They are pJeased insofar as theye 
view your speech as evidence that you wish to playa leadership role on the subject However, they 
disappointed tnat the proposal as il now stnnds a) relaxes the Heavily Indebted Poor Country program'. 
criteria only "in exceptional circumstances" rather than for all countries with unsustainable debts " 
meeting the program's current policy conditions; and b) fails to modify more 'fundamentally the Crite~ria4: 
for determining when a country's debt is unsustainable through consideration of how much of its !", 
budget js being devoted to external debt service payments. Rep. Leach has introduced a bill (HR 

1095). drafted in cooperation with the NGO community, that offers far broader and deeper relief by ~ 

taking a different approach in these two respects. However, it is unclear how much Republican suppo 

his bill is capable ofattracling, particularly in light of its estimaled $l billion CO;! (over many years). ~ 
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March 22, 1999 

TO: Gene Sperling 
FROM: leffLiebman 
SUBJECT: Next steps on Social Security 

I recommend that we try to do two principals meetings this week on Social Security 
strategy followed perhaps by a meeting with the President next week. 

Meeting 1, 	 Soth,1 Security Budget Strategy (Wednesday?) 

The attached tables. (along with some revised ones that build off of the Senate Democratic 
plan's pure off budget framework that I hope will be ready sometime tomorrow) show: 

l, 	 Ev,;m ifwe charge the on~budgct only for the interest on trust fund transfers and not for 
the transfers themselves. it will be difficult to stay within on-budget surpluses if we want 
to do anything on the discretlonary Of tax cut front. 

Implication: we need to have a serious discllssion of whether we wont Lo go along with 
:he trend toword taking Social Security offbudgct Such a position may be inevitablej 
but il may also set liS up for a train wreck later in the year when Mcdkure. Socl'll 
Security, military spending, llnd tax cuts collide, 

2, 	 The pure appro~lchcs (tables 4 and G) get us only to 2038 and 2039 on solvoncy_ (The 
Liebman/Summers approach might get us ~_ bit further. I'm still waiting for the 
numbers.) , 

lmplicaliQo: Do we want to risk going with one of the impure approaches and taking a 
second round of hits on hocus-pocus uocotlnting? 

Meeting 2: Sodal Security Commission Options (Friday?) 

I\'ow that tbe b1.1dgc! resolution process is in full swing, perhaps it is lime to start thinking 
about ways 10 structure a process l:tat would !cad to serious bipartisan ncgoti;ltions on Social 
S.;;curilY rerorm, 

Among the isslIes 10 consider arc: 

• 	 How to SC!h~ sigrla:s to Rcp~lb!icang ;!wt \Y'c arc serious about rerolm and not 
simply setting them tip. 

• 	 How to cOllvillC~ Congrcs::;io(1l\j I)I;!!llOCralS thaI it is better 10 do reform this year 
with:! Dccwcr:ttic President ar:d buuget surpluses than to wait H!lIillatcr. 



Table I: 
Table 2: 

Take credit for post-2014 fiscal responsibility .. "Impure" interest transfers. 
Take credit for post-2014 fiscal responsihility. "Pure" interest transfers and 
truncate in 2014. 

Table 3: 

Table 4: 

After 2014, pay off~debt with portion of interest savings that is due to debt 
reduction achieved in first 15 years, spend rest of surpluses. "Impure" interest 
tr.ansfers, . 
Aficr 2014, pay ofT-debt with portion of interest savings that is due to debt 
reduction 3<:hjeved in first 15 years, spend, rest of surpluses, "Pure" interest 
transfers, 

Table 5: 
Table 6: 

After 2014, spend all surpluses. "hnpurc" intcrcs~ transfers. 
After 2014, spend all surpluses. "Pure" interest transfers. 



TABLE 1 
Transfer of Intere&t Savings Relntlve to Spend..Jt Baselln, for SOcial Seeurlty'• Framework With Contlnuatlon of DIscretionary and USAs 


(Transfer NOT reduced for Trust Fund Interest) 

(In billions of dollars} 


2000 
2001 
2002 
2OO3 
2Q04 
2005 
2006 
2007 
2008 
2009 
2O10 
2011 
2012 

,2013 
2014 
2015 
2016 
2017 
2018 
2019 
202O 
2021 
2022 
2023 
2()24 
2()25 
2026 
2027 
2028 
2029 
2030 
2()31 
2032 
2033 
2034 
2035 
2035 
2037 
2038 
2039 
2040 
2041 
2042 
2043 
2044 
2045 
2046 
2047 
2046 
2049 
2050 

r-, Transfer of Interest"Savin s.----.... 
, Amount of 
, intcrt;lSt 
I, savings 

2 2 
7 7 

12 12 
18 18 
24 24 
31 31 
39 39 
49 49 
60 60 
73 73 
87 , 87 

103 103 
119 119 
137 137 
155 155 
173 173 
191 191 
210 210 
228 228 
247 247 
265 265 
282 282 
299 299 
315 315 
330 330 
344 344 
357 357 
369 369 
380 380 
391 391 
403 403 
414 414 
427 427 
439 439 
452 452 
466 466 
479 479 
493 493 
507 507 
522 522 
537 537 
553 553 
56B 568 
585 585 
601 601 
818 618 
636 635 
654 654 
672 672 
691 691 
710 710 

, 

2 
10 
22 
42 
68 

103 
149 
207 
280 
370 
479 
610 
766 
947 

1.157 
1.396 
1.668 
1.973 
2,314 
2,691 
3,108 
3,564 
4.062 
4.604 
5.191 
5,82' 
M04 
7,232 
8.010 
8.842 
9.731 

10,679 
1".,691 
12,171 
13,922 
15,146 
1$,454 
17,845 
19.325 
20,900 
22,575 
24,356 
26.249 
28.260 
30,397 
32,666 
35.074 
37,631 
40.343 
43,221 
46,274 

MedicareOn.budget sU'I'lusideficitH 
Reduced for 

in!arest 
onl 

(27) 
(44) 
(23) 
(35) 
(21) 
(24) 

6 
24 
44 
66 
83 
99 

112 
122 
124 
122 
125 
126 
124 
119 
110 
1D5 
96 
81 
61 
38 
15 

(10) 
(36) 
(65) 
(98) 

(125) 
1152) 
(182) 
(215) 
(256) 
(294) 
(328) 
(364) 
(403) 
(451) 
(501) 
(553) 
(612) 
(676) 
1753) 
(836) 
(927) 

(1.027) 
(1.151) 
(1,272) 

Transfer to 
OASDI . 

Cumulative 
increase 
inOASDI 

Reduced for 
transfers and 

inter(1St 

transfer ftom 
Senate Oem, 

p-",I",ao,,-_ 

o 
3 

16 
15 
20 
32 
46 
54 
56 
66 
70 
73 
76 
72 
72 

Qv.. -t,_l,t:.· 

7 
I \ 
\5" 

').0 

1\1 
?\,., 
:J 

-Jr 
_4.0 

-'{'1 
_1..-\") 

(29) 
(51 ) 
(35) 
(53) 
(45) 
(54) 
(33) 
(25) 
(16) 

(7) 
(4) 
(3) 
(7) 

(15) 
(31 ) 
(51 ) 
(66) 
(84) 

(lOS) 
(12B) 
(154 ) 
(177) 
(201 ) 
(234) 
(269) 
(308) 
(342) 
(379) 
(416) 
{456} 
(500) 
(540) 
(579) 
(621 ) 
(667) 
(722) 
(773) 
{821 } 
(871 ) 
(925) 
1938) 

(1.0S3) 
(1,122) 
11,196) 
(1,278) 
11,37') 
(1,472) 
(1.581) 
11.699) 
(1,842) 
(1,9B2) 
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TAllLE 2 
Transfer of Interest Savings Relative to Spend...t SU(f1in~ for Soelst Security 

Framework With ContlnuttUcn of DIscretionary and USA$: 
(Transfer NOT reduced for Tru1it Fund fntarest) d-O,?>(

(In bUllons of dollars) 

,-- On~udget surplusldeficlt{-) MedicarG 
Amount of 

Transfer of..!nte(Gst Savings 
, Cumulative Reduced for i Reduced for transfer from , 


interest 
 transfers and: intarest SenateDem. 
savinQs 

Transfer to increase 
incerest onl IanOASDI inOASDI 

2000 2 2 2 (29) (21) 0 
2001 1 1 10 (51) (44) 3 
2002 12 12 22 (35) (23) 16 
2003 18 18 42 (53) (35) 15 
2004 24 24 68 (45) (21 ) 20 
2005 31 31 103 (54) (24) 32 
2000 39 39 149 (33) 6 46 
2007 49 49 201 (25) 24 54 
2008 60 60 280 (16) 44 58 
2009 73 73 310 (7) 66 66 
2010 87 87 479 (4) 83 10 
2011 103 103 610 (3) 99 73 
2012 119 119 768 (7) 112 76 
2013 131 137 941 (16) 122 72 
2014 155 155 1,157 (31 ) 124 72 
2015 ,73 1,219 121 127 
2018 191 1,284 140 140 
2017 210 1,353 152 ,52 
2018 228 1,426 163 163 
2019 247 1,503 173 173 
2020 265 1,584 181 181 
2021 282 1,669 195 195 
2022 299 1,758 208 200 
2023 315 1,853 213 213 
2024 330 1,952 216 218 
2025 344 2,057 222 222 
2026 357 2,168 227 227 
2027 369 2,285 233 233 
2028 380 2,407 240 240 
2029 39~ 2,537 247 247 
2030 403 2,673 252 252 
2031 414 2,817 265 265 
2032 427 2,968 282 282 
2033 439 3,128 299 299 
2034 452 3,296 315 315 
2035 466 3,473 327 327 
2006 479 3,660 347 347 
2037 493 3,856 373 373 
2038 5C7 4.064 402 402 
2039 522 4,282 431 431 
2040 537 4,512 45(\ 456 
2041 553 4.155 485 485 
2042 568 5,010 515 515 
2043 585 5,280 546 546 
2044 601 5,563 575 575 
2045 618 5,862 598 598 
2046 636 5,178 622 622 
2647 654 6,510 644 644 
2048 672 6,859 864 654 
2049 691 7,228 668 668 03122100 
2050 71,0 1,617 682 682 00:46 



