THE WHITE HOUSE
WASHINGTORN

August 16, 1997

MEMORANDUM FOR THE PRESIDENT
FROM: GENE SPERLING

SUBJECT: Social Security reform

Achieving Social Security reform requires not just addressing difficult substantive issues,
It also requires thinking carefully about our strategy for coming out with proposals, and for
getiing those proposals passed. This memorandum is intended to summarize some of the basic
strategic elements that have been discussed in past memos to you and in recent NEC meetings.
Those elements include:

L Our fundamental gosls

I How to “zet the table™ through public education efforts and bipartisan suppmt
I, Process for the real deal

V.  Scenarios and timing

VY.  The large substantive issues

L. FUNDAMENTAL GOALD

» Long-term viability: 75-year or perpetual balance? Is the year-to-year path important?

. Keep some social insurance/progressivity in system: How much of a conflict is there
berween individual accounts and the social insurance role of the Social Security system?

. Establish Presidential leadership .

Key issueslother goals :

. Increase national savings: some proposals “fix” Social Security without raising savmgs

* Impact on budget: some proposals raige unified deficit for extended periods of tgmc
. CPI reform: Wil reform involve more gccurate measarement of the COLAS?

Acceplability of partial solutions: Is there value to reforms that address part, but not
all, of the long-run problem?



II. HOW TO SET THE TABLE

There are a variety of ways of “setting the table” for real proposals. One element of
setting the table is building bipartisan support. We should remember that even if the
Republican leadership does not support an effort on Social Security, there may be ways of
building Republican support from outside sources (e.g., Dole and Rudman) and from
Republican members of Congress. In addition, we need to decide how much of a public
education effort is necessary to prime the pump for reform. The AARP and Pew Foundation

are already planning extensive year-long public education efforts, with multi-million dollar
budgets.

We could build support for reform through a variety of means, including:

. Expert commission: One downside is that the Gramlich commission just reported.

. CPI commission: Upside is that Republicans will support. Potential danger is that
outside broader reform effort, could highlight benefit cuts without “saving Social
Security.” May be better to mix in with other reforms as part of overall “Save Social
Security” reform.

. Public education advisery board: The public education effort could involve a panel of
prominent Americans -- such as Bob Dole, Warren Rudman, and George Mitchell -- in
addition to AARP and the Pew Foundation efforts.

III. EVENTUAL PROCESS FOR PUTTING REAL PROPOSALS ON THE TABLE
AND GETTING THEM PASSED

Regardless of how we “set the table,” we still need to have a specific process for
forging viable proposals. In the budget negotiations, the process we come up with encouraged
trust. Similarly, we will need an effective process for Social Security reform:

. You simply announce a proposal (alone or following commission or education effort)
. Leadership-designated negotiating process, like in balanced budget negotiations

. Non-leadership bipartisan process (work with a Chafee-Breaux type group)

. Commission with fast-track/base-closing vote

. Key players commission (similar to second possibility above), including chairs of

relevant committees, etc.

Note: The substance may affect the best process. For example, a bipartisan approach is likely
to involve individual accounts. If we decide we don’t want individual accounts, it could
therefore be better to seek a different process. 1
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IV. SCENARIOS FOR TIMING

Keeping the above factors in mind, it may be helpful to think through the timing of when
specific proposals will need to be discussed senously and released publicly, T'wo possibilities:

L To release a whole package in the State of the Union 1998, or-

H.  Torelease a partial plan or a process plan in the State of the Union, and walt umil
the post-clection/State of the Union 1999 peried to take any further action.

Scenario 1: Specific full package in the State of the Union 1998

Pre-Announcement
» Policy making: Infense internal process from September until December
. Significant Listening Qutreach: Unless aiming for complete surprise, extensive

outreach to Hill and interest groups
* FY 1999 Budget: [ncorporation of proposals into FY 1999 budget
Positive Ramifications
. Elite media credit you with strong courage end leadership points
* Likely to spur significant nationa}: kiiaicgue
Negative ramifications
. Qut alone, with no bipartisan cover for controversial proposals.

» May cause Democrats to lock in te “no Social Security tax hike or benefit cut” pledges w-
undorniining further reform efforts,

. If this initial foray proves unsuccessful, could call for long-term commission to report
back after election.  But potential lock-in pledges could prove a substantial barrier.

Passible Responses to Type of Plan

. With individual accounts ar COLA adjustments: Could spiit liberals. AARP position
is critical,
. Without individual accounts or COLA adjustments: Conservatives could erticize the

package for putiing emphasis on tax hikes and benefit cuts rather than privatization,
Could perhaps pressure Democrals into locking inte “no Social Secarity 1ax” pledges.

3



Past-Announcement Process

*

Pubiic reaction forces breakdown

Members gall for commission for cover

Best case: Supercomunitice or key member negotiation process
PQOTUS goes for all-out public education effort 1o sell initiative

Scenarie 2: Partial announcenent in State of the Union

Preg-Announcemerd

L]

Early marker: POTUS states in September that we need to deal with Social Security -

an ounce of prevention to help our children’s futures. He hopes Republicans will work

with him,

Policy making: Intense internal process from September until December

State of the Union: POTUS announces at State of the Union- some of the following:

. Detailed national campaign with bipartisan advisory group (Mitchell, Rudman).
Asks Lot and Gingrich for special session afler election to pass reforms;

. Announces a commission on CP o report back after election, with or without
Social Security commission
’ Annocunces one specifiec proposal, such as accelerating the existing increase in the

norinal retirement age (could include specific Medicare proposal to éxtend
Medicare age with proposal for expanding coverage for 60-67)

- Key issue: If no real deal process until after 1998 elections, how to show movement and

progress. One specific proposal helps, as do public education efforts,

Possible responses

*

Commission or advisory board only

1. Elite hit: “"Commission-itis,” perhaps unless accompanied by very specific reporting
date and process

2. Republicans may argue that we should address Medicare first - 2008 vs, 2022

3. AARP will likely support, especially given their own education efforts

One specific proposal

1. Elite support for demonstrating Presidential icadership

2. Depending on proposal, seniors groups may criticize -- potentially sphitting Democrats
and endangering further efforts

3. Republicans sould iry to attack by saying that the President should step up to the plate
with a significant reform, not a paltry single reform that doesn’t move the ball very far,

Past-Announcement Process

If anpouncemenst of single measure: Either use as first step to show leadership, and ask
for bipariisan process to address farger challenge. Or focus on the single mesasure and
leave larger issues alone for now,

Koy is ability to cresic bipartisan process that forees legislative proposals after 1998 or
willingness to announce own proposal in 1999 State of Union,

Ability o create bipartisan process outside of Republican congressionat feadership,

4
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Notes

. Interactions between Medicare and Social Security: more specific we are on Medicare
proposals - high-income premium, or raising Medicare eligibility age with expanded
coverage 60-67 - the less pressure for specific Social Security proposals during 1998,

V. OVERVIEW OF THE SOCIAL SECURITY CHALLENGE

According to the 1997 intermediate projections of the Social Security actuaries, the
combined Old-Age and Survivors and Disability Insurance (QASDI) Trust Funds would be
exhausted in 2028, The same projections suggest a 75-year avtuarial deficit in the OASDI
program equivalent to 2.23 percent of taxable payroll. In other words, immediately mising the
combined employer-cmployee OASDI payroll tax by 2.23 percent (from 12.4 percent to 14.63
percent) would produce long-run balance in the program - income from payroll taxes and
interest on the Trust Fund assets would be sufficient to meet projected expenditures over the next
7S5 years. If the payroll tax rate is not increased immediately by 2.23 percent, other changes 10
the tax system or benefit provisions would be necessary to eliminate the long-run actuarial
deficit, '

- One underlying question that we must address is what our goal is in reforming Social
Security. One goal may be to sliminate the 75~year actuarial imbalance and extend the life of the
Trust Fund. But that may be too narrow: we may want to ensure that reaching balance doesn’t
involve unsustainable flows sither into or aut of the Trust Fund during sub-periods of that 75-
year horizon. Or we may want to focus ont the more fundamental goal of ensuring that any
reform boosts national saving, thereby raising future income and reducing the burden implied by
our falling worker-beneficiary ratio.

At the same time, other priorities may include maintaining the system’s progressive
benefit structure and its protection against elderly poverty. Social Security benefits currently
represent more than three-quarters of money income for elderly households in the bottom two
quintiles of the income distribution. Social Security benefits keep some 13 million people above
the poverty line, and are commonly associated with the dramatic reduction in elderly poverty
over the past several decades. The elderly poverty rate has fallen from more than 35 percent in
1959 (o just 10,5 percent it 1995, Balancing the desire to maintain the social inserance aspects
of the program against the desire to restore long-run solvency and raise national saving is
perhaps the fundamental trade-off in the offort to reform Social Security.



While the three plans clearly adopt different approaches to fundamental aspects of Social
Security - differences with which we will bave 1o grapple in formulating an Administration
position — they do shars several common elements. It is often argued that these elements could
form the basis for an Administration approach to Social Security reform. It is important to
recognize, however, that these steps would not suffice to address the long-run actuarial
imbalance by themselves. And many of them could prove quite controversial - we had difficulty
passing raising taxes on benefits for high-income beneficiaries in 1993, and state and local
government workers in California and Ohio will resist inclusion in the Social Security system.
The eommaon elemernts of the plans include:

Provision Percent of 78-year taxable
payroil

Moeasures included in all three plans:

Expand coverage 10 state and focal workers 0.22
Remove low-income thresholds for taxing benefits 8.6
Sub-total, pmvz‘sia}w included in all three plans 0.38

Measures included in two of three plans:

Tax benefits like other pensions 0.15
Change averaging period for caleulating benefits, 0.28
reducing average benefit by 3 percent ~
“Accelerate increase in normal retirement age 0.10
TQTAL 137
PROJECTED 75-YEAR DEFICIT 2.23
The Gramlich Comniission plans illustrate two points:
. There 15 substantial controversy over whether to allow individual accounts or investments
of the Trust Fund in cquities.
. Even the steps that are common to the plang - including changes in the coverage of the

system and the tax treatment of benefits - could be very controversial and would not by
themselves climinate the 75-vear deficit in the program.
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MEMORANDUM FOR THE PRESDENT -~. -
FROM: BRUCEREED - (Q{ %LQQQ'
GENE SPERLING "(* @q
ELENA KAGAN M 4‘0&
‘SUBJECT: State of the Union 1deas

As you requested, this memorandum provides 3 brief description of new zde e ar
seriously considering for the Staw: of the Union, Mest of these ideas involve mcreascd 5 /
and you will have to make choices wmong them &s you consider the FY 99 budget. Optzons \\\
relating 1o social securily and tax reform are not ncluded in this meme.

3,0 Educaiion

an ambmous mmalwe to reduce class sires in e :.mrijs‘ gz‘aﬁm h 7 providing money to hire up to
100,000 new teachers, perhaps paid tor by redusing the {ederal work force by another 100,000

EQK{Q(% positions. We estimate that 100,060 new teachers in prades §-3 vould reduce average class size
. {rom roughly 21 to roughly 18, The inttiative would have (hree main elements: 1) grants to help
states or communities hire new reachers (as in the COPS program, these grants would be ting-
\) Himited (34 years) and the federal share would be 5(-753%); 2) Fands for teacher training, with a
special emphasis on reading; and J) provisiens to ensure accountability, such as requiring testing
A:h\._
m of new teachers and/or ensuring the remaval of bact teachers from the classroom. A serious
roposal atong these lines woukl cost $5-10 billion over five years, depending on the size of the
cral match and the target date for reaching 190,000, We aiso would need to accompany the
mpﬁsai with a school constenction inifiative (see below).

@, 2. Education Opportunity Zongs: As we outlined in an earlier memo on policy proposals for
the race imitiative, we are working with the Edueation Deparunent on a plan that would reward
10-15 poor inner city and rural school disiricis for agreeing to adopt a school reform agenda that
'CE ncludes: ending social promotions. remiving bad teachers, reconstituting {aling schools, and
%‘QQ adopting district-wide choice 2nd/or public school vouchers, Our goal is to give school districts
mcentives to hold students, twachers. and schegls acvountable, fn essentially the way Chicago has

one. I our working proposal, sach urban ot veould be wonth $10-25 million and each rural

grant would be worth up © 32 il ui*m §(‘r ”«}i_.iz request 18 FYO9 of $320 million.

3. National Pubiic Schaol Chabee banrs W are exploring the possibilivy of proposing
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legislation t6 require that states and communities allow public school choice as a condition of
/%TB receiving federal education funding. Together with a strong endorsement of bipartisan charter
G’«Q\ school legislation (bound to pass next year), this measure will show that we firmly support
/L((%l choice and competition. We are also looking into the concept of a parenis’ right-to-know law
that would require states and communities v make key information on school performance
available, so that parents can make informed cholces.

Q’& 4. University-School Partnerships: As we also outlined in our earlier memo on the race
%% initiative, we are working on a grant program (o promofte strong partnerships between colleges
‘%V and high-poverty middle and high schools, with the goal of enabling more youth to go on to
college. This initiative would encourage colleges to adopt the Eugene Lang model for helping
disadvantaged youngsters. Colleges would encourage students to take demanding courses, while
providing academic enrichment and iniensive mentoring, tutoring, and other support services.
The students would receive special centificates for participating in the program, somewhat along
X\ the lines of Chaka Fatah’s proposal. The Department of Education hus requested $200 million for
FY 99 for this initiative. ‘

8&&;\5. Campaign on Access to Higher Education: We are preparing 1o conduct an intensive
(‘(,% 'LL( publicity campaign on the affordability of higher education. The goal of the campaign would be

to make every family aware that higher education is now universally accessible, as well as to

(‘«1 reiterate that higher education is the key to higher eamings. \
6. School Construction: We will need Fe-propose a school construction initiative this year
We are currently considering the appropriate size and duration of this initiative, as well as ziw %
possibility of structuring this initiative as a tax credit. f(('
% 7. Teacher Training for Techno legy We are currently weighing several options on traml ng
teachers 10 use educational technology. These inciude (1) expanding various innovation grants ¢

ensure that within four vears, all new teachers will be ready to use educational technology, or (2)

| using the Technology Literacy Challenge Fund to train and certify Waacﬁer
Tin'every school, who can then train other teachers in the use of educational technology.