TABl.E3 

Transfor of Interest Savings Relative to Spend"t BaseJino for $.odal Security Framework 


• WIth Continuation of USA.s and Discretionary at Maximum of Plan and Spend..ft Baseline 
(Transfer NOT reduced for Trust Fund Interest) 

(In billions of dollars) 

Transfer of Interesl SavInca On~budaet surnlusfdeflCit ~ Medicare 
Amount of 

1 
1 Cumulative Reduced fOfI I Reduced for transfer from 

intorest Transfer 10 I increase tfansfers and, interest Senate Oem. 
savingE' 

, 
OASOI In OASDI interest : onlv nlan, 

, 

i 

2000 2 2 2 (29) (27) 0 
2001 7 7 10 (51) (44) 3 
2002 12 12 22 (35) (23) 18 
2003 18 19 42 (53} (35) 15 
2004 24 24 68 (45) (21) 20 
2005 31 31 103 (54) (24) 32 
2008 39 39 149 (331 6 46 
2007 49 49 207 (25) 24 54 
2008 60 60 280 (10) 44 58 
2009 73 73 370 (7) 66 86 
2010 67 87 479 (4) 83 70 
2011 103 103 610 (3) 99 73 
2012 119 119 766 (7) 112 76 
2013 137 137 947 (15) 122 72 
2014 155 155 1.157 (31) 124 72 
2015 166 166 1.390 (323) (157) 
2016 171 171 1.840 (327) (155) . 
2017 177 177 1,910 (327) (151) 
2018 182 182 2.200 (326) (144 ) 
2019 we 18B 2,511 (323) (135) 
2020 193 193 2.844 (318) (125) 
2021 199 199 3.202 (312) (113) 
2022 205 205 3.585 (309) (103) 
2023 212 212 3.995 (303) (92) 
2024 218 218 4.434 (294) (76) 
2025 225 225 4,903 (284) (59) 
2028 231 23' 5.404 (289) (58) 
2027 236 236 5.937 (316) (79) 
2028 241 241 M03 (342) (101) 
2029 246 246 7.105 (371 ) (125) 
2030 250 250 7.744 (403) (153) 
2031 255 255 8,422 (429) (174) 
2032 259 259 9,141 (453) (194) 
2033 264 264 9.903 (479) (216) 
2034 268 268 10.710 (508) (240) 
2035 272 272 11.565 (544) (272) 
2038 277 277 12,471 (575) (298) 
2037 281 261 13,430 (601) (320) . 
2038 285 285 14,444 (628) (343) 
2039 289 289 15,516 (656) (368) 
2040 292 292 16.651 (692) (400) 
2041 296 296 17,849 (728) (432) 
2042 299 295 19,1~6 (765) (466) 
2043 302 302 20.454 (805) (503) 
2044 305 305 21,867 {S5G) (545) 
2045 308 308 23,358 (904} (597) 
2046 310 310 24.932 (963, (653) 
2047 312 312 26,593 (1.026) (714) 
2046 314 314 28.345 (1.096) (782) 
2049 315 3'5 30,192 (1.186) (871) 03f:22fW 

2050 316 3',6 32.140 (1.271) (955) 08:48 



TABLE 4 
Transfor of Interest Savings Relative to Spend",t Baseline for S.oclal Security Framework 

" With Contlnuatlon of USAs and Discretionary at Maximum of Plan and Spendo4t Baseline 

,Med!care , 
transfer from I,,Senate Oem. , 

elan 

0 
3 


18 

15 

20 

32 

46 

54 

58 

86 

70 

73 

76 

72 

72 


2000 

2001 

2002 

2003 

2004 

2005 

2006 

2007 

2008 

2009 

2010 

2011 

2012 

2013 

201. 

2015 

2016 

2017 

2018 

,2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2029 

2030 

2031 

2032 

2033 

2034 

2035 

2038 

2037 

2038 

2039 

2040 

2041 

2042 

2043 

2044 

2045 

2046 

2047 

2048 

2049 

2050 


(Transfer REDUCED for Trust fund Interest) 
(In billions of dollars) 

Amount of 
interest 

Transfer of Interest Savlncs On-budaet surpluS/deficit{L 
Cumulative =~~:~~ !Transfer to increase 

OASDI in OASDI interest :_.ol!!Y.sa~s 

2 2 2 (29) (27) 

7 7 9 (51) (44) 


12 11 21 (35) (23) 

18 16 39 (51) (35) 

24 21 63 (42) (21) 

31 27 93 (50) (23) 

39 33 132 (26) 7 

49 41 j81 (15) 25 

60 49 . 241 (3) 46 

73 58 314 10 68 

87 68 401 18 87 


103 79 504 25 104 

119 90 623 29 119 

137 100 760 30 131 

155 111 914 2. 135 

166 11. 1,080 (256) (142) 

171 110 1,252 (247) (137) 

177 107 1,428 (234) (128) 

182 103 1,611 (219) (116) 

188 99 1,798 (200) (101 ) 

193 9" 1,992 (178) (84) 
199 90 2,191 (154) (64) 

205 85 2,397 (131) (46) 

212 81 2,608 (105) (24) 

218 76 2,827 (74) 2 

225 71 3,051 (39) 32 

231 65 3,282 (19) 46 

236 58 3,519 {19) 39 

241 51 3,760 (17) 34 

246 42 4,005 115) 28 

250 34 4,256 (14) 20 

255 25 4,510 (6) 20 

259 16 4,769 7 23 

264 7 5,033 19 26 

268 0 5,304 29 29 

272 C 5,589 26 26 

277 0 5,889 3{) 30 

281 0 0,206 41 41 

285 0 6,539 53 53 

289 0 6,891 65 65 

292 0 7,2.51- 71 71 

296 G 7,651 80 80 

299 0 8,063 90 90 

302 0 8,496 99 99 

305 0 8,953 106 106 

308 a 9,434 106 106 

310 C 9,941 104 . 104 

312 0 10,475 100 100 

314 0 11,038 93 93 

315 0 11,632 68 68 

316 0 12,257 52 52 


03122199 
08;48 

R~~~=rO( 




TABLES 
Transfer of Interest Snvings Relative to Spend",t Suallne for Spelal Security Framework 

" -With Continuation of USA$ and Discretionary at Maximum of Plan and Remaining Surplus 
(Transfer. NOT reduced for Trust Fund 'memst) 

(In billions of dollars) 

r:::::;;;;;;T~r~anQ!S~f.1[r:QoIiflii!nt~.!!r.!§sDIs[!!a~v~jn~gs~;;;;;';::-:::-:::~o~n~-b~U~Jdgat 5urp[usldeficltH : Medicare : 
1- Amount of i-Cumulative Reduced fot Reduced for i transfer from 

interest i Transfer to increase i transfers and interest : Senate Oem. 
saving_s_I OASDJ.__ __w,l~ Q~.~.RL.~_.!!.jn",le",r."s"-t_1__",oo~ll,Y,-_,-:_-'"Pla",n,----" 

2000 2 2 2 (29) (27) o 
2001 7 7 10 (51) (44) 3 
2002 12 12 22 (35) (23) 18 
2003 18 16 42 (53) (35) 15 
2004 ,"4 24 68 (45) (21 ) 20 
2005 31 3' 103 (54) (24) 32 
2006 39 39 149 (33) 6 46 
2007 49 49 207 (25) 24 54 
2000 60 60 260 (1$) 44 58 
2009 73 73 370 (7) 66 66 
2010 67 87 479 (4) 63 70 
2011 103 103 610 (3) 99 73 
2012 119 119 766 ('r) 112 76 
2013 137 137 947 (15) 122 72 
2014 155 155 1.157 (31) 124 72 
2015 164 164 1,387 (428) (264) 
2016 164 164 1,630 (429) (255) 
2017 164 164 1.885 (427) (253) 
2018 164 164 2.155 (422) (259) 
2019 164 164 2,439 {416} (252) 
2020 164 164 2.738 (407) (243) 
2021 164 3,053 (396) (233) 
2022 164 164 3,385 (Je7) (224) 
2023 164 164 3,735 (377) (213) 
2024 164 ",64 4,104 (361) (198) 
2025 164 164 4,493 (344) (180) 
2026 164 164 4,902 (325) (162) 
2027 164 164 5,334 (306) (142) 
2028 164 164 5.789 (306) (143) 
2029 165 165 6.270 (330) (155) 
2030 166 166 6,778 (356) (190) 
2031 166 166 7,313 (374) (208) 
2032 167 157 7,877 (391 ) (224) 
2033 167 167 8.471 {409} (242) 
2034 166 166 9,097 {429} (262) 
2035 166 166 9,756 (454) (269) 
2036 165 165 10,450 (475) (310) 
2037 16.1 163 11,179 (489) (326) 
2038 162 162 -01 ,945 (503) (342; 
2039 159 159 12.752 (519) (359) 
2040 157 157 13,598 (540) (383) 
2041 154 154 14,487 (:;'30) (406) 
2042 150 1SO 15,420 (580) (430) 
2043 146 145 16,399 (603) (456) 
2044 142 142 17,426 (628) (466) 
2045 136 136 18,503 (661) (525) 
2046 130 '30 19,631 (697) (567) 
2047 124 124 20,813 (736) (613) 
2048 115 116 22,051 (780) (664) 
2049 106 tOe 23,347 (843) (735) 03122:00 

2050 99 99 24,703 (897) (798) 08:46 



• 	 TABLES 
, . Transfer of Interest Savings Relative to Spend"'t Baseline for ~clal Security Framowork 

.. . With COntinuation of USAs and DlsCfetlonary at Max:lmum of Plan and Remaining Surplus 
(Transfer REDUCED for Trust Fund fnteres!) 

{In billions of dollars} 

Medl""re,Reduced for ransfer from 
intore 

Transfor ofJnterest §avinQs 
lof Cumulative 
01 

I 
Transfer to 

9' 
increase 

OASDI in OASOI-

On-budget su,rplusldeficit ~ 
Reduced for 
transfers and , 

interest 

Amoun 
interest 
 50nate Oem. 
,

sav!\! 	 I 
'" 

only ,__E",la",n__ 

2000 	 2 2 2 (29) (27) 0 
2001 7 7 9 (51) (44) 3 
2002 12 11 21 (3S) (23) 18 
2003 18 18 39 (51) (35) 15 
2004 24 21 63 (42) (21 ) 20 
2005 31 27 93 (50) (23) 32 
2006 39 33 132 (26) 7 46 
2007 49 41 181 (IS) 25 54 
2008 60 49 241 (3) 46 58 
2009 73 58 314 10 68 66 
2010 87 68 401 18 87 70 
2011 103 79 504 25 104 73 
2012 119 90 623 29 119 76 
2013 137 100 760 30 131 72 
2014 155 111 914 24 135 72 
2015 164 112 1,078 (361 ) (250) 
2016 164 103 1.242 (350) (247) 
2017 184 94 1,405 (33S) (240) 
2018 164 86 1.569 (3H) (231) 
2019 164 77 1,733 (295) (2181 
2020 164 69 ",.B96 (271) (203) 
2021 164 50 2.060 (245) (185) 
2022 164 52 2.224 (219) (167) 
2023 164 43 2.387 (190) (147) 
202. 164 34 2.551 (156) (122) 

2025 164 26 2.715 (119) (93) 

2026 164 17 2.878 (79) (62) 

2027 164 9 3.042 (38) (29) 

2028 164 1 3.207 ( 17) (16) 

2029 165 0 3.379 (22) (22) 

203() 166 0 3,560 (30) (30) 

2031 166 0 3.752 (31) (31 ) 

2032 167 0 3.954 (28) (28) 

2033 167 0 4.166 (27) (27) 

2()34 166 0 4.390 (27) (27) 

2()3S 166 0 4.626 (31) (31 ) 

2036 165 0 4,875 {30} (30) 

2037 163 0 5,137 (22) (22) 

2038 162 0 5,413 ( 13) (13) 

2039 159 0 5,704 (4) (4) 

2040 157 0 6,010 {O} (0; 

2041 154 0 6.333 6 6 

2042 150 0 6.674 12 12 

2043 146 0 7,032 "8 18 

2044 142 0 7,410 21 21 

2045 136 0 7.639 17 17 

2046 130 0 8.228 11 11 

2047 124 0 8,671 3 3 

2048 j 1!) 3 9,137 (8) (8) 

2049 108 0 9.628 (38) (38) 03122199 

205l) 99 0 10,445 (58) (58) 08'48 
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THE WHITE HOUSE 

WASHINGTON• March 29, 1999 

BRIEFING AND REMARKS ON ANNUAL REPORT ON THE STATUS OF THE 
SOCIAL SECURITY AND MEDICARE PROGRAMS 

DATE: March 30, 1999 
TrME: 2:15·3:0Opm 
LOCATION: Rose Garden 
FROM: Gene Sperling 

I. PURPOSE 

To review and comment on the Annual Report ofthe Social Security and Medicare 
Trustees. There will be audience of approxima1ely 60 guests (Staff from Treasury, HHS, 
Labor, OMS and SSA). 

II. BACKGROUND 

• Each year. the Trustees of the Soda! Security and"Medicare trust funds report in detail on 
their financial condition. The reports describe their current and projected financial 
cnndition. within the next ten years (the "short tenn") and over the next 75 years (the 
"long term,") Tomorrow morning. the Trustees vote out the report and release it to the 
public. 

We do not receive any advance notice of tbe conclusions in these reports until they 
are made puhHc tomorrow. The Administration Trustees will brief you on the 
conclusions of the report before you speak. For Social Security, we expect that the 
continued strong economy and the incorporation of recent BLS methodological changes 
in the CPI will produce a modest improvement in the 75~year actuarial imbalance and in 
the trust fund exhaustion date, For Medicare, based on recent CBO re-estimates. we, 
expect a more substantial improvement. The robust economic performance has resulted 
in higher-than*cxpected payroll tax revenues. In addition. there were lower~than
expected expenditures due in part to the continuing implementation of the Balanced 
Budget Act of 1997 refotms, low increases in health care costs morc generally, and the 
success of efforts to combat waste, fraud and abuse in the Medicare program. 

III. PARTICIPANTS 

• 

Even! Bri~fing 


-Secretary Rubin 
.Secretary Shal.la 
~Secretary Herman 
-Deputy Secretary Larry Summers 
-Ken Apfel 



e, ·Gene Sperling 
·Jack Lew 
·Sylvia Mathews 
·Chris Jennings 
·John Podesta 
·Ron Klain 
-Larry Stein 
·Paul Glastns 

IV. 	 SEQUENCE OF EVENTS 

l:QJ.l wiU be briefed in the Oval Office by the Trustees on their annual report. 

l1ll! will be announced into the Rose Garden and the trustees will take their 
place behind you on the steps, 


X.Q!! wi II make your remarks to the guests an,d press corps 


YQ.!.l and 4 Trustees depart, 


V, 	 PRESS COVERAGE e Open 

VI. 	 REMARKS 


To be provided by speechwriting, 


e 
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• Mareh 4, 1999 

TO; Gene Sperling . 
FROM; JeffLiebman 
SGBlECT: Gensler memo on equity issues 

This merno by Gary Gensler provides useful background on issues we will have to resolve to 
fully implement trust fund investments in equities. It would make good weekend reading . 

• 


• 




.. 
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• 	 FRAMEWORK FOR INVESTING SOCIAL SECURITY IN EQUITIES 

This paper describes a possible set of rules for investing the Social Security trust funds in 
equities. The framework we describe is intended to promote discussion; it is not intended to 
represent policy prescriptions, 

The Administration has already Jaid out five core principals for investing the Social Security 
trust funds in equities: 

., 	 private sector managers selected by competitive bidding 
'" 	 indl~pendent1y managed and non-political 
'" 	 limited size ofequity investment 
• 	 broad-based, neutral and non-discretionary 
• 	 lowest-cost 

The framework described in this paper suggests possible answers to a number of additional 
questions: 

• 	 What equities would be eligible for trust fund investment? 

• 
• Should the trust funds invest in foreign equities? 
• 	 How should ilIiqu~d securities be addressed? 

• 	 Should the government use a pnvatCly-publishcd index, or develop its own equity index? 
• 	 What characteristics should an equity index have? 

• 	 How shouid private sector managers track an equity index? 
• 	 Should stock lending be allowed? 
• 	 How would investments and disinvestments be scheduled? 

• 	 Arc dividends and the proceeds from corporate actions reinvested? 

• 	 Should investment managers' actions be transparent to the market? 
• 	 What would the independent board look like? 

There arc four additional issues for which we have laid out options, without suggesting a 
preferred path. 

• 	 Should the trust fund portfolios be rebalanced and, if so, how? 
• 	 Ho\v should proxies be voted? 
• 	 What level ofdiscretion should he leTt to the independent board and private investment 

managers? 
• 	 How would trust fund equity investlllents interpluy with dcsig:, or USA accm:nts? 

• 
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What Equities Would Be Eligible for Trust Fund lnveslment? 

The eligible equities should have certain desirable characteristics, 1'hese would include being 
common stock and publicly-traded, and having certain liquidity characteristics, This framework 
rules out pTivately-tradcd equities because we do not want to force private entities to sen stock to 
the government. Liquidity issues will be discussed in detail below, 

IPOs warrant special treatment. The trust funds should participate in IPOs, although with the 
understanding that managers might not be aMe to obtain sufficient shares in the first day. The 
independent board could be given discretion concerning the length of time allowed for investing 
in IPOs. 

Should the Trust Funds [nvest in Foreign Equities? 

This frarm:w(lrk suggests that the trust funds should invest only in US equities, for the following 
reasons: 

• There may be concerns that foreign accounting standards, conunercial codes, contract 
law, and stock market regulation are in some cases different from U.s. standards and 
rules . 