<
% 8. Hispanic Education Dropout Plan: We have developed a plan to improve educational
~ opportunities for Hispanic Americans (or imited Enghsh proficient shudents generally), with the
goal of decreasing the corrent disparity in dropout rates. The draft plan includes a number of
administrative actions, as well as targeted investments of roughly $100 million to programs for™

(&m migrant, aduli, and bilingual education.
. “Learning an Demand”: We are dcvci@pmg an nitiative, relfated to some of Governor

Ra}nm s ideas, o encourage the use of technelogy {g.u,, the internet, CD-HOM, interactive TV) '
for lifelong learning, The inittative will begin the process of giving ull Americans “anytime, *
anywhere™ access to affordable and high-guality lcaming opportunitics. The initiative is still in

the developmental stage, and at this time we recommend only a small ivesiment,
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Child Care

1. Affordability: We are developing a proposal that will help working families afford
child care by {1} increasing funding for federal child care subsidies through the Child
Care and Development Block Grant, and (2) changing the Child and Dependent Care Tax
Credit by raising the percentage of child care expenses for which taxpayers of ¢ertain
income levels may take a credit. On the subsidy side, every additional $100 million in the
[block grant will pay child care costs for at least 35,000 maore children with incomes below
200 percent of poverly. On the tax side, we are considering raising the maximum credit
rate to 50 percent for taxpayers with adjusted gross income (AGI) of less than $30,000
{from a current high of 30 percent for taxpayers with AGI of less than § i{) ,000), and

~ym—

€«

ﬁﬁ;miwg the income slide accordingly.

. Safety and Quality: We are also considering targeted investments to improve the
safety and guality of care. Our current proposal adds funding to the scholarship program
for child care providers that you announced at the child care conference {which was very

well received); provides resources for states to improve their enforcement of health and
safety standards; and funds efforts to educate parents on quality child care.

3. Early Childhood Learning and Afterschool Programs: Qur current proposal also
expands early learning opportunities by increasing investment in Early Head Start and
creating a new 0-5 Barly Education Fund. The new fund will provide grants for
innovative carly learning programs for both working and stay-at-home parents. We are
also considering ways af expandingand-streamiining aflersehool programs.

4. Helping Parents Stay Home: To support parents who wish 1o stay at home with their
children, we are working on ways to expand the FMLA - to six months instead of 12
weeks and 1o smaller-sized employers. We arg also looking at a variety of ways 10
provide financial assistance, whether through a modified version of the Child and
Dependent Care Tax Credit or through patd family leave administered under the
unemployment insurance system. The cost of these financial proposals, however, may be
prohibitive,

Hewlth

1. Censumer Protection Legislation: We should reiterate our support for three pieces of health
care consumer protection legislation: {1} the Quality Commitgsion’s Conzumer Bill of Rights,
which has strong public and elite support and arguably is more moderate than a bill in the House
that already has attracted over 83 Republicans; {2) our genetic anti-discrimination legislation,
which has attracted bipartisan support on both sides of the Hill as o way to protect Americans

.
L]
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from the misuse of new advances in genetics; and (3} privacy protection legislation, which would
establish strong federal standards to ensure the confidentiality of medical records. Although
these consumer protections would benefit the entire population, women's health advocates are
especially supportive of them, because the Consumer Bill of Rights would ensure direct acoess to
OB/GYNs and our genetic anti-discrimination legislation would protect women who undergo
new tesis for the breast cancer gene.

2. Medicare Reform and Program Improvements: To build on the Medicare reforms in the
balanced budget agreement, we are considering two reform initiatives: additional anti-fraud
initiatives (perhaps providing $2-3 billion in savings over five years) and an income related
premium {providing another $7.8 billion in savings assuming it kicks in &t an income around
$50,000). We are also considering a number of Medicare improvements to which we could
apply the above savings: (1) a Medicare (or COBRA) buy-in for pre-65 vear olds {or some
targeted subset of this age group), the cost of which would depend on whether we decide to
subsidize this benefit; (2) Medicare coverage of cancer clinical trials, which could substantially
increase investruent i the treatment and cure of cancer, including prostate cancer; and {3) a new
mechanism {o provide Medicare beneficiaries with information about private long-term care
insurance that meets appropriate standards.

3. Doubling the NIH Research Budget with Proceeds from Tobacco Legislation: We (along
with the Republicans} are considering a proposal to double the NIH budget, which would cost
about $20 billion over five years, Such an investment could lead to breakthroughs in research
that would greatly improve our ability to prevent and treat diseases ke diabetes and cancer --
and substantially lessen the costs associated with these diseases. Because the discretionary caps
are 50 tight, the only realistic way to pay for such an initiative is through dedicated savings from
the tobacco apreement. Thig link between tobacco legislation and health research shou
Jesonate strongly with the public. '
[

WQ 4, Other Coverage Options - Children’s Health, Workers In-Between Jobs, Voluntary
W *urchasing Cooperatives: W are working on a public/private oulreach effort {o ensure that
\3. every child eligible for health insurance under Medicaid or our new program actually geis
U\W covered. The public side of this effort could include proposals to: give bonuses for enroliing
W more children in Medicaid; expand the kinds of places where children can enroll; and simplify
%:glbmt}f processes. in addition, we are considering whether (o propose a demonstration of our
g ; old policy to provide coverage to workers who are in-between jobs. Finally, we are continuing to
V pursue proposals relating 1o voluntary purchasing coeperatives, as a way w help small business
gain access to and afford health insurance coverage.

5. Racial BHsparitics in Health Care: We are working on a proposal to address racial
disparitics tn six carcfully selected arcas of health care: infant mortality, breast and cervical
W"gpafzcc{ heart disease and siroke, diabetes, AIDS, and immunization. This proposal will include

atiopwide actions to reduce these disparities, as well as focused pilot projects in Gvirty

commumnilics (say, a project on diabetes on an Indian reservation or a project on AJDS in an inner
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city). The stated aim of the proposal will be to eliminate racial disparities in these six areas by
2010, ‘
Crime

1. Community Prosecutors: We are working on a proposal, costing up to $100 million, to
provide grants to prosecutors for innovative, community-based prosecution efforts. A pumber of
M jurisdictions already have embraced such efforts; for example, community prosecution is an
nhadee essential component of Boston™s juvenile orime strategy. These jurisdictions have found thata
kM “Drablemi-ariented” (rather than mcident-pased) approach to prosecuting, using a wide variety of
enforcement methods and attending to the concerns of victims and witnesses, can pay real
wiividends., A grant program could spread these innovative programs across the country.

M 2. juvcmlc Crime Inftiative: Although we got funds for much of our youth violence strategy in
fast year’s appropriations bills, we should continue to press for the passage of juvenile erime
fegislation -~ egpecially for a juvenile Brady provision, which will stop violent juventles from

( owning guns as adults, We also should challenge the four cities leading the nation in juvenile

crime (New York, Los Angeles, Chicago, and Detrott) to replicate Boston’s successiul strategy
and targel resources to these cities 1o help them mest this challenge.

Welfare/Housing

I. Welfare-to-Work Housing Veuchers: We are working with OMB and HUD on a proposal
for 50,000 new housing vouchers to help welfare recipients in public housing who need to move
in order to {ind employment. We would distribute these vouchers on a competitive basis to
public housing authorities working with local TANT agencies and/or grantees of the new $3
billion welfare~-to-work program.. We are working on & number of propesals to increase housing

# ity.{sce below), and linking this issue to welfare reform may increase the chanee of
dttmctmg congressional support. . At the same time, we should reiterate our support for wel fzzrc»
to~work transportation {unds as part of NEXTEA,

Honging

1. Housing Poriabilify/Choice: In addition o the new welfare-to-work housing vouchers
discussed above, a package on housing portability and chotce could include: increasing the
number of Regional Opportunity Counseling (ROC) sites; encouraging the use of exception rents
{rents up 16 120 percent of the “fair market rent™) as a tool for opening up more expensive
suburban housing markets; and eliminating obstacles to portability of Section 8 vouchers,

2. Fair Lending/Fair Housing: This proposal could inchude: an examination of the impact of
credit scoring and risk-based pricing on the availability of ereditVcapital to lower-income and

minority individuals; 1ssuance ofpudance by backing repulators on cegtain key credit scoring
tssues and, possibly,.on risk-based pricing; a Presidential calf o the FDIC and the Federal
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Reserve to obtain more data on reasons for home mortgage loan denials (OCC and OTS already
otlect such information); and collection of race and income data as part of the Equal Credit
Opportunity Act/CRA small business and small fanmn lending reporting requirement.

3. Downpayment Reduction: We are working on a proposal {0 increase homeownership by
reducing the barriers to buying a new home. Many low- and moderate-income families find a
downpayment the largest hurdle to buying a new home; this initiative would lower this cost and
help more families become homeowners. In 1992, Congress authorized the National

'\% Homenwnership Trust, but never appropriated any money. We are investigating whether we
should request money for this program or whether it is better policy to expand the existing
;—I{}ME program {which serves a similar purpose).

Labor/Warkforee

1. Child Labor: We are working on a comprehensive Child Labor Action Plan, anchored by a
$100 million commitment o the International Program on the Elimination of Child Labor (IPEC)
-- a voluntary program of the International Labour Organization which is dedicated to the
climination of ¢hild labor, The funds, which would be managed by the Depariment of Labor in
aceordance with criteria we would develop, would go (o programs attacking the most infolerable
forms of child labor. The initiative also might include a stepped up Customs program to enforce

\' 1.8, l]aw banning the import & "TE,EB(ES made With lorced 67 Bonded child labor; increased support
for the Migrant Education Program to support elementary and secondary education to the
hardest-to-serve migrant children; and a call for prominent organizations, such as the Boy Scouts
and Girls Scouts, to adopt a “No Sweat” code for uniforms and an accompanying label.

e,

2. Pensions: We have developed an expanded pension coverage initiative that focusesona
'—t‘:ﬁ"‘“" simplified defined benefit plan for small businesses, based on the SAFE plan proposed by the
LAk L American Socicty of Pension Actuaries (ASPA).” We are also looking at a payroll deduction IRA
m proposal, a three-year vesting requirament for employer matching contributions in 401(k) plans,
=T g women's pension ingtiative, and a peasion right-to-know proposal.

3. Comsmunity Adjustment: As part of the Fast Track debate, we proposcd the creation of the
Offtce of Comnuunity aad Economic Adiustment {OCEAY. As you know, this office will be
modeled after the Defense Department’s Office of Economic Adjusunent (OEA) - the
Adminisieation’s first point of contact with communitics experiencing a military base closure or
defense plant closing. The OCEA would coordinate the Administration’s respense to regious
impacted by a major plant closing or trade, by working with Labor, Commerce, SBA, HUD,
Treasury, and other government entities. This group would provide planning grants and
c:xpcrli% to help communities develop comprehensive econonue adjustmen strategies. Since
this program will be part of the Lconomlc Development Administration {EDAY, we are

{; Of'lgy{‘ URRHIG xi{?[) b [’Zal{ i0ns,

( Ezlvcszzgcsimg wheiher we could | is proposal by executive nwemoranduny, while awaiting
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Climate Change

\\’2. Tax Incentive and R&D Package: You already have committed to a $5 billion package over
five years for tax incentives and R&D 1o promote low-carbon technologies. The Treasury
Diepartment is working on a possible package of tax incentives to be included in the FY 1999 budget,
and DOE has a proposal on the expenditure side. We are working to develop final options.

8 ace

¢ A number of the above proposals -- £.¢., education oppartunity zones, university-school partnerships,
housing vouchers — can be presented as part of the race initiative, because they target predominantly
minority areas or provide disproportionate benefits to members of minority groups. Other proposals
 described above -- the Hispanic dropout plan and the race and health initiative — have obvious and
Lgxpiiciz race connections. In addition:

1. Civil Rights Enforcement Initiative: We are working on a coordinated package of reforms for

the EEQOC and the civil rights offices at DO, HUD, HHS, ﬁ‘l{iacaﬁ{m anzi DOL. Ainong other

things, this proposal would expand dramatically the EEC rogram_substantially

increasing the average speed of reso vmg_pmpiamzs ::i r&:{ia{:m X zhez “s current backlog.

Similarly, the proposa! would promote the increased use of non-adversarial techmiques by the

agencies’ civil rights offices. The proposal also would provide a mechanism for better coordination
- among the various civil rights offices,
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MEMORANDUM FOR THE P ENT -
FROM: MICHAEL WALDMAN /43,7 Wad W
; \%,L"sy {‘f% Q&M@w&{k
SUBJECT: ATTACHED MEMORANDUM -

FROM BILL GALSTON meuu%{x% N

At Sylvia's suggestion, we have begun 1o soliclt ideas from outside scholars and advisers,
earlier than usual, for the Statewof-the-Union.

In advance of this larger and later compendium, Bill Galston asked that this
memorandum be forwarded to you. It was written before the withdrawal of fast track, but he says
that he would only make these points more emphatically. Other suggestions from an array of
outside advisers will be compiled and sent to vou in December.

We will be meeting with you next week to discuss State-of-the-Union themes and
Process.

FA vt R i
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Gctober 23, 1997

. MEMORANDUM FOR THE PRESIDENT
FRAOM: BILL G&LS?QH‘@%?
SUBJECT: 1998 BSTATE OF THE UNION

The purpose of this memorandum is to offer some strateglc
suggestions for you 1998 State of the Union address, and to place:

thoge suggestions within the broader historical context of your
administration,

Background: The Context of Your Presidency

Every president must play the hand he is dealt. You have not
beaen called upon to address economic depressgion, war, or even a
cold war, Rather, you have been askod to end a generation of
‘fiscal irrespangibility at home, huild a democratic peazce abroad,
and raatore the broad moral center in social policy based on
shared American values such as opportunity, responsihility,

‘gommumity, nondiscerimination, and tha centrality of faith in our
civil socciety.

For what it is worth, my assessment is that you have succeeded in

© this endeavor to & greater extent than your adversaries (and even
some of your friends) are willing to admit. Nonatheless, there -
much left to be dome. My overall counsel is to define theose
undone tasks hroadly and expansively, and to cffer the buaidest
possible proposals t0 address then.

You do not need any advice from me about dbuilding a democratic
peace, The bagic elements of your legacy~—a more open world
asconomy, an expanded NATO, intelligent engagement with
multilateral institutions old and new, asd the selective use of
American powey to and barbarity and rebuild civility--are all
wall launched. With luck, key legislative battles in this arena
will be waged and won by eavrly next yeayr. It is necesgarely only
to be firm, and to persevere. :

In the domestic arens, by contrast, thare is more left to be

done. Let me sketch four areas--suitable for emghasis in the

1998 State of the Union--where bold proposals and presidential
- leaderghip could make a real differencea.

The Domegtic Araens: Policy Development and Preasidantial
fxadership

1. Entitlemants., The sad but simple truth ig that in the
three decades after the end of World Way Two, every ¥Wostern
demacracy made promises ta its citizens that it cannot wholly

1
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ksep. The challenge now is scale these promises to reality in a
manner that meets essential needs, modernizes and stabilizes key
programs for the longterm, and gains the consent of the governed.