• Ifa decision was nwdc to buy any foreign equities. foreign policy considcmtions would 
require investing in every foreign stock market This could raise both transactions c"osts 
and political issues. 

• There could be increased currency risk inherent in ADRs and other foreign equities. The 
liabilities ofthc Social Security trust funds are in US dollars, Some might argue that US 
firms with overseas operations arc subject to currency risk, but the resulting currency risk 
is generally smaller in proportion lo the finns' size. and is often hedged by the finns, 

The drawbacks to investing only in US stocks include (i) less diversification and (ii) the 
perception that political fa"ctors are behind the decision to invest only in US companies, Note 
also that political problems could arise when US firms such as Chrysler merge with foreign 
entities, and are dropped from an index. 

Bow Should Illiquid Securities B(' Addressed'! 

Liquidity problems arc likely to arise with nationally-traded stocks at the lower end of market 
cnpitalization, ilnd among fcgioaally-tnldcd sloeks" This is bccmlse of private holdings and 
cross-!ioldil;gS among smaller finns. 

Market Hoat is generally consistent with liquidi!.y_ Market float is (he number of shares which 
arc presumed to be available in the market for trading, It is generally calculated by cxc1u, -,g the 
largest shareholders (over 5%) and the insiders (the Ford family for Ford Motor Co:npan}, or 
Bill Gatc$ for ylicrosoft} Al:hough t10at CHn be used to aj)proxil~)alc liquidity, it small float in 
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the stooks of ,large corporntion might satisfy market demand more readily than a large float in 
the stocks of. small corporation. 

The 7200 stocks in the Wilshire 5000 have an average float of91% (the Wilshire index excludes 
stocks that have not traded in the past five days). This broad average hides some important . 
detail, however. According to Wilshire, when ordered by percentage float. tbe highest 40% of 
stocks have an average float ofmore than 900/0 (these stocks account for 75% of market 
capitalization). The bottom 20% of stocks, ordered by percentage float, have less than 50% float 
(these stocks account for 4.5% of market capitalization). 

We may want to develop a rule that screens out small float stocks. Such a rule could be based on 
estimates ofmarket float or on trading history. For example. Wilshire screens out equities that 
have not traded in the past five days. 

Should the Government Use a Privately-Published Equity Index, or Develop Us Own 
Equity Index? 

We would lean ngair.st creating our own total market index. A government~spol1sorcd index 

• 
could be subject to. or could appear to be subject to. political pressures. In contrast, private 
indices have the benefit of distance. 

Some of thc same concerns about political pressure could also apply to a private index. There 
may also be reluctance to cede decision~making to a third party with no contractual relationship 
to the gov1~mmenL To address these concerns, we could give the independent oversight board 
discretion to change the index used by private managers (see below). The track record of the 
Wilshire 5000 to date seems fairly reassuring: Wilshire Associates have changed thc parameters 
of the Wilshire 5000 (to exclude foreign finns) only once in the 25 years of the index' existence. 
We do no! know the history of changes in other broad market indices. 

A benefit of crcating a government index would be that the government could controllhe 
qualities of the index. The qualities of a government-created in<lex could be expressed clearly 
and simply in statute. 

\Vhat Characteristics ShQuld an Equity Index Have'! 

A widely used, total market index would appear to best IJlcet the administration'5 stated goals of 
broad-based. neutral, non-discretionary and 10\.\'csf-COSL A total market index \Iv'ould be markct
neutraL It would also offer the Icas~ scopc fur polilical inllllencc concerning which sector(s) or 
where to set the bar ::>:1 market c<lp:lalizatlon. Total :narket indices also offer the greatest 
diversification. Indices that fOCl:S on the top 500 by market capitalization d() not pick up SI~Hill 

• 
cap fim1s. which at time have oUtpcrfonncd the lalgc cap finHs. In add~tion, sectoral ~ndiccs m<ly 
have higher turnovC"r than 'broader indice!> as equities enter and leave the index. By requiring !h;:H 
the index be "w!dcly used," we would rcduce some the possibility for altering existing private 

http:ngair.st
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indices to fit political criteria, ' 

Among total market indices, the Wilshire 5000 includes US-domiciled, nationally-traded stock 
that has traded in the last five days, The Wilshire 5000 covers more than 99% ofmarket 
capitalization. The Vesteck Allshares is a total market index that includes foreign firms that are 
also in tile S&P500, but excludes stocks that have not traded in the past 30 days, The Wilshire 
and Vesteck indices are bot~ weighted by market capitalization. Solomon '5 world equity index 
covers an world stock markets. 

Barclays has developed its own proprietary tot.l market index of 5300 stocks which is float· 
weighted (it adjusts market capitalization forcregs-holdings and private holdings) and excludes 
REITS, stocks under $,1 and pink sheet (regional) stocks, 

The Russell 3000 index is a float-weighted index that represents approximately 98% of market 
capitalization, The bar for inclusion in the Russell 3000 is based on total market capitalization; 
however when the index is compiled, the market capitalization figure is adjusted for cross
holdings and private holdings (float-weighted), The Russel13000 excludes foreign companies 
but not REITS. The index is updated once a year (which could require the trust funds to buy and 
sell substantial amounts of stock at that time) through a very transparent process. 

The S&P 500 represents about 70% of market capitalization. About 85% of market 
capitalization is covered by the S&P "Supereomposite" lndex. which adds the S&P Midcnp and 
Smallcap indices to' the S&P 500. The S&P Supercomposite index, like its S&P component 
indices, excludes RE1Ts and foreign stocks except for grandfathcred foreign equities,1 The 
equities included in the S&P indices are chosen by a committee ofS&P 500 executives and 
analysls; while S&P has broad guidelines for market capitalization cutoffs, the committee does 
not always observe these guidelines. This CQuid create political difficulties. 

The principle drawback to a total market index is that there can be less liquidity among smallcr 
fimls, due 10 private holdings or cross~holdings. 

lIow Should Private Sector l\lnl1agers Track an Equity Index? 

Managers- who track an index such as the S&P 500 generally buy every stock in that index. 
Tracking a total markc~ index is. more dlfficult, howcvcr, because ofbighcr transactions costs and 
liquidity problems at the {ower end of the index. 
This framework St:ggcsts that managers fully replicate the chosen index, for example, by buying 
[1117200 stocks in tbe \Viislmc 5000. FuB replication would avoid poli!ical problems l~,at could 

I As a CO;15tq'Jc:lce of grandfa!hering, the S&I' 500 includes aboul 10 foreign equi:i<:s, some ,,: which au: 

Royal D\l~ch, Unilcvcr, SC>lgram, Nor1hern Telecom, McDcnHot\ and Schlu::n':)(;,gcr. '11:1.:- decision to exclude 
rot.c:ign I:quities waS m..dc ill 1994. 
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attend choosing from among the equities included in an index. 

Full replication may be expensive, however. due to liquidity problems at the lower end ofthe 
market. as discussed earlier, Under a pollcy of complete replication, it might cost roughly 5~1 0 
bps to invest each new increment of trust fund assets into equities (the average cost for managing 
the entire portfolio, including specials and already-invested equities. would be Jower). This 
estimate, which might be conservative, assumes that purchasing the last 1~{. oftlle index might 
push the prices of these stocks 5-10% higher. 

"Optimization" is the solution used by many private managers for the liquidity probiems, As one 
example of "optimization," Vanguard's broad index fund buys the top 1,200 of the Wilshire SOOO 
(95% ofilie market), and then uses sampling techniques to seI""t 2000 more stocks that perform 
like the residual 6300 Wilshire stocks. Vanguard then buys three-plus-fold ofthes. selected 
steeks. 

We see a nitmber of drawbacks~ however. to this method. First, managers' models could be 
influenced by government or independent groups to favor a sector or region, or could be accused 
ofdoing so Second, optimization requires doubling up (or tripling. or more) Oil the purcbases of 
certain stocks. This could have a non~neutral impact on the market, and it could also raise major 
governance concerns at the 5% and 10% shareholding levels. Some have suggested that 
optimization and fuii replication methods have virtually identicallong-:cnn perfomlance, 
because the lower transactions costs of optimization (higher ownership of selected stocks, fcwe~ 
proxies to v01e, fewer corporate actions) are offset by having to buy more of n more limited 
basket of stocks. 

Should Stuck Lending Be Allowed? 

This framework envisages pcnnitting private sector managers to lend out the trust fund equity 
holdings, Lending equities may be worth between 2-4 bps:. Disadvantages of stock lending 
include the perception that it facilitates short¥selling, and the assumption by tbc trust funds of 
some limlt~~d credit risk. 

How \Vould Inve.stmcnts and Disiuvcstments Be Scheduled? 

The indcpCiidcnt board or govcmr.lcnt would need to project, 011 at least rm anm:a) basis. the s:zc 
orlhe trust fund (based on projcGtcd equity returns, retums on the sl")Ccials, !lew trm"!sfcrs to the 
trust Hmds, payroll taxes and bcnefit payments) and develop a plan for uiVcsting or disinvcst:ng 
over the year. Equ;ty markct Ylclo cstimates shodd be based on long-tc!w growth rate of 
equities. so tll::.: the estimates don't change from yc~,r to year. lfit is ,,;n!icipatcd that the overall 
size of the trust flmd portfolio wU:Jld go down over the year, tbe!; the Irast fund would n;,;cd to 
sell equities to help mainta;n the ta:-gct equity alloc.mion. These cqimates would be pcrfonncd 
by the i:ldt:pcndcnt bo[t:<:l or government year;y, New transfers, inveslments and disinvestmc!1ts 
then would be pro-rated equally over the tweivc n~onths. An is~uc \vouk1 remain as to how 



private sector managers would then spread investments and sales within each month. • 6 

Are Dividends and the Proceeds From Corporate Actions. (Mergers) Reinvested? 

There would be cash return on the investments from dividends and due to mergers, acquisitions. 
and other corporate events. This cash would be reinvested unless the fund is already at the target 
asset allocation. 

Sbould Investment Manager's Actions be Transparent to the Market? 

There should be transparency in the dates and amounts invested (or disinvested), because large 
p·rice swings could cause market anxiety. The rules should be clear and predictable. and planned 
purchases and sales should be announced and wen understood by the market. The govenunent 
should announce monthly investment (or disinvestment) amounts, although managers could be 
given discretion to smooth the investments (or equity sales) over the course ofthe month. As 
any pre-announced purchase (sales) amounts would be based on estimates, we would also need to 
announce any subsequent revisions and changes to the investment schedu1e. 

• 

\ Others ha\'e argued that transparency would allow the market 10 position itself. It is likely, 


however, that the market would be able to guess the amounts of investments (disinvestmcnts) 

from the le,gislation or from payroll (equity retums) data. 


Wbat Should the Independent Board Look Like'! 

Members oCthe independent oversight board should have public stature, they should have a 
private sector background, and they should be presidcntiallywappointed and senate-confirmed. 
They should have long, over-lapping Icnns (a stnggcrcd board), Legislation creating the TSP 
Board could serve as a model? We believe that lcgislation should specify that the Board's sole 
fiduciary responsibilities should be to Social Security beneficiaries. 

One additional q\lcstion is whether the Board should be given sole fiduciary responsibHity to 
beneficiaries, similar to ERISA. or whether the responsibility should 1w to the t:'115t funds. Tbe 
Social Security Trust funds arc a defined benefit plan, unlike the TSP plan, which is a defined 
contributii)n phm. Another quc:-;tion is whether current govemmclH employees or administffl!ion 

• 

nIl: 'fSP board COltS[;;t;; of 5 parl.time mC:-llbc!'~ tind 1 fu!!·:irllO: CXCC.U1tVt' ,Erector. AI! 5 bO:lHj 
members who serve part-tunc arc arpoitHcd by the l'r('s:tiem ;md co;tfmned by Ihl: 51:1):11(: fo: (jvl:ri;lp?ing rom-year 
terms {although they s:;;!ve untIl replaced}, One bonrd member IS rccom:ncndcd t:y tllc Sp<:akcr, Q:lC by the majorl1Y 
{eader, and the res: ale recomr.1euded by the While HO\l"-C_ 'nle pl.ll1-time members a:;c on.!y p:lid fm days when 
they a(;lUally do \Vorl: ,eJated 10 the TSP board; this includes about eight boald meeliugs per year. which :n the past 
have been fonducted by conference calls. 11)e E;..eeullvc Director who SCf\'CS full II:nc is selected "fld approved by 
the Board by a vote wilh at kast thrce mcrnt}(:l$ \'o:ing III favoL The Exeeuttve Director is d!!: CEO ,md has:m 
untimilcd (em!. 



,. 


officials co!ltd participate on !he Board. Our framework suggests !hat Board members earne only 
from the private sector. • 	

7 

ISSUES THAT REQUIRE FURTHER DISCUSSION 

Four key questions remain. First, we will need to decide whether to rebalance the portfolio 
between the bond and equity aHocations and, ifso, how frequently the portfolio should be 
rebalanced. Second, should proxies be voted? Third. what level ofdiscretion should be left to 
the independent board and private investment managers? Fourth and finally. we need 10 discuss 
how trust fund equity investments might interact with USA account investments, 

Should tbe Trust Fund Portfolio be Rebalanced and; if so, How? 

After the trust fimd allocation to equities reaches the desired target (14.6%), stock price 
movements can be expected 10 alter the portfolio allocation between stocks and specials in the 
trust fund. The value ofthe parKbased special bonds will not change. although there is some 
reinvestment risk. Whether to rebalance to maintain a constant allocation to equities and, if so, 
the frequency of rebalancing and the time allotted to managers to complete the rebalancing, wi II 
need to be discussed, 

• Rebalancing would ensure that the 14.6% allocation to equities in the tmst funds's portfolio is 
closely ObM!fVcd. This could be especially importnnt during periods ofrising share prices, when 
the equity side of the portfolio could become disproportionately large and raise concerns about 
risk to the portfolio. Rebalancing, however, has a number of disadvantages: 

• 	 Rebalancing may increase portfoHo risk, and frequent rebalancing may raise portfolio risk 
even higher. The trust funds could thcorctically lose a value greater t~an its original 
purchases to reach the equities allocation, ifthe market declines slowly and the portfolio 
is rebalanced often.) 

• 	 Rebalancing may have a countercyclical influence 0:1 the market, given the size of 
p01ential govemmcr.t sales and purchases. !n rising eqUity markets, the trust funds would 
need to sell equities to maintain a constant allocation. and vice vcrs.\. 

• 	 Rebalancing could increase transac1ions costs, depending on the size of the purchases and 
sales. 

• 	 Rebalancing could have signi fieant implications for Treasury's debt management 
functions, becausc it woulJ require frequcni adding to or subtracting froui publicly held 
debt. 

., 	 Rcba}a:lcing cO\!ld possibly be afrected hy statutory debt li:nit. 

• J i\s Slack ?ficcs fa:l, lhe (lUst fund I11I1S( sell bonds 10 buy stock 10 reslor:! the dcs:red alloca:ion to ~wck" 
As stock prices fOIl! :lgaill, tbe tmst flmd must sd! more bonds 10 buy more s:ock. 
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These disadvantages can be mitigated to some extent by allowing managers to trade in a band 
8fOIUld the target allocation to equities. and by allowing a longer period for rebalancing. 

• 	 Option li Rebalance within a band (+/~ 2%l around tbe target allocation (14.6o/q) to 
equities. with 30 dan to cQmntete the rebalancing. Allowing managers to trade in a band 
around the 14.6% equity allocation would reduce the need to rebalance. The exact width 
of the rebalancing band would need to be calculated based on the specific characteristics 
or the trust funds' assets (how much the markets in question trend t and if so, how much 
they come back to a mean growth rate),· Some investment managers rebalance to the top 
of a bandt others to the mid-point of the band, and still others to the "first quarter" of the 
band, viz. 13.75% of the total trust fund for a band between 13.5% and 15.5%. 

• 	 Option 2: Modest rebalancing by not reinvesting dividends and by using scheduled 
Qly_t:stitures. Modest rebalancing could be accomplished by using cash flow to the trust 
funds (dividends and corporate actions). Dividends would not be reinvested if the target 
allocation was reached. During the dis:nvestrnent phase, rebalancing could also be 
addressed by scheduled sales of equities as outlined in the framework above. 

• 
This modest rebalancing would avoid the some of the disadvantages listed above. h 
could, however, result in the trust funds holding more (or Icss) than 14,6°/1) of assets in 
equities, in an environment of rising (or falling) equity prices. 

How Should Proxies be Voted? 

Legislation should specify how proxies wlll be voted. Options ru:c: 

• 	 £mPQokmal VQ!ing. The [rust fund investment managers could be instructed to votc 
proportionately to other shareholders' votes. A drawback to this approach is that we 
might have to change many stales' laws in order to facilitate proportional voting. Further 
research is needed on this issue. 

.. 	 Delegate to Investment Managru. Voting rights could bc delegated across multiple 
investment managers. who would vote shares in interests of shareholders. Investment 
managers would be gl\'C1l3 standard for how to VOle, I.e. in tbe best interests of 
bCllcfic:arics or an ERISA standanL TIlis could bC'couplcd wilh 3: rule that no manager 
could have more tll,';;l 1% of the market. 

.\ Wilshire Asso(:);l(CS (,,,!liCit tJl:hli~llcs tilt: Wilshin: SOOO) l;illll1!l1led different whalancmg scemuto$ fm ~ 
fll:l,i wilh a liHgcl allucativ!l of 85% in e01VDr:lle hands :\Ild 15% !Hlekin:; the S&P 500 eqll!ly index. Wilshile 

• 
C(lmpap.:ti Ihe CO:Hcqucnecs of cnd·mutltl\ fch.dancing tt) t11ailltain a constant 15<;'" allocatifm t() swcks, lu hand> (If 
1%, 3'V" and 5''/;' nr,)und the :arg\.'l allocution. Wi:shile c('JleiJldcd ill favor ofa broad lrading band (+/~ S~...:» :U{l\llld 
thc larget all0cati(1Il to cqllllics (a rebalancing range beNecn 1011/" ;lnd 20%), 111crc were som'.: diffcrcm:cs, 
howc"c;, betwcc:! W;lsltire '5 Srnmln1ioll and the Trust Funds' cirClJmSlar.ces lhat eould reduce the size of the hand. 



What Balance Should We Strike Between Rules aDd Dlseretion in the Actions of the Board • 
9 

and the Independent Managers? 