I know that the rigks are great and that the timing is never
quite right. But I am convinced that if vou tske the lead in
defining the debate, the prospects for real progress ars bright.
{I attach a fourthcoming article of mine that ilays out in same
detall the argunent for addressing Social Sscurity now, along
some of the key wmoral, social, and policy consideratvionsg.) '

2. Educatiou and training. You have begun a long overdue
debate on gtandards and testing this year. The facte are on your
side, as are the people.” Jt would e a mistake to back off in

" respouse ta short-term political satbacks. Instead, use the
State of the Union to restate the basic rationale for your
TInITIaYIVEs and IAYensily the pregsure on thelr foes.

In preparing for the State of the lnion, you should alec consider
aven bolder approaches, guch as linking federal educational
"fanding to the willingness of states 1o adopt rigqorous testing
regimes. I believe you should also establish as an explicit

*¥§ national goal that every state should have meaningful charter
school legislation by the year 2000, and make it clear that
federal support will back up such legislation.

We 40 not have one system of public sducaticn in this country; we
bave two. _One, principally white -and based in the suburbs, is
mediocre but mﬁdeatly sazcasaful and lﬂﬁ&ﬁﬁ&ﬁﬁ_ﬁ_&&ﬁﬁ@t the
othe neipall g ; - the oltie £ failing
and condemning mxl&xaﬁﬁ of kid& ta livas af raatricted
oppaxrunity. Lt is cime to declare an urban education emergency
o make it c¢lear that business ag usual will mot do. You

will lend your support to bold breaks with the status queo, asg are
now under way in Chicago, Washington DC, Philadelphia, and
elsewhere. You are prepared to work with state and local leaders

- who are determined to put student achievement first, even at the
cost of congiderable broken politigal crockery.

Finally, it is time to.renew rhe battla far Liiaznngwlaazg_gg,
111 for American Worke . dea whe

&h&uld ba tarned xnﬁ

ucher gystem th vidual workers

* o ap for the traiming and retraining they need at various
stages ©f thelr careerg. Yeg, there is gpposition-from sowe
Democrats who like the programmatic status quo, and from some
Republicans wha want to develve the programs and funds to the
governors. But there is a latent coalition of the center that
cauld be mobilized for the GI BIll.
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3. Expanding tha wisners' circle. There is a substantive
{as opposed Lo narrowly political} reason why your faﬁt-track
initiative bhas run into trouble: a more open eCONQmY may impprove
(gptcamaﬁ for the nation as a whole, BGY it will leave some

Sectors warge OLL. Ihe TIaEssi¢ tHeory ©f Lhe Open ecanomy
'\@ugﬁasts that the winners can and should compensate the losers.

This makes good political sense, and it also honors the bhasic
oral proposition that we’re all in this together,

unfortunately, over the past decade ocur aystem has done an
inadequate job of cowmpensating the losers. The result is
concentrated resentment, and stiff resistance to further movement
down the voad toward a global econonmy,

1t is important-~gubstantively as well ag politically~~toc send a
_credible signal that you are determined to bring ap many
Amaricang as possible into the winners' circle. Beyand the
expanded training agenda sketched above, I believe you should
tﬁﬁi xnman:B_ih&mﬁ&ﬁﬁiﬁiﬁéﬁxgﬁgéﬁljgﬁﬂgﬁﬁ?MERt ingurance. system that

spanded to geyve as a "wage ding pt _program. The basic
xda& is a contriburory system that prﬁvides transitional
Ty assistance to workers experiencing downward mobility in tha new
3 economy. In one version of this plan, a worker who lages a
$iz/hour job and can only find an $8/hour jeb to replace it would
xacexve payments from the insurance fund egual o half his or her
ost wageszs for a pericd of up to two years. There are somne
“_igiﬂxparts who could belp flesh out thig plan If you are interested
in the basic concept.

4. Race. There is no deeper issue in America, oor one with
which you are more clogsely identified. 1 believe you should be
prepared £o jump-stari your race initiative with some canorete

) arnouncements in the State of the Union, In my judgment, the
current public foous on affirpative action is a substantive and
political loser. Rather than breaking new ground, it mexrely
exacerbates existing lines of division. Instead, the focus

should shift 1o other areas-:snghmm§ haus;ng agﬁ crmg;gal
justice~-where there. d S L 3 . 1 =

Anngvation.

For exawple, I hallieve most Americans are largely unaware of--and
would be shocked To learn about-~the level of housing
discrimination that winorities routinely experience. And as
Rarvard Law School's Randall Kennedy (whom you met at the White
Houge at a pre-~State of the Union dinner in Janudary 19963 has
pergvasively argued, the sayriad ways in which our criminal

'} Jugtice system falls the tegt of color-blindness is a daily
affront Lo millions of our citisens. These are areas where the
advigory Council could be directad tg develop policy optiong on
an accelorated basis for yeview by the Domestic Policy Council,
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Conclunion

I do not mean to suggest that these four areag should ke the sole
focus of the State of the Union, let alone the next three years.
No doubt there are other areas {(child care, for example} where
expedited policy development could help flesh cut the agenda for
the remainder of your administration, My objective in singling
out four areas for gpecial attention was to indicate waye in
which, building on the foundation laid down in the past five
¥ears, new proposals can be advanced that are both consistent
with past cosmitments and bold enough to capture the imagination
of the American people. With leadership and a bit of luck, you
could help create a system of public education on the path to
excellence, 'a panoply of entitlements modernized and secured for
generationg to coms, an econony in which fewar and fewer
Americans feel left out, and 3 society in which the curse of
racial and ethnic division {2 honestliy confreonted and addressed
as rarely before in our history.

N ]
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WHAT THE SOCIAL SECURITY DERBATE SHOULD BE ABQUT
Wiiliam A. Galston

Maltiple Challenges

Over the past six decades, the United States has built its own
distinctive system of social insurance and protection for its
elderiy citizens. As & direct resulit, tens of millions of
Americans have enjoyed health, security, and independence. But
today, the cornerstones of this gystem-~Social Security and
Madicare~-are under intense fiscal, demographic, and (in the case
of Hedicare) technelogical pressure.

Modernizing and stabilizing these programs for future generations
iz perhaps President Clinton's greatest remaining domestic policy
challenge. He has the opportunity and (I Believe) the '
responsibility to catalyze a public dialogue on the best ways of
attaining these obiectives. That dialogue could yiald the

< Clinton adwinigtration's most significant and enduring domestic
legacy. But if it is to succeed, the Prasident must lead it.

The new Social Security Commissioner, Ken Apfel, recently stated
absarved that the coming debate ‘over Social Security "will test
this nation-~tegt its values and what we svand for." That is
clearly correct, and an important counterweight to those who see
thig issue in narrow fiscal or actuarial terms. Bat thisg debate
will alse test our capacity for responding to changing conditions
by finding new ways ¢f realizing enduring values. This will, in
turn, challenge everyone to distinguish more c¢learly between
means and ends, to consider new ideas on their merits in a spirit
of hope rathey than of fear, to avoid the reflexive political
Thetoric that turns every reform proposal intos a plot to “gut”
the program, "shred” the safety net, and "abandon” the elderly.

Enduring Values

At the heart of Social Security is a basic social compact: As
fellow citizens, we are connected to one sncther in ways that
transcend individual chedce. Our individual liver will take very
different courses. Nonatheless, in sowe respects we agree Lo .
share a common fate.

Social Security rests on reciprocity--a balance betwoen
individual and social responsibility. All individuals must seak
gainful employment and, when working, contribute their fair share
toc the system. In return, socisty helps every worker achieve a
decont and secure retirement, by providing a reazsonable {not
necessayily optismal) return on contributions.

But Sccial Security i intended as a foundation for--not the
totality ofw~retiresment gecurity. All individuals are expected

1
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to take responsibility for building on that foundation--by
saving, investiag, or contributing to a private pension plan when
available. Of course, workery at. 4ifferent income levels will be
able to save privately to different degrees. 3ocial Security
necesgsarily represents a larger share of retirement income for
lower-income than for higher-income workers-—a fact that our
soaciety must take into account as we consider how €o honor our
continuing respongibility to one another.

Beyond reciprocity, Social Security reflects a balance betwaen
what differentiates us as individuals and what we have in common
with our fellow citizens. One could igagine a retirement systen
in which everyone receives the same benefits, regardless of the
size of ene's contributions; or alternatively, a system in which
benefits are in strict proportion to contributions. Socisal
Security is at neither extreme: wage earners who make larger
contributions do receive larger beonefits in retirement, but most
lower-income carnars recaive a hzghar rate of returp on their
contributions. That is, the system's benefits relative to

. eontributions are progressive and pay special attention to the
needs of lower-income workers. In part, this reflects the fact

. that we are not entirely sure where we will end up in life's

. economic lottery; we are willing to give up some portion of
maximum returng to ensyre ourselves against the possibility that

we will retire on less favorable terms than we now think most
likely.

Social Security is mandatory. This reflects ocur shared
understanding that left to their own devices, not all individuals
would adeguately provide for their retirement--and that it is
thus appropriate for government to reguire all of us to do sa.
The classic image is of Ulysses lashed to the mast to prevent the
Sirens’ c¢all from diverting him from his longterm obijective.

{Fer the amost part, evan the most severe critics of the current
structure of Soecial Security acknowledge that it is necesgary and
proper for the government to require individuals to provide for
their retirement. )

Social Security also reflects our shaved undsrgtanding that in a
modern sociely and econtomy, public programs must play 3 leading
role in helping us honor the Biblical injunction te honor our
parents. Neither retirees nor their working-age children would
willingly return to an era when the elderly were directly
dependent on younger family members. Social Security thus
represents a cosbination of generational interdependence (through
the system's contributory provisions) and generational
independence (funds flow directly and reliably from the .
government to individuals rather than from family members at
their discretion).

Finally, Social Security embodies the undarstanding that
government has a role te play in creating and maintaining a

2
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framework of stable gxpectations on which individuals can rely as
they make the choices that define their lives. The point is not
to eliminate unceytainty altogether, but to confine it within
reasonable bounds.

This principle imposes some constraints on programmatic changes
that disrupt stable expectations. Individuals should not be
required to make changes to which they lack the time and
resources to adjust. It is not only prudent, but also morally
necessary, to structure changes to Social Security in a way that
does not affect workers at ox near retirement.

Chasging Conditions

Key changes since Social Security was invented sore than six
decades ago reguire us to reconsider the neans we use to promote
a2 secure aod decent ratirement for all Americang. Let's begin
with demography. Americans are living much longer than they did
‘before World War Two, and some analysts believe that our .
longevity will increase &t an aven more rapid rate in coming
decades. The aging of the daby boom generation will impose huge
new costs, which begin to ascelerate after the year 2010 and
which must be financed by the payroll taxes of the much smaller
"baby bust” generation boyn between 1965 and 1960. And a systeam
degigned in an era with low rates of divorge and female labor
force participation is not well suited to & new relaity in which
thage rates are far higher.

There have been important geonomic changes as well. The shiftf
from an industrial to a service economy reduces the importance of
attributes {such as physical strength and endurance} that once
limited the ability of aging Americans to ramain effective in the
workforee., wWhile policymakers in the 19305 coping with high
uneaployment sought ways of promoting the retivrement of aging
workerg Lo make yoom for younger workers, we now face the
opposite problem: low unemployment, coupled with a workforce
whose size will econ dagin to shrink relative to the number of
alderly Americans to support if current retirvement patierns
continue., And thanks in large part to Social Security, the
economic circumstances of older Americans has improved
dramatically, both absolutely and relative to younger workers.

_ acur it 1f ig changing., Unllike in earlier decades,
the aystam ig now mata:a, with workers contributing for their
entire working lives before receiving benefits. It is no longer
possible, as it once was, for all workers to receive windfallgw~
returns far in execess of contributions. -Rates of return are
declininhg for most workers, and are turning negative for some.
The failure nf the celebrated 1983 Greenspan Commission to
deliver on ite promise of longterm financial stabilization has

TOTRL P.81
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called attention to the systen's structural deficit, now placed
at more than 2 percent of total payroll over the next 75 years.

The mpolicy context is changing as well. Now, unlike sixty orv
aeven thirty years ago, Social Security issuves oust be addressed
in tandenm with other large questions affecting the elderly. In
particular, the fiscal crisis of the Medicare system is more
imminent, and £ar nore acute. If, as many analysts believe,
Medicare cannot be stabilized without (among other changes) a
large infusion of new public resources, it would be irresponsible
to commit new tax dollars to Sovial Security without cavefully
considering the programmatic and political opportunity costs.

Finally, public owpinion is shifting, By thig I do not mean the
much-debated loss of confidence in Scceial Security, but rather:
an increased undeystanding {fueled by the surge in the stock

' market) of the longterm disparity betwden return on equities as
opposed to bonds; the readier availability of timely investuent
information and effective choices to individuals, not just large
institutions; and changing attitudes (especially anong yowiger
workers) toward self-reliance, the appropriate role for
individual choice, and accapt&ble levels of risk in revirement

| programs,

Conclusiem

wWithin this context of changed conditions and enduring values,
there is room for significant debate about the steps we should
take to both modermize and gtabilize Social Security. Should we
phase in a significant increase in the retirement age, over and
above the increases contemplated in current law? Should we
reverse longstanding ingentives for early retirement, which have
reduced by more than two-thlrds labor force participation rates
by men older than 65 over the past half-century? Should we make

the system fairer for women who work outside the home and for
younger families with dependent children? Shaald we increase the
role for individual management of retirement strategies? Should
we invest mew public resources inm Social Security, or rather
focus on structural adjustments of benefits?

These and many other questions c¢all, not only for technical
expartise and policy experience, but also for public
understanding, judgment, and consent. As Social Security
Commissioner Apfel has rightly said, thig issue cannot be
resolved without an "educated clitisenry, courny as that -sounds.”

During the past five years, President Clinton has demonstrated
his ability to master complex policy issues and explain then to
the American people. He should use his personal gifte, harnessed
to the powers of his office, to foster the kind of public
dialogue that can help reform Social Security is a genuinely
democratic way.. In 8o doing, he can help restore the public's

4
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trust in the capacity of our tattered deswcratic institutions to
conduct the people’s business fairly and honorably.

TOTHL, P81
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DRAFT: CLOSE HOLD December 4, 1997, Version 2
SOCIAL SECURITY AND THE UNIFIED SURPLUS

Options .
The following options arc intended to reflect what the President could potentially

announce over the next month or so.