The independent board could have limited discretion, by giving it only minimum responsibilities 
for choosing investment managers and ensuring that the managers comply with all-statutes. 
Alternatively, we could allow for some discretion in the activities onhe independent board and 
the private sector investment managers, Various options include: 

• Discretion Limjted to Hiring-and Monitoring Private Sector Mansll;;W. The board's 
responsibilities would be limited to: 

choosing investment managers through a competitive bidding process; 
deciding whether the TSP and USA account managers should be excluded; 
ensuring that the managers comply with all statutes; and 
monitoring private managers performance, 
deciding on the number of private sector managers; 
setting threshold requirements for private sector mmmgers (e g" experience, 
minimum capitai. and U.S,~domjcilcd); 

• 

• Discretion Also Includes Issues Related to the fndex (pQssih1~..mjddlc &rQund): 


The Board could be allowed some limited additional discretion, such as: 
choosing an index that meels H:quiref'!1cnts that arc specified in legislation or 
regulation -- this would allow for flexibility (0 respond to changes to, or even the 
disappearance of, a published index; 

choosing the width of the band in which managers can trade arot~l1d the wrget 

allocation to equities and variolls other rebalancing rules; 

resolving issues related to IPOs and divesting merger proceeds; 

possibly setting niles for when companies join or leave !he index; and 

setting guidelines for private s.ector managers' commission arrangements with 

brokerage firms. 


• BrQader Discretion. Among the possibilities would he to aHow thc board to decide, in 
addition to the minimum duties listed above: 

whether to invest in forcig:i $locks; 
whecher i:weslment managers should comp!de!V replicale ttn II'ldex VC1SUS- , 
"optimization;" 

ifalHl hO\v w cre;::.:c it govl.!rnmcnt index; and 

if and how to set liquidity targets. 


How will cfluity investments hy the trust fundS inicrpJuy \\'j1h design HI' USA accounts? 

• • Both the USA IICCOllnts and the tn:s: fends may USc the S:'Il:l:" towl n:arkt.:l t.:ql1tty index. 
This could create further cOlnpc:ition at the lower, and more illiquid. end of the index. 
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• 	 The independent boards that manage USA accounts and the Social Security trust funds 
will probably be very similar (same personnel qualifications, same responsibilities for 
hiring private sector managers). This is probably appropriate. 

• 	 Would we want to use a trust fund investment manager who was also a manager of 
default USA accounts? 

• 


• 
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Apn15,1999 

• MEMORANDUM TO GENE SPERLING 

FROM: Natasna Bilimoria 

SUBJEer: BRT Retirement Income Security I)rincipais 

Below you wd! find the key components of the Bu~incss: Roundtable's principals on the 3 rna:n sources 
of retirement income: 

• 	 Social Security 
• 	 Employer PC:lsions 
• 	 Individual Savings 

Attached is a copy of the fulilext Jor your convenience, 

BRT supports policies that will fosier growth of c::nploycr·provided per-sions, c-ncournge personal savings 
and ensufC the financial viability of Social Security. 

BRT's general principals regarding retirement income security: 

• 	 I,HEv;dua:s must assume greater responsibility for their rctircmc;:!. 

• • Govcmmcn: should provide 0 Ooor of financial support in rctircmcllllhrough the Social Security 
program hut provide Illcentivc$ [or individuals to save on lhcir own. 

• 	 Tax policy must continue to encourage ernploycr·sponsorcd rclircmenl plans as well as individual 
savings. 

Socinl Sccuriiy 

• 	 Necd for Ref{lrIn. Social Security must be reformed sooncr r::llhcr Ih:J1l later so t[nll individuals 
have time to adjust and plan ahead for their retirement security, 

• 	 SOdHI Security nnd !hc Budget. Elimination of the federal defieil!!> imporlJlJ! bUlnH1st be Gonl" 
in conjll::1etioll witD maintaining Ihe :in.:lI1ciai integrity of tile S(lcial Sc;;urity trust f'u:Kk 

• 	 AtIilrdablc Hcneti1s. Si)cia! Security benefits should be reexamined to lit the demographic ;):,\d 
ccoamnic realities currently facing the country as wei! as the needs of current ami fUlure rI.'tirecs. 
Social Security shQuld balance thes<: sometimes co:npeiing l]eeds. 

• 	 I(",u,,;oullhlc Filliinl'illj.!. tnun'Juuals a:td clT:ploy:.:rs :'H.:;;t continl!~ to ~han: in lhl.:: finaneil1g or 
Sod:;! Secllrity. Raising!!w payw!llax is !lO, :he answer 1;1 Ih'..: sf!',.:i':-i S;;c\lrity l'1'(l:)il:m 

• Funding thl' sY!Jtcm. 'I'll.: Social Securit)' system should mo\,(: 1rmn an in:cr-gene:al!Onal 
Iransfer prog~<lIil \0 One that is mOre fully runded. By b('gil1l'ing to aecllnm:lllc real s;Jvings and 

• 
by blltigcling lcsponsibly to meet the government's retirement commitmenb>, economic growlh 
e:lll he gene~(Jlcd m,lking II cnSll!r;O support :m aging pop\datinn, 

• 	 Allcnlnthc wluHons. Cn:allve :;olu;ions, including propo:;al;; whi;;h ;dlmv ind,v;d\l:;I;;:o lm'c:;! 
n pmliol) oflhd~ Sucw: ~ccurity :axcs :n111:: pri\':llc r::-mrkct .;;1:00111 be cxtunint.'iL 



• 
Employer-Provided Retirement Plans 

• 	 Employer Objectives. In order to compete effectively, employers must be able to design both 
DB and DC plans without costly and unreasonable administrative requirements. Such 
requirements restrict employer·providcd plans and should be eliminated. 

• 	 Flexibility to Adapt. Employers should tailor their plans to meet the needs of their employees. 

• 	 Appropriate Tax Treatments. Government should continue to encourage employer/employee 
retirement savings plans though judicious usc of the tax system (i.e. employer contributions arc 
fully deductible, accumulation of benefits on a tax-deferred basis). Reform proposals must be 
evaluated for their impact on employer-provided ret.irement savings. 

• 	 I)ortahle Pensions. Government should foster an environment, without mandates, that 
encourages employers to make their DC plans fully portable. 

• 	 Prudent Management. Employers must continue to have the freedom and the sole 
responsibility to invest retirement fund assets within their control in the best economic interest of 
the plan's participants and beneficiaries. 

Individ Ulil Savings!I Dvestment 

• 
• l'erson:!1 Responsibility. Individuals and families must assume primary responsibility for their 

retirement. 

Long·TerlU Savings. Tax system should provide incentives for long-term retirement savings. • 
(i.e. IRA opportunities should be expanded within reasonable budgetary constraints). 

• 	 Appropriate Tax Treatment. Government should encourage individual savings through the tax 
system (i.e. individual contributions to retirement programs should be fully deductible and 
accumulate on a tax-deferred basis). 

• 	 Preservation of Retirement Savings. Tax policy should discourage premature withdrawal of 
relin;menl savings for non-retirement purposes. 

• 	 Financial Planning. Government should support national campaign to promote individulli 
n,:sj1ol1sibilllY to plan for rclin.:mcnt. 

• 
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STATEMENT OF GENE SPERLING 


ASSISTANT TO THE PRESIDENT FOR ECONOMIC AFFAIRS 

June 9.1998 


The President is deeply committed to leading world efforts to eradicate child labor. The 
President applauds Senator Harkin for his persistent and urgent efforts to put this issue on the 
U.S, and world agenda. In his State of the Union address, President Clinton promised to ask 
other nations to join the United States "to fight the most intolerable labor pmclice of all ~. 
abusive child labor," 

This week, he took further steps to fulfiU that commitment. 

" 	 First, President Clinton sent Labor Secretary Alexis Hetman to Geneva to the annual 
meeting of the International Labor Organization with direct instructions to enlist the 
support ofanll0 members in 'negotiating and adopting a convention designed to 
eliminate the most abusive forms of child labor -- forced or indentured work, work ill 
hazardous conditions, and work by very young children. The United States' negotiating 
team. lead by Secretary Hennan herself, will work with business, labor, and government 
representatives to the ILO to frame a targeted convention that can be widely ratified and 
effective in its purpose. 

• • Second, the President concurred in Secretary Hemlan's rccommcndlltion that we lead by 
example, Thus, we announced the Administration's support for Senator Harkin's efforts 
to modernize the domestic agricultural child Jabor laws. Secretary Hennan and her team 
win work with Senator Harkin to find the rigtu formula, but the goal must be clear. "Ie 
will not tolerate even one child in the United States working under abusive conditiolls. 
Children should be laboring in the classroom -- not the factory or field. 

These steps build on the President's earlier request that Congress: (1) increase 1 O~fold, to $30 
i million, the U.S, support for the International Programme for the Elimination of Child Labor 
(lPEC); (2) increase by $50 million funds for the Mih'flUlt Education Program to provide special 
services to migrant child and test new programs to get school age youth out ofthe fields; and (3) 
to increase the Department of Labor'S budget by $4 million to enhance enforcement of child 
labor laws in the agricultunll sector. The President will continue to ca11 upon world leaders to 
juin him in the fight against child labor, as he did in his remarks at the Summit of the Americas. 

• 
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, ' VI. Con,CIusion 

• Child labor is a complex PI )hlem 
faceted solutions, ThIs report has <"crib 
now being undertaken by govemm:nts an 
child Jabor, Chapter II de.o;cribed til , na 
counDies studied in this rep"", Ba 1 
Kenya, MeJC!co, Nepal, NI"""'BU~ ,PaIds 
Africa, 'I'""zanla, Tbanand, and 1 ilrkey 
the most basic and traditional go~ f)ni.en 
ture et\uy of chUdren into the work oree: 

t requires comprehensive, multi-
some of the major Str3regies that are 
nongovernmentll actors to ellminare 
and extent of child labor In the 16 

h, IltIWI. I!gypt, Guatemala, IndIa, 
, Pt:rn, the PhlIlpplneo, South 

Chapren; mand N addressed two of 
approaches to preventing the prema~ 

he enactment and enforcement of child 

• 


labor legislation and the provisiOn, f uni"'l"'al, affurdable primary education, 
Chapter V described ""Bored Ptoio< '" implemenred or advanced by governments, 
that focus on removing children fio n expl !tativ. work and providing them With 
educational opportunities, These p, ojeCts, fum involving parmet1Ihips among gOY

ernmenta.l and nongovemmenml ac OJ'S, ently compJemeru: effotcs in law 
enforcement and education. 

A. Chlld Labor in the "Ili orld 

While poverty IS the reason nose 0 en given for why children work, child 
iabor also perpetuates poverty, sino ! chlIdtt::n who must begin 'WOrk at an early age 
often compromise cheit future eaml tg5 po*ntla1. Today. hWldn;d.s of millioos of 
children are working around the we rid! in occupations that are clearly harm
ful to theif he.tlth and fulUte develo)ment. Many millions of these children work 
full rime and in dangerous or abush e con itio.os, deprived of opporrunities for 
education and the accompanying PI:muse f a better furure. 

As ,,"plained in Chapter It , hlld laborer.; are seldom found in large and 
medium-sized enterprises, except in comm~rc!a1 agriculture, Child laborers mast 
ofum work in small workshops, he ne-bas~d operations, infortJ?al minirig and 
quarrying enterprJses, and a myriaq :of oe sector jobs-usually OUt of reach of 
JegisJatlon and labor inspection. SO: De chi1 n wOIk in occupations that are espe
ciaUy hidden irom the view of enfOl ceme.rt authorlt1es and soc.iety. such as domes-
t~ servantS and child ptostitutes. 11 ese dren. usually separated from their 
families, often suffer the worst apt( ltation 

The magnitude of the globaJ ~i.ld I bot problem has grabbed the attention 
of the International community over the ~t few years, provoking worldwide dls~ 
cu5$fon c,f the Issue. Thts represent I an im~runt change from <1 decade ago, 
when few governmentS or otganiZa.! ons e n acknowledged dle problem. Today; 
numerous intet"t'4tionai organiz:Ltion', gove nments in developing and industri.a1i7.c..>O 
countries, :and nongovernmental act, IfS are , eveloping and implementing strategies 
3nd inilwtivt;:,S to address child labor : 

• 10 
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B. The Importance 0. tReliable Chlid labot' Data , 

• 
 Accurarely Identifying !hI, extent of cblld labor w!tl!in a country 1$ an essen· 

tial step ,oward$ the deVelopme; ~ of effective _regles lor ellmlna.!lng and prevent

inS lhe problem. AI, d!$CQssed i I Chapter n. mere 1$ • great need (Qf reliable dtlld 

labor _-not only '" assISt go rotnmo.nts it> deVeloping solul'lons but also '" 

• 


enable them to monitor ptogr""! Slgnilicaru: problems In the collection and report· 
Ing <)f clUld labor data remain, b It with the asslslance of the lntemadonal labor 
Organlaation (lLO), effons are n, IW underway to improve dat!. qunUt)', 

Some of the efforts being ",denaken by lndJvidual couotries 10 improve the 

accuracy of child labor data Ind, de, 


• 	 conducting specialized n: [jonal chi1d labor surveys with the ;i$$istance of the 
1L01 

• 	 \1!iing ,rmdard dofUlltio", and methodology for collectiJl8 and reporting 

cl1lld labor da"" based 0;, those deVeloped by the lLO'. SlMPOC progzam 

and rested in several COUJ lniesj and 


• 	 lnSthutionalizing the regu ;.IT coUection of child labor data by integrating a 

child labor component in 0 periocUc labor force surveys. 


C. 	 Enactment and nn forceroent of Child Labor Laws 

As described In Chapter 1 1j an 16 countries snidied for thls report have laws 
prohlbitlttg certain forms of worll 'by children under a specified age and regulating 
the conditioM of work for alder ~dreI:l. Many of these countries have also rati
fied a number of inremational in; trumerits addresslng child labor, Including fLO 
convention No, 138 (Minimwn It, ~e for Employment) and the U.N. Convention on 
the rughrs of the Child (CRC). . 

Chapler m outlined !he b Isic an~ ha2ardous _urn work ases in each of 
the 16 countries, wblle Appendix D Id tified relevant cbild labor provisIons in the 
laws of each of these countries. 1 he ' urn age for employment in these ooun~ 
tries VlUIes from lZ (Bangl~d"l1 Pt".rn, and TanZllllla) to 16 )"'= (Kenya), In 

.some countti.es, tbe!e is one bast. : urn work age, wh.ile in othel'S, there arc 
seven! age standards. depending on th industry or sector. Child labor legislation 
often appUe$ only to Certain sect!!'$ o~mpt5 entire industries or occupations. 
The sectors most frequently exch. ded iif those where me highest numbets of 
worldng children ate found! such ,as U....scale agriculture, domestic service, and 
smaU~scale mantl.f.laurlng. For e :ampleJ in Kenya, rhe minimum work age of Hi 
years applies oo.ly to cermin indtt ttrial U¥ertaJdl1.gs. IJkewise, in India and 
Pakhitan. the minimum work ag! Iof 14 p.pplies only to certain specified occupa~ 
nonS" and processes. In Nep;d, rf 'e minHnum wOrk age of 14 does not ~pply to c(!r~ 
tam enterprises, such 11$ plan!"..1.tio IS and ~rick kilns. .Exc~ptions: are also roade in 
some countries for apprenticeshir s or equcatioml.l work In Brazil. for c>:runplc, 
c:hlldren under 14 are prohibited rom v.i;rkio.g, excepr ~s apprentices. Employers 
sometimes use .such exceptions [( exp[o~t children as a sOurce of cheap and cOtn~ 
pliant labor. 	 . 

• 	
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All 16 <XlUI1triesstud!ed haVli • mlnlmum age fOr haza.tdoils wad'. VIUYin8 

by counuy from 12 [Q 21 years. Sot ,e countries have • sfngIe mInlmum age for 

• h~s work, whlle other> spcci/ 'S"'I'eml such "!leo, depending on the type of 
work. 

Some CO\lntries have a multi!.>de of Jaws addresolng c.h.Ud lobar. ol\en span
ning decades. tha, may be inconsiStl nt wlth one another or conl\tsing '0 Imple=nt 
and en(oree, In addition, inadequat i ftn~ and penalties for chUd labor law viola
tiOQS orten undennine their overall ~ tTecrlveness. 

One of the most serious l!isu !S relating to child labor laws is their inade
quate enforcement by many govem\ l~nt5, In many ooutltriesl labor inspection is 
not a priority. Labor inspecrorates q ften l;ack the vital resources and staff needed to 
reach renlOte areas and effectively n. onltOr the child labor situation. Inspectors 
often rec(~lve lime training, if any, at'd are often poorly paJ~ making them an easy 
target for corruption. In addition, dI r.:y may not be motivated to enforce child labor 
law> if they do not perceive the em, loymen., of c.h.Udren as • problem, or believe 
lhat it is " necessary ill for many in~ Igent fomJUes. inspectOrS who do aLtempt to 
enforce lobar Jaws m:.y be faced witlJ public lndlffereru:e and hostility from employers. 

• 

A number of countries studii ~ Onduding Banalad""h, BnIZll. the 
PhWpplnes, South Mrica, and Tb, ~Iand) have re=dy !l1l1de or are considering 
changes to their chUd Jabor taws) fit llldlng l.na'ea5in8 the minimum age for 
employment) adopting uniform chile ·Jabor regulations, and expanding coverage of 
child labor laws fO additional sector:: 'or occupations. some countries (such as 
Brazil. Keoya, Mexico, the Pbillpl <ines. Tl",,,,,,,ja, and Turkey) are focusing on 
strengthening enforcement by inc.re:a ling the number of labor inspectors, improving 
trnU'ilng. or impiementing new st:ra«! ;.ies. 

The met that l:ttge rtumb"", ,< children are still working, many under 
exploitative or hazatdous conditions, indicates mar signiflCrult actio.n in the :a.rea of 

. law and enfurcement is urge.'1D.y neE :ied. Some countries faced with considerable 
numbers of child laborers are now t·.king steps to address shortcomings in theic leg~ 
islation and enforcement. POSSible ~ fforts in this area include: 

• 	 consolidating chlld labat law ~ and regulations in order to eUminate inconsis
tencies and confusion; 

• 	 increasing the legal age of el lployment to coruorm with international stan~ 
ctards; 

• 	 increasing civil and criminal )ena.!ties for violators of child labor Iav.-'Sj 

• 	 imprOving rraining of labor ~ ispecrorS. prOvldi."lg additional resoUJ'ces {or 
il1v~stigations, and creating s ~cjaJjzed Inspection units that deal with child 
labor issues; 

• 	 d~v:;loping parrnerships wid:~ !indusu-y, Jabor groups, and NOOs ro asslsr in 
identifying and preventing th !- exploitation of children; and 
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• increaslng publk: awateness obout clUld labor fly lnfomling the public 
about applJalble clUld labor laws and penaI!lt:s. 