. Option I: No specificity. Earmark the surplus {or Social Security and retirement needs,
but do not provide any precise details. Indicate that this use of the surplus was only a
down-payment in a larger Social Security process.

. Option 2: Declare specific use of surplus. Define how the surplus will be used to
holister the Social Security Trust Fund by indicating split between (&) Trust Fund and (b)
retirement accounts or other uses. But indicate that this use of the surplus was only a
down-payment in a larger Social Sceurity process. A critical 1ssue if individual accounts
are involved is to what extent they are linked to “Social Sceurity,” .

. Option 3: Provide entire plan. Announce complete Social Sceurity and retirement plan,

Option 1: No specificity: Earmark surplus for Social Security and retirement, but do not
provide any preeise details

Description: Under this option, the President would announce that the working man’s surplus
should not be frittered away through wasteful spending or tax cuts, but rather should be
carmarked to bolster the Social Security system and the nation’s retirement secority. The
President would nof provide details on precisely how the surplus would be used -- for the Trust
Fund or individual accounts, ete. He would also announce the creation of a commission or
bipartisan process (o report back by January 1999 on Social Sccurtty. The precise way in which
the surplus would be used could be considered either separately from. or as part of| the overall
Sacial Seeurity process.

Three critical issucs surrounding this approach are:
J Defining the underlying goal of the process (e.g., to achieve 75-vear balance, ete.)

. Creating budgetary rules to ensure that the projected surpluses are actually used to bolster
Social Security and retirement income security

. Considering whether a trigger-like mechanism is sensible (¢.g., make other adjustments
o Social Sceurity il necessary) to ensure that the goal of the process 1s met
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PROS

. Ofters o first Hne of defense against s cuts.

. Alfoevs the President 1o suggest a substantial down-paymaent on fixing the Social Sceurity
system {e.g,, “Hor exanple, Hthe sarpluses between 2002 and 2007 wure devoted 1o
purchasing privaie securitios for the Trust Fuad, the exhoustion doawg would be delaved
Srom 2029 1 2037 and the 78-veur actuariad deficl would full rom 223 percent 1o 1147
pereent,”}

. Avoids the ditficult issues involved in individun! aecounts, including their connection (i
any} te the Social Securily system,

CONS

. Mayv not provide a sufficient defonse ifopposition moves ageressively to tax cuts linked
1o individual accounts {e.g., a Feldsiein-like approach).

s Lack of details may pot be sustainable - may gquickly be pressured o identify potential

specifics. Therefore, the lack of specificity may quickly become a Hability.
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Onption 2: Declare specific use of surploy

Description X

Under this option, the President would declare how the surplus will be used to bolster the Social
Security Trust Fund by indicating split between {a) Trust Fund and (by retirement aceounts or
other uses. Bt he would indicate that thig use of the surplus was only a down-pavment in a
larger Secial Security process. For examgple. he could also announce the ereation of a
contmission or bipartisan process. to report back by January 1999 on Social Security, (o address
the rematnder of the imbaodunce in the Secial Scecurity system,

PROS

. Provides a specific down-pavisent on the retirement challenge. '

. Potentially allows the President io point 1o a specific down=payment, although making
sucl 1 specifiv claun could nteasity concerns over whether the surpluses will materialize
{e.g., S8A v, OMA, NDD assomptions) and. even if so. whether the (ranster into the
Trast Fund is necessarily protected,

CONS

. Provides specifics Tor opponents to atlack. .

. HTrust Fund doces not redeem special purpose bonds o offsct purchases of securities,

then effectively general revenue transier 1o Trast Fund,

One geveric alternative of pnplementing this option would be to offset any transfers o the Trust
Fand with correspending redenptions of special purpose bonds. The benefit of this approach is
that it climinate the double-counting phenomenon and the usc of general revenue w finance the
Teust Fund. The cost is that 1t provides significantly less to the Trost Fumd, because of the
oifselting reductions in special purpose bonds.

2{A): 100 percent of the surplus for Trust Fund

feseriprion: Under this option, the President would announce that the surplus should be
parmarked solely for the Social Scourity Trust Fund, as o dewn-payvment on ixing the Social
Security system. The President vould specify whether the surpluses would b invested
Treasury or privaie scearities, or leave that decision open.

Ted
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PROS
* May net alicnate the Ball camp or split the Democracts,
« . finvestments toke the form of private sceurities, may reduce douhle comtting eriticism

andd provide “real” assets 1o Trust Fund.

CONS

. Does not invelve individual accounts, and thus nway be valnerable o wx culfindividual
account attack. especially i invested all in Treasury scouritics, so that rte of return much
lower on Social Security than individual accounts.

a I invesunents (ake the foms of bonds. could be espoeinlly prone o double counting

eritivisin and aftaeks of 8 merg necounting Rx that ohscures and does not address bulk of
anderiying problem.

2(B): Bpecifie share for Traust Fund, residund for individual acesunts

Deseription.: Under this option, the President would anpounce that the surplus shoukd he
carpaarked for Social Sceurity, but would also announce that some portion of the surplus swould
be used o fund individenl accounts. Within this option, aae crifical issue is to wiud extenf the
imfividual gacconnts are linked with “Social Security,” or ure seen to be distinct from Social
Secarity, Another critivel issue is the progressivity (or Tack thereof) of the sysiem.,

Potential gize of contributions to indhividual aeeounts with 30 percent of surplus devoted to
wdividigd aceounts (1997 dollars, Oat contribution puer worker or adult)

Per worker Per adult 20-04
2002 311 $97
2607 $248 $216
2012 $338 $292
2022 17 $i33

Neste Plicse mwmbors do aat adiuat the prajected wailied sorplus for oy oreasy in publicly hekl dobt capad by ibe
fundimg of individeal accounis or the purchase of private securities by the Trust Fund,

i1 the contributions above were invested half in equities and half in Treasury bonds, the value of
the accownt would oecumulate (o approximately $2,500 (in 1997 doliars) by the end of 2026,
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PROS

CONS

stakes out more of the middle ground oncectirement reform. by ineluding some form of
indinvtdual account for overy American, Provides more protuction against exireme
mndividual necount proposals.

Exisience of mdividual accounts could improve nonms on saving behavior, and thus have
a “magnification” effect.

I designed as a flat benefil per porson, mere progressive than Social Securiny.

Could split Doems, especially 11 Bali of, g, view ag first step toward privatization,
Characterization of whether accounds are “pare” of Sovial Secariiv or nor cotdd
potentially play a critical vole,

1 designed as a flal pereentage of pavroll, would be regressive relaive to Social Security.
PPension contributions stap after surphises run ont,

Size of pension contribuiions would likely vary from year to vear,

Individual accounts could redace national saving - reiative to using the surplus entirely
for Social Sceurity ~ by encouraging individuals to save luss in other accounts, or by
encowraging cmployers to drop or reduce pension plans,

20 Specific share for Social Security, vesiduoal [or other priovities {Children’s Fuad, tax
refornm

Pexeripion: Under this option, the President would specify a given share ol the surplus as a
detined down-payinent for Seciat Security refurm., and ask for aconmissiun or hipartisan
pracess to repert buck on the Social Sceurity probleny by January 1999, The rest of the surplus
would be used 1o tund other priorities — possibly including a Childeen's Fund, [iargclcd LI culs,

anddfor G relorm.,

PROS

»

CONS

Provides funding for other priovitics.

4

Muddies the “don™t spend the surplus™ message.
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Ontion 3: Complete Socind Seeurity plan

Fleseription: Under this oplion, the Preaident wonld announce a complete Rocial Security plan,
perhaps iwloding some sort of individua! secounts, The plan would incorperate hoth the surpius
and Treat refonms {e.g.. changing the normal retirement age).

There are several motivations for doing more than werely nsing thwe sueplus in some way
to shore up the Social Sceurity system. First. transferring the surplus o the Trust Fund in and of
itself does nothing to attenuate the long-run pressures on the hudget, vr o reducs the burden
implied by changing demographics.  Thus, additional steps are waceanted.  Sccond, aithough the
pregise impact depends on how the surplus is split (hetween the Trust Fund and indtvidual
accounts, and between Treasury and wrivate seeorities within the Trust Fund), deveting sonc or
even all ol the surplus 1o Social Sceurity is likely (e Teave some actuarial imbalance i the
progran. Under this oplion, the President wounld therelore unnounce both how the surplus was o
be used, and other steps o elinminate any romaining bnbalanee,

Tlie doubde-counting issue {or “logic” problem} is crucial 1o analyzing any oplions (o
efiminate the remaining gap in the program. Specifcally, assumge that the chosen surpius
mechanisin reduces the 75-year actuarial imbulance in dhe Social Scowrity program from 2,23
poreei of taxable payroll to 1.0 percent of faxable payroll, Then because of the double counting
issug, reforms that bave the direct effect of reducing the imbalance by only 0.3 percent of payroll
will {10 o first approximation) be sufficiam o eliminate the entire deficit, Any reforon will e
beth o dircet and ap indirect effects 1 wall Diest affect the actuanial anbalance drectiv, and then
affvet it indiveotly because of feedback from the unificd surplus.

PROS

» Support from clites for announcing specific steps to address docial Seeurity imbalance.
CONS

. Specific sieps alimost invariably involve benefit cuts.

» Putling out specific proposals without bipartisan cover mgy push Domocrats and

Republicans 1 make “no Social Security tax hike or benefit cut” pledges in the fall
¢lections, thereby setting back reform eflort.
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Based on proposals put forward by othiers, the following are illustrative exampies. Their
presence here does not imply that they are being proposed by any members of the group.

Ilustrative Package 1 Impact on 75-ycar
delieit
Invest 100 pereent of surpluses between 2002 and 2012 in bonds for the | 0.60
Trust Fund,
Cover state and local workers 0.23%
Accelerate increase in normal retirement age, index therealter {.48%
Modity benefit formula by reducing adjustment factors by 5 percent 0.5*
Extend computation period from 35 to 38 yvears {1.26*
CP1 changes already announced 0.2*
TOTAL 227
Current 75-vear actuarial imbalance 2.23

Iustrative Package 2

Impact on 75-year
deflctt

Invest 7 pereent of surpluses between 2002 and 2007 in Trust Fund, | 0.59
with equity investnients up to 40 percent ol [rust Fund. Other 30

percent of surplus funds individual accounts.

Modity benefit formula by reducing adjustment factors by 3 pereent 0.5%
Accelerate increase in normal retirement age, index thereafter 0.48*
Extend computation period from 35 to 38 years 0.26*
Additional COLA changes beyond those already announced, 0.2*
amounting o (115 pereentage points per vear

CI’l changes already unnounced 0.2*
TOTAL 2.32%*
Current 75-year actuarial imbalance 223

* Not counting indirect effeet through unified surplus

** Not counting interaction effects, which are likely to reduce total to about 2.2 percent

7
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Below are tllustrative elements that have been propesed by others as elemants of @ Social
Recurily plan. The pros and cons arg from the Granitich conmmission analysis, and comments
nade by members of the Hill, These proposals have not been subleet 1o any review within the

_Administration.

{A) Implications of Various Financial Options for the Actual Imbalance in the Trust Fund

POSSIBLE ELEMENTS OF COMPLETE PLAN

1o Transfer surpiuses into Trust Fund: By howdls only

Transfer All surpluses | 70 poreent i | 30 percent of
surphuses from: surpluses surplises
120022007 0.25 0.17 0.12
2002-2012 0.60 0.3% 827
2002.2026 12 0.67 .43

2, Transtor swrpluses o Trost Fund: buy privaic suearities {eap of 39 pereent}

Transier

Al surplises

T poreont of

30 prresnt of

surpluses from: surplusas surpiuses
200226007 4,75 2.59 {146
2.Z812 bis 3,93 8.74
28022326 .64 1,16 888

3. Brevest b honds only, mndl asbadyet balunce moves indo surplus feap af 40 perceni;

Trausier Al surpluses | 70 ;}s’:m;:z‘z% uf | 39 pergent of
surphuses frome stirpluses surploses

: Zue.uany 25 17 0,12

1 20022012 .80 0.59 0.46

} 2022026 137 6.92 L.70

December 4, 1997, Version 2
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3. "Use " surpluses o buy privete securities (no transfers imo Trust Fund)

Trans{cr

All surpluses

70 pereent of

50 percent of

surpluses from: surpluses surpluses
usc oniv 2002- | 446 0.41 0.33
2007

use until [uit 0.46 0.44 0.42
portiulio cap (2008) (2010) (2012)

Source: Social security Actuary. Privale secutities are ussumed o carn
3.4 pereent per vear more than Treusury securilics.
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(B) Cover All State and Local Government Employees

The proposal below has been put forward by outside experts. The pros and cons are from the
Gramlich commission analysis, and comments made by members of the Hill. The proposal has
not been subject to any Administration revicw.

Dircet impact (% of payroll): .23
Included in: All three Gramlich commission
alternatives

Deseription: Since the Social Seeurity Act of 1935, coverage has expanded rom workers in
business and industry to include the self-employed, nonprofit groups. agricultural and houschold
workers, the Armed Services, Congress, and alt other Federal employees hired afier 1983,
Despite efforts to include them in the 1983 Greenspan reforms., state and local government
cmployees are the final sizable group of workers not universatly covered. Not counting student
emplovees, 18 percent of state and local government employceces are not covered by Social
Security (these state and local govemr'nenl employees belong to other public retirement systems).
Covering such employees within the Social Sceurity system would improve the actuarial
imbzlance by 0.23 percent of waxable pavroll (largely because newly covered workers pay in
before receiving benefits).

PROS

. Included in all three plans from the Gramlich commission -- perhaps providing some
cover,

. State and local government employcees are the last major groupy ol workers not uniformly
covered by Social Sceurity.

CONS
. State and local government workers. particularly in Califorma and Ohio. will resist
inclusion in the Social Security systent. Approximately three-fourths ot the future

employces who would be affected by the proposal participate in plans in seven States:
California. Colorado. llinois, Louisiana, Massachuscits, Ohio and Texas.

10
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(C) Raise Normul Retirement Age

The proposal below has been put forward by outside experts. The pros und cons are from the
Gramlich cornmission analysis, and comments made by members of the Hill. The proposal has
not been subjecet to any Administration review.

Dircet impact (% of payroll): (L. 14} from aceelerating scheduled increase
‘ .38 from indexing thereafter

Included in: Gramlich and PSA plans (different forms)

Description: Smce 1940, lite expectancy at age 65 has mereased from 11.9 years Lo 15.6 years
lfor males. and [rom 13.4 years to 19.2 yeurs for temales. To reflect this inerease in life
expectancey, the normat retirement age (the age at which the beneficiary is entitled to (ull
retirement benefits) will gradually increase under current law [rom age 65 to age 66 by 2009, 1t
will then remain there [or over a decade, belore gradually rising again to reach age 67 by 2027,

Life expectancy at age 65 1s projected to conlinue increasing, to 18.0 years and 21.5 ycars
respectively, by 2055, Fhis option would therefore eliminate the present law “hiatus™ scheduled
to oceur when the NRA reaches age 66 (for workers born in 1943). Instead, the NRA would
continue to increase at a rate of 2 months per year until reaching 67 lor workers born in 1949,
Therealier, the NRA would be indexed o longevity (the estimated incrcase in NRA would be
one month every two years).

A cructal 1ssue s whether the carliest eligibility age would also be inercased in Jine with the
normal retirement, Under current law, the carlicst cligibility age is 62, and docs nof change as
the NRA increases, (Workers retiring at the carliest age receive reduced benefits -~ currently 20
pereent below what they wonld receive if they waited until the normal retirement age.)

PROS

. Recognizes increasced longevity,

. Still a benef(it cut, but both somewhat hidden and also justified by the increased
longevity.

CONS

. Could place burden on many workers, particularly manual workers. Currently,
approximaltely half of workers retire before 63. Therefore, even if there is no change in

11
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the carliest ehgiiity age. workers retiving at 63 would reecive Jower benelits
{approximately 6.5 purcent tor each vear that the NRA is caised).

. Conld induce more people to file tor D, cather than OASL thos reducing benelicial
impact on OASDI system as o whele,

-

) tncreased longevity may not necessarily imply tnereased capacity 1o work at any sge.
Historical examplo: despite increase in Jengevity. retirement ages have been declining.

iz
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(1)) Expand Computation Period for Average Indexed Monthly Earnin'gs

The proposal below has been put forward by outside experts. The pros and cons are from the
Gramlich commission analysis, and comments made by members of the Hill. The proposal has
not been subject to any Administration review.

Dircet impact (Yo of payroll): 0.26

Included in: Ball and Gramlich pilans

Description: Currentty, Social Security retirement benelits are linked to a reeipients™ average
wage over the 35 highest-earning years of ecmployment. "This proposal would extend the period
to 38 years, thereby adding in more relatively low-carning years. Under this proposal, those with
longer carnings histories arc hurt less than thosc with shorter, more sporadic attachment to the
labor force.

PROS

) Still a benetit cut, but somewhat hidden.’

CONS

. Cuts benefits: The change would reduce retivee benelits by an average ol 3 pereent. The
reduction is slightly higher for temales.

. Regressive: Because high-earning workers have a lower marginal benefit factor, this
change is regressive -- reducing high-carner benefits by fess than low-carner benelits.
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(E) Modity Taxation of Social Sceurity Benefits

The proposal below has been put forward by outside experts. The pros and cons arc irom the
Gramlich commission analysis, and comments made by members of the Hiil. The proposal has
not been subject to any Administration review.

.

Direct impact (% of payroll): .36

Included in: All three Gramlich alternatives (some version)
Description: Currently, the partial tax on Soctal Security benctits does not apply to seniors with
incomes below $25.000 if single or $32,000 if married and filing jointly. [n calendar year 1997,
according to CBO estimates, only 23 percent of beneficiarics will be subject to taxes on their
Social Security benelits,

The proposal would replace the current vule under which sentors count up to 85 percent of their
benelits as taxable income il their income is more than $34,000 (single) or $44,000 (married).
Instead, benelits would be taxed -- on an individual-by-individual basis - to the extent that
benelits exeeed what workers had paid in, This treatment, which would reduce the long-run
actuarial imbalance by approxtmately 0.13 percent of payroll. would mirror the tax treatment of
other delined bencelit pension plans.

The proposal would phase out the low-income threshotds by 2007. Nonctheless. other provisions
in the tax code (e.g., standard deduction and cxemptions) would ensurc that 30 percent of
heneliciaries would still not have to pay taxes on their benefits. This change would reduce the
long-run actuarial deficit by approximately (.23 percent ol taxable payroll.

I'ROS: . - .
. Eliminates tax distortion between Social Sceurity benefils and other sources of income,
CONS: . '
. Raises taxes.
.
. Hits the middle of the elderly income distribution.  The upper end already pays taxces.
and the lower end will continue to be sheltered by other provision 1n the (ax code (zero
hracket).

14
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{F} Mailify the Benefit Formula

The proposal beiow hus been put forward by outside experts. The pros ond cons wre fran the
Girambich comimission analysis, and commients made by members ol the FL The proposal has
net been subject iy AdmInSration reviaay,

Bireet impact (% of payroll): £.32 for this specific plan, bot any size could be
accomplished under similar spproachues

Included in: Gramlich plan

Deseription: Under cusrent faw, a three-step waighted benelit lonmula is applicd to a worker's
average carmings, For exunple, in 1997, benelits for g worker setiving al tie normad relirement
age were calouloted 18 Y0 porcent of the first $455 10 average indexed monthly carnings. 32
percent of carnings between $455 and 82 741 and 15 percent of any curnings above $2.741.

The proposal would reduce the 32 peroent and 15 percent factors in present law Social Seeurity
benelit [urnmula gradually, unti the factors were 22.4 percent and 10.5 percent for newly cligible
bencficiarivs. Would result in benefits culs ranging from 8 percent for low earners, 17 pereent
lor avernge carncrs, and 21 pereent for high curners. Proposal is estimied o suve 1.32 percemt
uf taxabic payrell.

The proposal could he scaled down, to produce o less dramatic movement o the benefit fornwln
(and 2 correspondingly smaller improvement in the actuprial badasee). The speeitic details
provided here were developed in conjunction with a small (1.6 percent of payroll) 1ndividual
account. The details of this approach could be modified depending on the existence or size of
such accounts.

For exampile, all the current factors couid be reduced by a given proportion {eg.. 3 pereent). An
inunediate 5 percent reduction in the factors woukl amoont o an improvement in the actuarial
imbalunce of approximately 0.3 percentage points, Such an appreach would perpetuate the
current progressivily ol the benefit structwre,

PROG: .

. Progressive: Reductions for high carmers more substantial than for low caroers.

CONS:

» e of the more explicit means of entting benelits,

. Would Hkely by opposed by Bob Ball. and could theretore split fett

» Conld underming Jong-run support for Soctal Security. especiatly among high-carers. by

reducing thelr rawe of reten,


http:Illlrni.ul

DRAFT: CLOSE HOLD December 4, 1997, Version 2
(H) Changes in Cost-of-Living Index

The proposal below has been pul forward by outside experts. The pros and cons are lrom Lhe
Gramlich commission analysis, and comments made by members ol the Fill. The proposal has
not been subject to any Administration review.

Dircet impact (% of payroli): Up to 0.15 for every 0.1 pereentage point
reduction in CP1

Desceription: The BLS has alrcady announced its intention to addeess “lower level™ substitution
bias in the CPL starting in 1999, by adopting a geometric mean formula for aggregating price
quotations within the index’s strata. The expected reduction in COLAs from this change is
approximately 0.15 pereentage points per year -- implying a reduction in the actuarial imbalunee
of approximately 0.2 percent of taxable payroll. This change is not included in the current
Social Sceurity actuarial avsumptions. Since the BLS has already announced its intentions in
this arca, it would be relatively uncontroversial to include a correction for this factor in any
reform plan.

The BLS is also considering other additional technical changes in CPI as well -- including. for
example, an official superlative index at the upper level of the index, and more frequent
benchmarking of the index. Such changes could amount 10 0.2 10 0.4 percentage points per year.
PROS:

. Reeognizes correclions to the CPI that are fully sanctioned by BLS.

CONS:

. Cuts benefits.

. BLS has only tormally announced its intention to correct lower-tevel substitution bias, It

may thercfore be difficult to claim more than 0.15 percentage points per year, without
raising difficult questions to answer.

16
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THE WHITE HOUSE

WASHINGYTORN

December 7, 1997

MEMORANDUM FOR THE PRESIDENT

FROM: GENE SPERLING AND LAWRENCE SUMMERS
SUBIECT: ~ The unified budget surplus and Social Security

Following our previous meeting with you, we have further analyzed the possible options
involving the unified surplus and Social Security. As you know, we have been holding an NEC
process on these guestions, and this memorandum reflects input from participants in that process,
including Ken Apfel, Bob Rubin, Frank Raines, Jack Lew, Ron Klain, Janet Yellen, as well as
some of your political advisers, including Rahm and Paul Begala, We have also been keeping
Erskine up to date, and responding to his input.

This issue brings together three of the most important economic issues facing the
Administration: the unified surplus, Social Security, and tax reform. Devoting the surplus in
some way to Social Security could prove to be constructive on both policy and message grounds.
From a policy perspective, it is desirable now — when we are doing well - to prepare for the
budgetary challenge that will come with an aging population. And the Social Security problem
is snore analytically and politically tractable than the Medicare problem. From a message
perspective, strenpthening the Social Security system may be our best way to beat back proposals
to use the surpius for substantial tax outs or dramatic tax reforms with adverse distributional
implications. Any of the approaches delineated below must thus be judged not only in terms of
Social Security policy, but also in terms of the wider debate over possible uses of the surpluses.

Since you indicated that you wished to see how a complete package could fit together
before evaluating the larger strategic and policy questions, this memorandum first presents the
building blocks for reform, then presents a series of ilustrative packages, and finally returns (o
the difficult strategic issues inherent In any of the possible approaches 1o this issve.

1. Building blocks

’;;g The Secial Sccurity problem is usuvally analyzed in terms of the Trust Fund. Under the
m't'(_'rcm wtermediate projections of the Social Security actuarics and with 5o change in policies,
' A
i



revenues and interest on Zhe lrust I‘uad are sufficient to fund {‘uil E}eﬁeﬁts thmugh 2029, Althat

opised benefits - that is, In Q:{ier zo avoid the sczclal Securziy systt:m s comributing to the
zxmﬁed dz:fiz:zi ii would be necessary at that point to either reduce benefits by 25 percent or
increase revenues by 25 percent, or some combination thereof. In the context of Social Security
reform, the long-term gap between revenues and benefits is typically framed in terms of the 75-
year actuarial imbaiance, which compares the present value of revenues plus the assets currently
in the Trugt Fund, to the present value of benefits. The result is generally expressed as a fraction .
of taxable payrolls over the same pariod. At present, the actuarial imbalance is estimated at 2.23
percent of taxable payrolls. This means that actuarial balance could be restored by raising the
Social Security payroll tax to 14.63 percent from its current lovel of 12.4 percent. To the extent
that actions are deferred, the policy corrections would have to be more severe.

A complete package of reforms to the Social Security system that would address the
structursl imbalance in the program would comprise some combination -« though not necessarily
involving all - of the following four building blocks:

. Traditional solutions, such as benefit reductions or revenue increasss;,

. Fuading from the unified surplus;

. Investments in private securities to raise the rate of return on the Trust Fund; and
. Individual accounts, which provide an aliemative source of rétire& ncome,

A. Traditional solutions

The first building block comprises benefit cuts or revenue increases within the Social
Security systegs:

1. Benefit reductions. The entire imbalance could be eliminated on the benefit side, but
that would imply approximately a 25 percent cut in benefits. Reforms that are often proposed
and that would have the effect of reducing benefits include increasing the number of years used
to compute benefits, raising the normal retirement age, reducing annual COLAs, and reducing
the adjustment factors used in the benefit computation formula.  Actions of this type could be
adjusted o achieve differing degrees of progressivity, A mors complete menu of such reforms is
provided in the appendix.

2. Revenue Inereases. A second traditional alternative 15 to raise revenue for the Social
Security system. Common proposals in this area inchigde expanding the coverage of the system
(o inciude all state and local government employees; treating Social Security benefits like other
defined benefit pensions for income tax purposes; raising the payroli tax; or expanding carnings
coversd by the existing payroll tax. Again, the appendix provides more information about such

2



possibilities,
B. The unificd surplus

A second building block is the projected surpluses, which could be used to plug some of
the financing gap in the Social Security system or to fund small individual accounts. The
appendix provides a menu of possible ways to use the surplus (o address the actuanial imbalance
in Social Security. But there are two critical issues surrounding the surplus:

I. The porception of a “double counting” problem. Until 2008, the entire vnified
surplus results from surpluses within the Social Security system. Thelogic pf contnibuting the
unified surpluses to the Social Security Trust Fund could therefore bie gUistioned, since the
excess of Social Security taxes over benefits is already credited to the Trust Fund. In effect, the
simplest proposals would credit that excess to the Trust Fund twice {producing what many of us
have been referring to as the “double counting” problem).

An alternative approach would eliminate the double counting problem by purchasing
private securities for the Trust Fund (which would be scored ag an outlay), but offsetting those
purchases with reductions of the bonds currently held by the Trust Fund (which would nof be
scored), In effect, this approach would eliminate the surplus while merely shifiing the aliocation
of assets held by the Trust Fund (more private securities, less Treasury securities) — and would
not represent double counting because it would not immediately affect the total size of the Trust
Fund. It thus has the attraction of eliminating the double counting probiem. But the
disadvantage is that it relies heavily on a scoring rule that could be changed in the future,
especially if those scoring rules are attacked as taking away funds for tax cuis,

2. The fiduciary problem. If specific proposals for the surpluses are put forward, it is
far from clear how much of the projected surpluses will be creditable o the Social Security
systern. The assessment of the impact of policy changes on the Social Security system is the
responsibility of the Social Security actuaries, who are likely 1o find it difficult to credit in
current calculations projected surpluses that are not locked in by current budpet rule {e.g., paygo
and discretionary caps), but are freely at the discretion of future Congresses. Any sarmarking of
the surplus would require an exiension of the budget rules, but such an extenston probably could
not be taken out beyond the next 10 or 15 years. Therefore, many of your advisers strongly
prefer 1o restrict atiention 10 the near-lerm surpluses,

Fven within the period in which oufcomes are constrained by the budget rules, is doubtiul
that credit could be taken for surpluses of the magnitude now projected for two reasons: Fiest, the
benchmark assumption of constant real non-defense discretionary (NDD) may seem implausible
and undesirable. Cfficial OMB projections of the surplug are predicated an the assumption that
non-defense discretionary (NDD) spending grows at the rate of inflation after 2002, I instead
such spendiag were assumed to remain a constant share of GDP, the projected surpluses woulkd
be signilicantly smaller: $167 billion in 2810, for example, relative to $237 billion if NDD grows

3
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at the rate of inflation. {The figures in this memorandum rely on the OMB projections, in which
NDD spending is assumed to grow with inflation, not GDP.) Second, although OMRB’s
economic assummptions have proven to be too conservative for five years in a row, the
assumptions used by the Social Security actuaries are more pessimistic than those used by OMB,
and these differences in assumptions imply 2 substantially less favorable budgstary outlock.