• D. Access to Universal 1 Primary Education 

Un!ver.;al primary eduattlon as noted In Cbaprer IV, ls widely recognl:oed 
os an lmportlint means of pt'Immtin, I and elimlrultlng chlId labot. No country can 

successfully end chlId labor WirhoUl making .""catlon compulsoty and accessible 

to all, Children who ~ required tl ' attend school are less likely to be engaged 

in exploitative work and are more I i<ely to be informed 'of their rights. 

Education, o'Ver time. am provide c Iildren with the skills and knowledge neces~ 


sary to become productive adults at d improve their employment and eat'tling£ 

prospecrs. Despite dIe obvious ber, efns of education. tens of millions of children 

do not attend school Most of thes< children are wot\dng. 


Twelve of the 16 countries, :Udied for this repost have nauonall,w$ mak· 
Ing prim.ty education compulsol)' I iIaugladesh, Jlra>Il, llgypt, Guatem'Ia, 
Mcxlro, N~ 1"etu, the PhIllpphtes, South MrIca, llIa",nla, Thailand, 

.and Turkey). 'I11e numbor of requi fed ye>J1i of schoollng varies by country, 
from f.ve (Bangladesh,) ., 1) yean; tl>em). Several oountries, including Egypt, 
80mb MrIca, and Turkey, have all 0 recently passed laws extending their years 
of compulsory education, 

In several of the countries sI ,ldied for this report, the age for completion 
of compulsory education is not con. 'istent with the minimum age of employment 
When the minimum age for work is ,lower thah the age tor completing compulso
ry edu""ticn, chUdren might be """ 'pened to abandon or neglect their srudles 
and enter the workfOR:e. In the op )OSite case. when the minimum wOrk age is 
blgher than that for complellng coo puIsol)' education, clUldren who are unable 
to continue their education must eit let remain kUe or work illegaUy, thereby • 

making Ulegal child labor mote COn monptace and accepm.ble. 

In many coumrtes, primary, (lucation is neJther compul50'Y nor afford
.ble. Schools are frequently not a" ,Ilabl. Or .ccessible to all children. Even 
when schools are available, tile qua Jty of eduCition may be poor and the con· 
lent may be perceived by many <:hJ: ;:!reo and their fam1l!es as !rrelevanI to their 
Uves. For poor f.mille. who depen I on their children's earnlngs to make ends 
meet, the opportu.niry cost of sendit 8 their ch.i1dren to school is often seen as roo 
high. Parenr:;' reluctance to send tf; elf children to schocJ! is often exacerbated by 
the various costs of education, incl" lIing school fees, supplies, books, uniforms, 
meals, and rransponation. 

In the 16 counmes srudied f ~r this report, Significant nwnbers of children 
are not B0ing 10 6C'hool. The most' Cct!ot country data on edUCHionai attainmc!ll 
8hows that less than 70 percent of ( tillctren are enroJled in or ,mending prim.ary 
school in five of the countries studll d (G1.1<Itecn.ala. Indla, Nepal, Pakistan, and 
Tanzania), Cn seven of the countri.:S, less thAn 70 percenr of children enrolled 
in prim.ary school reach [he fifth gnI ie (Bangladesh, I11dia, Kenya., Nepal. 
Nicaragua, Paklstan, and south A rica). 
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G<m:mment spending on • iuClltlon varies widely -mons the 16 countries 
srudie<L Data on eduClltlon spendl18 by COUI\IIY for me tl105t recent a vaJlable year 

• 
0990 to 1997) shows !1m! publlc "l IP""dIru"", on education ... P""""'138<> of 
GNP range JTQm 1.7 percent (Gu1l<ll jma1a) to 7.9 percent (lioutb AfriI:a). EduQUlo• 
spendJng as • percetll38<> of toW aovemment """""dlIures mnges JTQm undet 10 
percent (Bonalad..h and PakIsIal Dto over 20 pezcent <M_ and SooI:b 
Africa,). and pritnary .school .pendlpg as • petce.tl138<> of tala! publlc education 
expendltures ranges from IB porce ~ (}>cru) to over 65 pezcent (llgypt..,d 
NIcarngua). 

A«:ess to education is otten ,not equitable. ChUdren in rural areas and those 
belonging (Q margiruillz.ed groups a te frequently more affected by • lack of ade
quate educational infra"""Ct1Jte. RJ imI children are also more llkeIy to work. 
lodeed,. work can constitute a malo' lmpediment ro children's attendance and ,suc.
cessful completion of primary sch<> ,I. \'Ibrking children have low e.ruoIJment and 
high ahaen"'• ..,d dropout rates. 1 hose ,."" may be atl!ibuIabIe '" filtlgue from 
long hours of labor. work related it juries and illnesses, and/or work schedules that 
are incornparible with school hou.rs 

• 

Some of the coun~ srudi, fl (Brazil, Eg1Pf, the Pb.Illppines. and 
Turkey) have devclopod initiatives (Q make schools more accesslble aod improve 
rhe quality of prlmaty education. (tber counWes (Guatemala, India, Mexico, 
NIcaragua, Peru, and the PhIlippl.eo) are implementlng progmms that provide 
alternative educational opp~e I for working chUdren or ease their mtnsition 
ftom work to school. FinaUy. sam< countries ~h, I!rnzil, I!gyp~ 
Mcxlco. and South A:fr.k:a) are pre viding incentives to eneournge families to send 
their children to school rather than 0 work . 

While the impact of rhose pi ,liCles and programs can only be assessed by 
furure Incn:ases In me !lumber of cI iJld,-en atU!nding and completJng ,chool, rhey 
provide ::'L, important indication of 1~e level of goverrunent oommitmeru to me PrO
vision of univer:sal primary educaUo'\ in the 16 countries stUdied for this report. 
Steps that countries- can take to ace unpiish this goal include! ' 

• 	 passing legislation making p imarr education compulsoty for all chiJdren; 

• 	 inaeasing educational ~ ditures at me primary level to increase: school 
accesslbllJry and rhe quality. )f lnstru<:tlon (lOr example, enabling construc
tion of new schools, irnprov ng exi<;ting in.frast:ructu., and aumorizing 
inc:rea.~ in teacher salaries md t:raining); 

• 	 all!~vlating the casts assodan: d with educatiOn mat can prevent poor families 
from sending their children I , school by providing transportation, subsidiz
ing the costs of school meal: , uniforms. supplies. and books, and eliminat-
Ing school !c~; and ' 

• 	 elimina.ting InconsiStencies b ~tween child labor and compulsory educa:ion 
la,,'S,' , 
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from working and """we that they ,;rend school on ''''gular basts, in Indla to 
oStabl1sh nonfun:nal schools md rel. ~ mO\l.$allds of ellUdten from lazw"", 

• 
work, and in the Phllipplnes to ~ "'" chJJdren from ",plolllltlve wor!<. 

Key elements of targeted elli' P labor proJectS include: 

• 	 targeting cllUd labor In sectc> s Or o<:cupaliOl'lS that are hazardous and b:lnn
ful to a cllild's developmeNt 

• 	 ",:moVing ellUdren from expl ,{tative work and providing them with altern.
tives, such as education Or v. Jeational training; 

• 	 providing lncome-generating opportunities for famlties of former child labor~ 
el's; 

• 	 esrnbHshing pannersbips anH ng govemmental and nongovernmental actors 
and international OIganlzado IS such .s rhe n.o and UNICEP and drawing on 
participants' respective expel ise and resources; and 

• 	 r,fislng awareness among vul :lerable groups about children's rights and the 
dttngers of premarure enrry h\ro the workforce. 

F. 	 Pinal Comments 

• 
71lis report has attempted TO ~Iu.strate the enent [0 whiCh me 16 countries 

are currently addressing their child 111001 situations through the enactment and 
enfotcement of child labor laws, the provision of universal primary ed:ualtioo, and 
t.l':1e d<..'ve1opment of and involvemen in targeted child labor initiatiVes. A. govern
ment's participatlon in such efforts ¢ In provide an. indication of its commitment to 

combating child labor. Accurately d ltenninlng the e:ttent and nature of child labor 
within each counr.ry is also ~senri.al In adequately addressing the clilld labor prob
lem, 

There his been a SigniflCafl[ ncrease in inremational concern regardinS the 
plight of working cllUdten around tll' world, Many countries with chJJd labor prob
lems have not only acknowledge9 d e problem but have begun to develop and 
implement comprehensive strategies to combat the C;;ltpioltation of dilldren. 
Intemational organizations such as tI e 11.0 and UNICEF are heavily involved in 
such efforu. It is important, howeVE r, to monitor and measure the effecTjven~ of 
these effortS, since successful strateg es can and should be tepUQ1ted elsewhere. 

The Information provided in his repon can serve as a framework for further 
study and evaluation of the progre..·'s being made reward elimina.ting child labor in 
the countries studied. Ultimately, th- : QeSI way to determine sucl1 progress is by 
documenring ;l reduction in the ovel IU number of working chUdten and an increase 
in the percentage of children attendi 18 Sdl001 and compJeting at least a primary 
education. 
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