C. Raising the rate of return earned

Another alternative would be to raise the rate of return earned within the Social Security
system. Since 1959,.the nominal rate of return to the special purpose bonds held by the TI@
146
d

Fund has averagdy] erccnt per year, while the rate of return on equities has averaged
W ear. Thus ane possible approach to improving the financial status of the Trust

would BE15 allow it to invest in private securities (the appendix provides a menu of possibilities).
But purchasing private securitics raises a series of difficult issues related to government intrusion

in the economy and volatility in the financial markets. For example, who would decide which
shares to purchase, how those shares would be voted, which investments would be prohibited

{e.g., tobaceo) or mandated {e.g., environmental or social concerns), which categories of
investments would be excluded by investing solely in indexes {e.g., small businesses that are not
publicly held), and how the exposure of the Trust Fund to volatility in financial markets would

be handled. Secretary Rubin is particularly concerned about investing the Trust Fund in equities.

Some experts may complain that investing the Trust Fund in private securilies is an
accounting gimmick, with no real economio consequences. The eritical question is what the
haseline is: If experts agree that using the unified surpluses to purchase private securities for the
Trust Fund prevents them from being dissipated in low-priority spending or consumption-
oriented tax cuts, then they are not likely to caticize the strategy (since it produces a positive
impact on national saving). If, however, they believe that the baseline is that the surpluses would
be used to reduce debt, they could attack the proposal as a shell game.  As Chairman Ureenspan
and others have repeatedly emphasized, allowing the Trust Fund to hold private securities would
mean that fewer such securities were held by the private sector. In effect, in the first instance, the

roposal involves a simple reallocation of portfolios: the private sector would hold more .
government debt, and less equity, and U Trust Filid would hold less government debt and toore

D. Individual aceosunts

A final potential building block is individual accounts, which arise {reguently in
discussions of Social Security reform. From a purely cconomic perspective, individual acconnts
have a variety of both attractions and disadvantages. On one hand:

. Smaall individual accounts could improve norms on saving behavior, and thus have a
“magnification” effect
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. The accounts give people a tangible benefit that they can see.

. Such accounts would offer a higher rate of return than the traditional Social Security
system, which for today’s 30-vear olds is likely to have 2 very small rate of return.

(O the other hand:

» Individual accounts could reduce national saving -- relative to using the surplus entirely
for Social Security -- by encouraging individuals to save less in other accounts, and
perhaps by encouraging some employers to reduce pension plans.

. Many individuals are unsophisticated investors, and

\
A

%
[

s Administrative costs would be higher for individual plans than for centralized investment.

The major objection 10 individual accounts has been that they would be seenasan
opening wedge to privatizing Social Security, with adverse implications for the preservation and
progressivity of the public retirement system. In particular, Bob Ball and others argue that meny
pecpie will prefer the higher returns earned on individual accounts relative to those earned on
traditional Social Security, and that the social compact supporting the system will therefore erode
- undermining the social insurance intherent in the Social Security program. In the context of
using the unified surplus to fund such accounts, however, it may be possible to mitigate some of
these concerns. For example, if the individual accounts were funded by the government as a flat
contribution per person, the accounts would be even more progressive than Social Security. (The
appendix provides a menu of opfions on using the surplus to fund such flat contributions per
person.} In addition, the new accounts could be designed to be available for cushioning the
impect of life emergencics, such as catastrophic medical events or long-term onemployment. A
provision of this type could advance youwr message that the government can help limit the risks of
full participation in the global economy, although it could reduce the beneficial impact on
national saving.

I1. Hlustrative packages

The three iHustrative packages presented below, which involve elements put forwand by
<pthers, combine these building blocks into complete plans. The appendix provides further
mformation on the potential constituent parts, to allow you to sec more of the possible
combinations. The tables present the impact of the package on the Soctal Security Trust Fund
{all four are currently estimated to at least eliminate the 75-year actuarial imbalance, although the
sstimates arc still prefiminary), as well as the impact on the retirement benefits {or @ hypothetical
65-vear old retiree in 2015 with an average earnings history, and a similar retiree in 2040,

For purpases of discussion, the analysis uses the 75.year actuarial balance, which ts the
teaditional metric used to judge reforms to the system. Many of your economic advisers,

3
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however, prefer other metrics -- such as ensuring perpetual {not just 75-yeary balance in the
gystem, putting more of an emphasis on the vaified budget balance in the cutyears, using the e
of return earnad by the average person, or placing a lower bound on the Trust Fund as a ratio of
benefits. 1t is worth noting that under all the approaches, the Trust Fund is declining rapidly at
the end of the 7S-vear period (implying that a 75-year deficit will reappear over time).



Bagsed on proposals put [orward by others, the following is an flustrative example. s presence
does not imply in any way that it is being proposed by the Administration.

Hingirative package |

Deseription: This package invests 70 percent of the surpluses in private securities for the Trust
FFund and creates small individual accounts with the other 30 percent.  lis other steps do not
include covering all state and local government smployees, or indexing the normal retirement
age. But it also suffers from the double counting problem.

Impact on 75- | Impact on Impact on
year deficitin | average 65- average 65-
Social Security | year old’s year old’s
system income in income in
2015, 19978 2040, 19978
{as % of {as % of
benefits) benefits)
Invest 70 percent of surpluses between 1.08 NA NA
2002 and 2012 in Trust Fund, with
equity investrnents up to 40 percent of
Trust Fund.
Other 30 percent of surplus funds Na +§168 +$398
individual accounts. {1.4 percent} (3.4 percent)
Meodify benefit formula by reducing 0.6 -$700 -3807
' adjustment factars by 6 percent ' {6.0 percenty | (5.0 percent)
Accelerate increase in normal retirement | 6.1 -$833 -$0
age, but do not index thereafter {7.1 percent)
Extend computation period from 35 to 38 | 0.25 -$442 -$310
Years (3.8 percent) (3.8 percent)
TOTAL, without inferaction effects. 2.23 51,807 ~S19+
Actuarial balance ineludes .22 (15.9 pereent) | (6.9 percent)
percent far CPI changes aiveady
anuounced.
Current 75-year actuarial imbalance | 2.23
Bencfit reduction consisient with $0 -$3,363
current-law financing {25 pereent)

Note: Does not account for indirect effects through unified surplus.
* Including anauity provided by mdividual account
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Based on proposals put forward by others, the following is an fllusirative example. 1ts presence
does not imply in any way that it is being proposed by the Administration,

Hlustrative package 2

Description: This package retains the bonds-only structure of Trust Fund and adopts several
other steps that were prominent in proposals made by some members of the Gramlich
commission to eliminate the actuarial imbalance in the system. But it suffers from the double
counting problem, and leaves the unified surplius “on the books.”

Impact on Impact on Impact on
75-year average 63+ average 65-
deficit in year old’s yearold’s
Social income in income in
Security 20185, 19973 2040, 19978
system {as % of {as % of
benefits) benefits)

Invest 100 peroent of surpluses 2002-2007 023 NA Na

in Treasury securities for the Trust Fund*

Reduce adjustment factors used to 0.82 -$933 $1,076

\ caleulate PIA by 8 percent, phased in {8.0 percent) {8.0 percent}

between 2002 and 2011

Cover state and local workers hired after 0.22 NA NA

1999

Accelerate scheduled increase in normal 0.48 ~$833 -$1,164

retirement age, index thereafter (7.1 percent) (8.7 percent)

Extend benefit computation period from 35 | 0.25 ~$442 -$510

to 38 years ) (3.8 percent) (3.8 percent)

TOTAL, without inferaction cffects. 2.28 «$2,208 -$2,750

Actuarial balance includes 0.22 percent (18.9 percent) | (20.4 percent)

for CPI changes already announced.

Current 75-year actusrial imbalance 2.23

Benefit reduction congsistent with 30 -$3,363

current-{aw financing ’ {25 percent)

Note: The figures do not account for indirect offects of the reforms through the unified surplus.
* Transferring Treasury sceurities to the Trust Fund, under current budgetary accounting, leaves
the unified surplus on the books.
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Based on proposals put forward by others, the following is an ilustrative example. lis presence
dogs not imply in any way thai it is being proposed by tie Administeation.

Hiustrative package 3 _.
Description: This package also involves private investments by the Trust Fund, but i does not

_ create individual accounts. Unlike all the previous packages, 1t does not double count the surplus.

Impact on Impact on Impact on
75-year average 65- average 65-
deficit in year old’s year old’s
Social meome in HICOME In
Security 2015, 19978 2040, 19978
system {as Yo of {as % of
benefits} benefits)

Invest 100 percent of surpluses between 0.57 NA NA

2002 and 2007 in Trust Fund, with equity

imvestments up to 40 percent of Trust Fund,

Offset with redemptions of special purpose

bonds {eliminates double-counting).

Subject Social Security benefits to taxation | 0.33 -$350 -$404

as other defined benafit pensions and phase {3.0 percent) (3.0 percent)

out lower-income thresholds

Recognize additional changss likely to be (.29 -$70* 581+

adopted by BLS is measuring consumer (06 percent) (0.6 percent)

price inflation (reducing COLAs by 0.2 '

percentage points per year after 2600)

Extend computation period from 35 to 38 0.25 ~§442 ~$510

years (3.8 percent} (3.8 percent)

Ascelerate scheduled increase in normal .48 -$833 -$1,164

reticement age, index thereafter {7.1 percent) (8.7 percent)

TOTAL, with interaction offeets, 2.31 ~%1,695 52159

Actuarial halance includes .22 percent {14.5 percent) (16,0 percent)

for CPI changes already announced.

Current 75-year actuarial imbalanes. 2.23

Benefit reduction congsistent with - 50 -$3,363

carvent-law fnancing (25 pereent)

Note: Does not rellect indirect effcet through wnified surplus.
* Flas more substantial effects on older retiress.
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1. Sdratepic issues
{A) Koy issues

In addition to deciding on the substance of any approach, we face many difficult strategic
issues. This section reviews three of them: whether to offer a full or partial plan in the next
month, and if the plan is partial, how much specificity to provide; whether to include individual
accounts in your initial plan; and whether to earmark 2 small share of the surpluses for non-
retirement priorities. -

i{A). Initially offer full plas or only down-payment

Using the surplus to provide additional funding for the Social Security system, as wellas
potentially achieving higher returns {either through investing the Trust Fund in private securities,
or through creating individual accounts), makes it conceivable that you could put forward a
complete solution to the Social Security problesn that would not look excessively harsh or
draconian, '

+

Providing a complete plan would be seen -- by both the elites and the geperal population

-~ 45 a very strong sign of leadership. But the some token, it may attract heavy fire. While the
use of the surplus could make a full plan seem relatively mild to those intimately familiar with
the Social Security problem, most full proposals will still involve some pain (as the illustrative
packages illustrate}. In particular, most such proposals could be atiacked as cutting benelits for
average people. Furthermore, on both the left and the nght, we can expect prominent officials to

.make the argument that we can grow our way out of the Social Security problem -~ despite the
fact that the increase in growth would have to be implausibly large to make a substantial
difference -~ and that we are therefore unnecessarily hurting retirees,

The only way of not including any pain in a full package is to use all of the projected
surpiuses over the next two decades for equity dnvestments or individual accounts, as illustraied’
in the 1able below, But such a strategy, which uses unified surphuses. well beyond the 10-year
budget window and is predicated on a falling share of NDD relative (o GDP, is hikely to lack
eredibility. it could therefore be severely attacked by both media elites and budgetary experts.

Assuming that some waditional solutions are necessary to maintain credibility,
announcing your own complete plan could also subject it to partisan attack. Such partisan
- attacks could potentially be avoided if we pursue a bipartisan approach over the next year or 50,
In particular, reforms that may oot be attacked under a Clinton-Daschle-Lot plan could be
attacked if you g6 ont alone, Examples include covering all state and local government workers,
and taxing benefits like other defined benefit pensions.
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Impact on 75-

Impact on 65-

Impact on 65-

year deficit in year old’s year old’s
Social Security | income, 2013 | income, 2040
system

Invest 100 percent of surpluses between | 1.82 NA Na

2002 and 2023 in Trust Fund, with

equity tnvestments up fo 40 percent of

Trust Fund

Cover state and local workers hired after | 0,19 NA NA

2007

TOTAL, without interaction effects. 223 ~30 «$0

Actuarial balance includes 0.22

percent for CPI changes already

announced.

Current 75-vear actuarial imbalance | 2.23

Benefit reduction consistent with 30 «$3,363

current-law financing (25 pereent)

1(B). Specificity of down-payment

If you decide to pursue a down-payment approach rather than a full plan, younced to
decide how specific you should be over the next month or so about various details of the down-
payment, In particular, you could, if desired, offer specific proposals on the following issues:

* Whether we were supporting use of the surplus to fund individual accounts;
» Whather we support purchases of private securities. for the Trust Fund; and
. If we set aside some share of the surplus for non-retirement priorities, what those

priorilies are.

A peneral commitment o using the surplus for Social Security and retirement needs,
without any details, may not be sustainable and may lack credibility. General statements could
also be usctul in engaging the country and the Hill in a debate over hiow to approach the problem
- it could jump-start the discussions. On the other hand, too much specificity may inevitably
mvolve offering something could be attacked.

it



2. Individual accounts

~ Asdiscussed in the first section above, individual accounts involve numerous policy
questions. Crucial issues include whether the contributions should be a Hat amount per person,
how the contributions would be linked to the unified surplus-{and what would happen afier the
surpluses run out), whether loans would be allowed against the accounts for life emergencies,
whether individuals would be allowed to make their own contributions in addition to those made
by the government, whether new accounts would be created for this purpose (or whether these
accounts would be combined with existing IRAs), and whether any tax cut would be refundable
{and if not, how low-income faxpayers would benefit).

Stratepic advantages. The steategic advantage of using individoz
are likely to be a more effective means of neutralizing Republican tax cut
individual account can be portrayed as a tax cut or a payroll tax rebate. .
accounts as part of an Administration proposal therefore allows us to p
Security proposal that incorporates tax cuts., And tax cuts Hnked to indivi
neutralize and trump ill-advised Republican tax cut proposals. Those who support individual
accounts also fear that without such an option, Republicans could claim to addressing Social .
Security through proposals such as Feldstein's regressive approach to individual accounts,
The logic of this argument is that we would be at a disadvantage if we only supported the
Sacial Security Trust Fund, while the opposition was “addressing” Social Security through
accounis that provide 3 higher retarn.

Strategic disadvantages. There are also serious strategic problems, Individual
accounts may be seen by Moynihan and the AFL-CIO g¢ a first step toward privatization,
More broadly, individual accounts could split the Democrats, as Bob Ball and others raise
corverns shout whether such accounts would undermine long-term support for the Social
Security system.  Bven some of those who would accept individual accounts in the end woudd
argue that starting there is giving away the store — without igcking in a Republican guarantee
that the overall package be progressive. Also,-some argue that we could get the same
advantages in terms of higher returns through-equity investments in the Trust Fund, and avoid
many of the pelitical difficulties involved in individual accounts,

If we decide to support individual accounts, a major strategic question is how closely
any such accounts should be linked with “Social Security™:

Link with Social Security. 'The logic here is that the Social Security message has
power, so if we do have individual accounts, they should be linked to that message.
The argument that individual accounts will necessarily lead 0 privatization may not
seem as strong when the accounts invelve only a fraction of the surplus, and are not
{inanced by diverting funds from the 12.4 percent payroll tax. Another argument in
favar of this approact is that even if try 10 separate sccounis from “Social Securily”
reform, we will not necessarily be believed.

)



No Link with Social Security. The logic of distinguishing the accounts from “Social
Security™ is that we would have 2 betier chance of keeping the Demotrats from
revolting if we deseribe the accounts as part of a universal pension approach, and
promise to fix Secial Security separately. We could state that we would not aceept a
smaller Social Security system merely because of the accounts.

3. Devoting fhe entire surplus to vetivement needs

Another policy and strategic question is whether we should devote the entire surplus, or
onty pari of i, to Social Security and retirement. The advantage of deveting the entire surplus is
that i provides a clear “don’t spend the surplus, we need it Tor Social Security and setirement”
message. 1 hat message is muddied if we devote any part of the surplus to non-retirement needs,
In addition, using the near-term surpluses for.anything but relirement needs would mmply that WE
were financing such non-retirement items through the regressive payroll tax.

The downside of specifying that the entire surplus should be devoted to retirement needs
is that it preciudes funding other, non-retirement priorities (e.g., Childres’s Fund, biomedical
research, or tax reform). The attractions of providing such funding, especially in a relatively tight
budgetary world, are clear. 1t may be hard to explain why we can’t use even 10 percent of the
projected surplus for such high priorities, when we have ailways emphasized public investments
in addition to private investmentsaving, Others might argue that devoting a small percentage of
the surpluses could allow us to repeat our successful 1996 strategy of defeating ill-advised, large
tax schemes with small, targeted tax cuts.

(B} [Hustrative strategic options

This section provides a very brief summary of some illustrative strategic options.
Timing
The first dimension of the straiegic options involves {iming.

v December/Early Jannary option. Some would like an announcement as early as
possible -- even in December if ready. We all agree, however, that this i too
important an issue to make an announcement until we are sure of our policy. When we
have reached agreement an the policy, some feel it may be worthy of an Oval Office
announcement either in December or January prior 1o the State of the Union,

* State of the Union: Some feel that if would be better (o save until the State of the
Usion - because this issue could be the “big idea” that would lift the entire State of the
Union.

. 1998 Strategy: If you announce less than a full plan, another timing question invaolves



whether you announce some form of process for dealing with the rest of the Social
Security problem. One aspect of that process could involve "setting the table” for real
reforms after the fall 1998 elections - for example, through a Social Security
commission reporting in December 1998, a bipartisan advisory commission to issue
papers forums and papers; a nationwide forum with 7 regional Presidential Social
Security Conferences, or other steps.  Another aspect could involve setting up some
sort of process for the real deal - for example, a special session of Congress, a special
commities of Administration and Hill represeniatives, or other possibilitics.

Announcements

In addition to timing questions, there are different options for what we announce. The

proposals below do not reflect any specific recommendation, but they do reflect the type of
strategies that key adviser have been putting on the table for discussion.

¥

Whole Plan Announcements Announce a full plan in January 1998, Take a
combination of a surplus strategy and 2 set of traditional reforms, and announce the
wholg deal in January. We still must confront all of the issues. As mentioned above,
this approach may imply that we have 1o avoid some options on the revenue side.

Downpayment Strategy: Devote entire surplus between 2002-2007 (or 20602-2012) fo
Sociat Seeurity as a downpayment, but make divisions between the Trust Fund and
individual accounts part of an ongoing dialogue.

Devote entire surplus between 2002-2007 (or 2002-2012) to the Social Security

Trust Fund as a downpayment, but make clear that the Trust Fund would invest in
private securities to raise return and counter individual accounts.

70% to Social Security Trast Fund and 30% Payroll Rebate to Individual Accounts
as Downpayment. )

60% to Social Security Trust Fund, 30% Individual Accounts and 10% for a
Future Fund for Children and Biomedical Research.

id



APPENDIX: POSSIBLE ELEMENTS OF COMPLETE PLAN

Below are illustrative elements that have been proposed by others as elements of a Social
Security plan. They have not been subject to any formal review within the Administration.

{A) Menu on Traditional Solutions

Effecton 75- | Impact on Impact on
.| year actuarial | average 65- average 65-
imbalance in | yearold’s year old’s
Trust Fund income in income in
2015, 19978 | 2040, 1997%
{as % of {as %6 of
benefits) benefits)
COVERAGE:
Cover all state and local goverament £.22 NA NA
workers hired after 1999
Cover all state and local govemnment 0.19 NA NA
workers hired after 2007
BENEXITS:
Reduce adjustment factors used to 0.51 -$583 -$673
calculate PIA by 5 percent, phased in (5 percent) | | (8 percent)
between 2002 and 2011
Increase benefit wmputa‘ti{m years from | 0.25 -~ -$442 -£510
35 to 38, phased in 2002-2004 {3.8 percent) . (3.8 percent)
Accelerate increase in normal retirement | 0.10 -§833 g
age to 67, by eliminating current 11-year {7.1 percent}
hiatus in increase between 66 and 67
Index normal setirement age after #t 8.30 G 5604
reaches 67 under current schedule (4.3 percent)
Accelerate scheduled increase in normal | 0.48 -$833 -$1,164
retirement age, index thercafter (7.1 percent) | {8.7 percent)

-



of covered camings, phased i betweosn
2002 and 2006 {equivalent to an increase
in taxable earnings limit from $635,400 to
roughly $110,000) '

Recognize additienal changes likely to | 0,29 $70 ~§81

be adapted by BLS is measuring (0.6 percent), | (0.6 percent),

consumer price inflation {reducing with more with more

COLAs by 0.2 percentage peints per year substantial substantial

after 2000) reffects on effects on
older retivees | older retirces

Reduce spousal benefit from 30 percent Q.16 «$1,283 -52,287

to 33 percent of PIA (22 percent of | (34 percent

. spousal of spousal

benefit) | benefit)

BENEFITS TAXATION: _

Beginning 2002, subject OASDH bepefits | 0.12 ~-$105 w5202

to personal income tax in same manner (0.9 percent) | (1.5 percent)

as applied to other DB pensions

Phase out thresholds for taxation of 0.21 ~$309 -$357

QASDI benefits 2002-201 1 (83 nercent (2.6 percenty | (2.6 percent)

of benefits subject to tax after 2010)

CONTRIBUTION BASE:

Raise taxable sarnings bass to 90 percent © 0.534 NA NA

Note: Dollar figures are in 1997 dollars, pcrccntagc cuts are relative to future projected benefit
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(B) Menu on Using the Surplus (Impact on Actuarial Balance of Trust Fund)

1. Trangfor surpluses into Trust Fund: buy bonds only

Transfer Al surpluses 70 percent of surpiué&s 50 percent of surpluses
surpluses

from: \

20022007 .25 0.17 .12

200222012 | 0.60 0.39 0.27

2002-2026 1.12 0.67 (.43

2. Transfer surplusex into Trust Fund: buy private securities (cap at 40 percent)

Transfer All surpluses 70 percent of surpluses 30 percent of %nrpiuses
surpluses

from:

2002-2007 0.88 0,70 0.56

200222012 1.36 1.08 .86

20022026 1.82 1.30 1.02

3 Invest in bonds enly, until on-budget balance moves info surplus (cap at 40 percent}

Transter All surpluses 70 percent of surpluses 50 pereent of surpluses
surpiuses

from:

20022007 623 0,17 0.12

1002-2012 0.86 0.63 0.5¢

2002-2026 1.47 097 0873

17
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4 “Use” surpluses to buy private securities (no transfers inio Trust Fund)
Transfer All surpluses 70 percent of surpluses 50 percent of surpluses
swpluses ‘ :
from:
use only 4.57 0.51 ’ 0.43
2002-2007 .
use until hit 0.57 {2008) 055 (201) 0.52 (2012)
portfolio cap

Note: Private securities are assumed to earn 3.8 percent per year more than Treasury securities.
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{Cy Menu on Investing the Trust Fund in Private Securities

Percentage of Trust Fund assets under current Jaw invested in private securities, phased in
between 2000 and 2014

Effect on 75-year
actuanal imbalance
10 percent g.15
20 pereent .29
30 poreent 0.43
40 peroent 0.56
50 percent 0.63

Nete; Figures assume that the rate of return on private securities is 3.84 percent per year higher
than on special purpose bonds. Figures presented in table are very approximate,
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The figures below give the annual anpuity income in the gzvczz year that would obtain
from investing either 30 or 50 percent of the projected surpluses,- fﬁr thc years given, in
individual accounts. The figures assume a flat contribution. ;}é? workc:, and that half of account
balances are mvcstcd in bonds, with the other half in ;mvatc sccumzcs

- ’ . - 'i: ek
Surpluses, 2002-2007 , - “agﬁ =
Y 2015 Y Saof Sacial 2040 % of Social
$h o A" Security benefits Security benefits
AR for average eamer for average earner
30 percent of « PR K3 0.6 pereent $192 1.4 percent
surpluses .
50 percent of 5135 1.2 percent $320 2.4 percent
surpiuses
Surpluses, 2002-2012 : a
2015 % of Social 2040 | %ofSccial . |
Security benefits Security beneﬁts o
for average eamer for average cdmer
30 percent of $168 1.4 percent $398 3.0 percent “3
surpluses : e b
50 percent of 5281 2.4 percent 3663 4.9 pcrc;;%_it
surpluses : N
Surpluses, 2002-2023*
2015 % of Secial 2040 % of Social
Security benefits Security benefits
for average camer for average camer
30 percent of $194 1.7 percent %534 4.0 pereent
surpluses
50 percent of 33323 2.4 percent 5891 4.6 percent
surpluses

* Using the surpluses for individual accounts and/or purchases of non-Treasury securitics implies
higher debt servicing payvments relative to the baseline surplus projections. The surpluses thus
end carlier than under the baseline,
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SOCIAL SECURITY AND THE UNIFIED SURPLUQ
' December 8, 1997

L Building blocks

A complete package of reforms that would address the structural imbalance in Social Security would
comprise some combination -- though not necessarily all - of the following four building blocks:

* Traditional solutions, such as benefit reductions or revenue increases;
. Funding from the unified surplus
» Investmems‘ 0 private securities 1o raise the rate of return on the Trust Fund; and
. Individual accounts, wihiach provide an alternative source of retiree income.
1L Hinstrative éaéﬁag%
I'IL ?imtegie issnes
Key issues
* Whether to offer a full or partial plan in the next month
- If the plan is partial, how much specificity to provide;
. Whether to include individual accounts in any initial plan, and
* Whether to earmark a small share of the surpluses for non-retirement priorities,
I é'#xrmti ve strategic options |
’ Timing
* Announcements:

- Whole Plan Anncuncement: Announce a full plan in January 1998,
e I)ownpayrnem Swrategy: Devote entire near-term surpluses to Social Security a5 ¢ -

downpayment, but ke divisions between the Trust Pund and individual aceounts part of an

ongoing dialogue.

-~ Devote entire near-term surphuses to the Social Security Trust Fund as a downpayment, but

make clear that the Trust Fund would invest in private securitics so that the Trust Fund can
earn a higher refurn fo counter individual accounts.

- 70% to Social Security Trust Fund and 30% Payroll Rebate to Individual Accounts as
Downpayment,

- 60% 1o Social Secority Trust Fund, 30% In&mdual Accounts, and 10% for a Futare Fund

for Children and Biomedical Research.
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Based on proposals put forward by others, the following is an #lusrative example. lts presence
does not imply in any way that it is being proposed by the Administration.

Dlustrative package 1

Descriprion: This package invests 70 percent of the surpluses in private securities for the Trust
Fund and creates small individual accounts with the other 30 percent.  Its other steps do not
include covering all state and local goverrunent employess, or indexing the normal retirement
age. But it also suffers from the double counting problem.

-

Impacton 75- | Impacton Impact on
year deficitin | average 65+ average §5-
Social Security | vear old’s year old’s
system income in neome in
2015, 19978 2040, 19978
{as Yo of {as % of
benefits) benefits)
Invest 70 percent of surpluses between 1.08 NA NA
2002 and 2012 in Trust Fund, with
equity investments up to 40 percent of
Trust Fund. :
Other 30 percent of surplus funds NA +$168 +$398
individual accounts. {1.4 percent) {3.0 percent)
Modify benefit formula by redocing 0.6 -$704 8807
adjustment factors by 6 percent {6.0 percent) {5.0 percent)
Accelerate increase in normal retirement | 0.1 -5833 -$0
age, but do not index thereafter (7.1 percent)
| Extend computation period from 35 to 38 | 0.25 -$442 8510
years (3.8 percent) (3.8 percent)
TOTAL, without inferaction effects, 2.23 -81,807* -$919*
Actnarial balance includes 0.22 {15.9 percent} | (6.9 percent)
percent for CPI changes already
anngunced,
Current 75-year actuarial imbalance 2.23
‘Benefit reduction consistent with 30 -$3,363
current-law financing {25 percent)

Note: Does not account for indirect effects through unified surplus.
* Including annuity provided by individual account




Based on proposals put forward by others, the following is an illustrative example. Its presence
does not imply in any way that it is being proposed by the Administration.

Ilustrative package 2

' Description: This package retains the bonds-only structure of Trust Fund and adopts several

other steps that were prominent in proposals made by some members of the Gramlich
commission to eliminate the actuarial imbalance in the system. But it suffers from the double

counting problem, and leaves the unified surplus “on the books.”

current-law financing

Impact on Impact on Impact on
75-year average 65- average 65-
deficit in year old’s. year old’s
Social income in income in
Security 2015, 1997% 2040, 1997$
system (as % of (as % of
: benefits) benefits)
Invest 100 percent of surpluses 2002-2007 | 0.25 NA NA
in Treasury securities for the Trust Fund*
Reduce adjustment factors used to 0.82 -$933 -$1,076
calculate PIA by 8 percent, phased in (8.0 percent) (8.0 percent)
between 2002 and 2011 -
Cover state and local workers hired after 022 NA NA
1999 )
Accelerate scheduled increase in normal 0.48 -$833 -$1,164
retirement age, index thereafter (7.1 percent) (8.7 percent)
Extend benefit computation period from 35 | 0.25 -$442 -$510
to 38 years (3.8 percent) (3.8 percent)
TOTAL, without interaction effects. 2.28 -$2,208 -$2,750
Actuarial balance includes 0.22 percent (18.9 percent) | (20.4 percent)
for CPI changes already announced.
Current 75-year actuarial imbalance 2.23
Benefit reduction consistent with 0 -$3,363

(25 percent)

Note: The figures do not account for indirect effects of the reforms through the unified surplus.
* Transferring Treasury securities to the Trust Fund, under current budgetary accounting, leaves

the unified surplus on the books.
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Based on proposals put forward by others, the following is an iffustrative example. Its presence

Hlustrative package 3

~ does not imply in any way that it is being proposed by the Administration.

Descriprion: This package also involves private investients by the Trast Fund, but 1t does not

create individual accounts. Unlike all the previous packages, it does not double count the surplus.

Impact on Impact on Impact on
75-year average 65- average 65-
deficitin year old’s vear old’s
Social income in income in
Security 2015, 1997% 2040, 199738
sysiem (as % of {as % of
: benefits) benefits)
Invest 100 percent of surpluses between 8.57 NA NA
2002 and 2007 in Trust Fund, with equity )
investments up to 40 percent of Trust Fund.
Offset with redemptions of special purpose
bonds {elinminates double~counting), _
| Subject Social Security benefits to taxation | 0.33 -$356 -$404
as other defined benefit pensions and phase {3.0 percent) {3.0 percent)
out lower-incoms thresholds -
Recognize additional changes likely tobe | 629 -$70* -SRI+
adopted by BLS is measuring consumer ‘ {0.6 percent) {0.6 percent)
price inflation (reducing COLAs by 0.2
percentage points per year after 2000)
Extend computation period from 35 to 38 0.235 -$442 . 3510
years {3.8 percent) (3.8 pereenty
Accelerate scheduled increase in normal 0.48 -$833 51,164
retirement age, index thereafter (7.1 percent) | (8.7 percent)
TOTAL, with inferaction effects. 2.31 -$1,695 -$2,139
Actuarial balance includes 0.22 percent (14.5 percent) | (16.0 percent)
for CFI changes already announced.
Current 78-year actearial imbalance 2.23
Benefit reduciion cﬁz{sisiem with S0 «$3,363
current-law financing (25 percent)

Note: Dines not reflect indirect effect through unified surplus.
¥ Has more substantial effects an older retirees.
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APPENDIX: POSSIBLE ELEMENTS OF COMPLETE PLAN

Below are illustrative elements that have been proposed by others as elements of a Social
Security plan, They have not been subject to any formal review within the Administration.

{A) Menu on Traditional Selutions

Effect on 75- | Impact on Impact on
year actuarial | average 635- average 65-
imbalance in | year old’s yearold’s
" Trust Fund income in income in
2015,19978 | 2040, 19978
{as % of {as % of
benefits) henefits}
COVERAGE:
Cover all state and local government 0.22 NA NA
workers hired after 1999
Cover all state and local govemment 0.19 NA NA
workers hired after 2007
BENEFITS:
Reduee adjustment factors used to 0.51 -$583 -$673
calculate PIA by 3 percent, phased in {5 percent) {3 percent)
between 2002 and 2011
Increase benefit computation years from | 0.25 ~-$442 -$510
35 to 38, phased in 2002.2004 (3.8 percent) | (3.8 percent)
Accelerate increase in normal retiremient | 0.10 -$833 o
age 10 67, by eliminating current 11l-year {7.1 percent)
hiatus in increase between 66 and 67 ”
Index normal retirement age after it 0.30 O -3604
reaches 87 under current schedule (4.5 percent)
Accelerate scheduled increase in normal | 0.48 -$833 31,164
retirement age, index thereafter (7.1 percent) | (8.7 percent)
Recognize additional changes hikely to 0.29 -$70 -581
be adopted by BLS s measuring (0.6 percent), | (0.6 percent},
consurner price inflation {reducing with morg with more
COLAs by 0.2 percentage points per vear substantial subgtantial
after 2000) effects on effects on
older retirees | older retirees
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of covered eamnings, phased in between
2002 and 2006 {equivalent to an increase
in taxable earnings limit from 365,400 to

roughly $110,000

Reduce spousal benefit from 50 percent | .16 -$1,283 ~$2,287
ta 33 parcent of PIA {22 percent of | (34 percent
spousal of spousal
| benefit) benefif)
BENEFTTS TAXATION: ’
Beginning 2002, subject OASDI benefits | 0.12 -$108 -$202
to personal ncome tax in same manner (0.9 percent) | (1.5 percent)
as applied to other DB pensions
Phase out thresholds for taxation of 0.21 3309 -$357
OASDI benefits 2002-2011 (85 percent (2.6 percent) | (2.6 percent)
of benefits subject to tax after 2010)
.} CONTRIBUTION BASE:
Raise taxghle eamings base to 90 percent | 0.54 NA NA

Note: Dollar figures are in 1997 dollars, percentage cuts are relative to future projected benefit
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{B) Menu on Using the Surplus (Impact on Actuarial Balance of Trust Fund)

i, Transfer surptuses into Trust Fund; buy bonds only

Transfer All surpluses 70 percent of surpluses 50 percent of surpluses
surpluses

from:

2002-2007 0.25 0.17 6.12

2002-2012 | 0.60 0.39 027

2002-2026 1.12 .67 0.43

2. Transfer surpluses into Trust Fund; buy private securities {cap at 40 percent}

Transfer All surpluses "70 percent of surpluses 50 percent of surpluses
surpluses

from:

20022007 0.88 01 0.56

2002-2012 1.36 1.08 (.86

2002-2026 1.82 1.30 1.02

3. Invest in bonds only, until on-budget bulunce moves into surplus {eap ai 38 pereent}

Transfer All surpluses 70 percent of surpluses 50 percent of swrpluses
surpluses : -

from:

2002-2007 023 0.17 0.12

2002-2012 0.86 063 0.50

2002-2026 147 .97 0.73




4. “Use” surpluses to buy privare securities (no transfers into Trust Fund)

Transfer All surpluses 70 percent of surpluses 50 percent of surpluses
surpluses ’ : :
from:

uze only .57 8.51 £.43
2002-2007

use until hit 0.57 (2008) 0.55 (2010) .52 {2012)
portfolio cap ‘
Note: Private securities are assumed to earn 3.8 percent per year more than Treasury securities,




{C) Menu on Investing the Trust Fund in Private Securifies

Percentage of Trust Fund assets zzzzdcr current law invested in private securities, phased in
between 2000 and 2014

Effect on 75-year
actuarial imbalance
10 percent 0.15
20 perc::ent 0:29
30 percent (.43
40 percent 0.56
50 percent 0.68

Note: Figures assume that the rate of return on private securities is 3.84 percent per year higher
than on special purpose bonds. Figures presested in table are very approximate.



' {D} Menu on Individuzl Accounts: Impact on Retiree Income

The figures below give the annual armuity income in the given year that would obtain
from investing either 30 or 50 percent of the projected surpluses, for the years given, in
individual accounts. The figures assume a flat contribution per worker, and that half of account
balances are invested in bonds, with the other half in private securities.

Surpluses, 2002-2007 ‘
. 2015 % of Social 2040 % of Social
' Security benefits Security benefits
for average earner | for average earner
30 percent of 381 0.6 poreent $192 1.4 percent
surpluses o
50 percent of $133 1.2 percent $320 2.4 percent
surpluses
Surpluses, 2002-2012 )
2015 % of Social 2040 % of Social
Security henefits Security benefits
for average camer for average camer
30 percent of $168 1.4 percent $308 3.0 percent
surpluses ) .
50 percent of $281 2.4 pereent 3663 4.9 percent
surpluses
Surpluses, 2002-2023*
2015 % of Social 2040 % of Social
Security benefits Security benefits
for average earner for average earner
30 percent of $194 1.7 pereent $534 4.0 percent
surpluses
53 percent of 3323 2.4 percent $891 6.6 percent
surpluses

* Using the surpluses for individual accounts and/or purchases of non-Treasury securities implies
higher debt servicing payments relative to the bageline surplus projections, The surpluses thus
end eariier than under the baseline,
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MEMORANDUM TC THE PRESIDENT ~ ©% 7% 4 Sperls C)
,t $1-14-97 J.e:mmj g
FROM: BRUCE REED ,
GENE $PERLING Auie >

. CHRIS JENNINGS

SUBJECT:  Reforms that Prepare Medicare for the Retirament of the Baby Boom Cleneration

The Balanced Budget Act (BBA) that you enacted took necessary steps to modernize the
Madicare program and prepare it for the twenty-first century. it extended the life of the Trust
Fund to 2010, invested in preventive benefiis, provided more choice of ptans for beneficiaries,
strengthened our ongoing fraud activities, and lowered cost growth to slightly below the privaie
sector rate through provider payment reforms and modest beneficiary payment increases.
However, the BBA's policies were not intended 1o solve Medicare™s tong-term problems.

The Medicare Conumission was established to address the demographic challenges posed
by the retircment of the baby boom generation. The question is whether we should tuke action
prior to the March 1999 Commission deadline to further strengthen the program and lay the
groundwork for implementation of likely Commnission recommendations.

The NEC and DPC have ted an interagency examination of several policy options. This
Memno examines oEti{ms to insure pre-G5 year alds, to extend Medicare coverage of patient care
costs associated with €liHiICAT hals, and (o mncrease prival€ [ONg-TICIm care HSUEnes, Financing

“Gpliois 16 pay 1ot thess propositsfolfow Ui deseriplion.

Your advisors have differing views on whetlier to pursue any new proposals while the
Medicare Comuission is active and which propesals (o pursue if you choase 10 do so. OMB and
1o some extent Treasury have concerns zbout a pre-63 oplion, because It may open the doot 1o
subsidies for a costly population and have the unintended effect of reducing cruployer coverage. g:km( 00
Both OMB and Treasury oppose the clintcal cuneer trials proposal beeause it could set o g {,;3 (L(
precedent for every other disease provup 1o ask for the samme treatment. PPN

&y
Should you decide to pursue all of the oplions, traditional Medicare savings slone 131:1}%{3#%2@9
not be sufficient to offset the costs and g Medivare income-related premnen may be necesgary.
Such a premiuan will be politically contentious, slthwagh possibly more sceeptable (o our
Democeatic base i linked to o benelit expauston, Given the complexity of any decision to adopt
arLincome-related premium, we outhine here same of the ssues, bit defor o recomneidalion
Gt} we can sasel with you an the sebjeet,
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A IRE-65 HEALTH INSURANCE OPTIONS i2-29 q 1

Although peaple between §5 and 65 years old are more izi(eiy 10 have health 1 insurance

than others, they often face greater problems with access (o afiordable health insurance,
especially when they are sick. Individuals in this age group are at greater risk of having health
problems, with twice the probability of experiencing heart disease, strokes, and cancer as people
ages 45 (o 34, Yeitheiraceoss az"iﬁ'{zréabif: am;&ioyer co?erage 15 often lower because of work
and famuily transitions. ok pus.Inog ¢ ABDFOas

shifting 1o nart-time work or sci&cm;ziaymcm a5 a %:mé gc 4 re;;ment bome of this transition

- is involuntary. Mearly half of people 35 10 63 years old who lose their jobs when firms downsize

S —— T, . a w_a

or close do not get re-employed. At the same ime, family transitions reduce aceess to employer-
based health insurance, as individuals are widowed or divorced, or as their spouses become
eligible for Medicare and retire.

As a result, the pre-65 year olds, more than any other age group, re y_ug@_ﬂxﬂndhd@l
bealth insurance mari:cz Because their costs are not averaged with younger pmple s {asin

" employer-bused wsurama), the pre-65 vear olds often face relatively high premiums and may

face exorbitant pramiums if they are sick. Abﬂuhiktgﬁahsebaumﬂmcdy,l&gmhuﬁg improved
aceess for people with pre-existing conditions, 1t did not restrict COS!S.

These acoess problems will increase because of (wo trends; the decline in retireeicalih
coverage and the aging of the baby boom generation, Recently, firms bave cut back on offering
pre-05 retirees health coverage, in 1984, 67 percent of large and mid-sized {irms offered retiree
insurance but in 1997, anly 37 percent did (although this decline may be slowing). In addition,
in several small but notable cases (¢.g., General Motors and Pabst Brewery), retivees’ health
benefits wcrc dropped unilaterally, despite the firm’s prior commigment, These “broken
promise” retirees do nol bave access to COBRA continuation coverage and could have difficulty
finding affordable individual insurance. An even more important trend is demographic. The
number of people 55 to 65 years old will increase from 22 to 30 million by 2003 and t0 35
million by 2010, Assuming current rates of uninsurance, this trend could raise the number of
uninsured in this age group from 3 million today to 4 million by 2005, without even taking into
account the decling in retiree hoalth covebage,

Flie last reason for consideting the coverage issucs of this age group is the likeliboad of
proposals to raise Medicare eligibility age w 67, consisient with Social Security. The expericnce
with covering a pre-65 age group now will teach us valuable lessons if we need 1o develop policy
options for the 65 (0 67 year olds,

Policy Quesiians

N

Two centeal questions dolernune the policy options for the pre-65 year olds: what is the
wrget populston, and what i3 the bast way to cover these people.

Tt
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Whom to Target. As with any incremental reform, targetmg ig essential 1o reduce the
chance that the policy unintentionally offsets or reduces employer health coverage. While this
policy will not affect employers® decisions to offer coverage to their current workers, it may
affect employers” decisions to cover retirees, as well as emiployees’ decisions to retire early, To
protect against substitution, your advisors recommend limitng eligibility (o a subset of the pre-
65 year olds. There are two ways to Bmit ehigibility.

The first approach is to limit eligibility to people ages 02 to 63, The 6 million people
ages 62 0 65 work less than to people ages 55 to 59 (48 percent versus 74 percent}, are more
likely to have fair to poor health (26 versus 24 percent), and are more likely to be uninsured or
buy individual ingurance (28 versus 2] percent). In addition, 62 i5 the age at which Social
Security benefits can be accessed. Within this 6 million, we could limir eligibility to the 2
million without access to employes ar.public.insurance, and require that they exhaust CGBR&
coverage. These steps should reduce the likelihood that the policy will lead individuals to Tetire
or drop retires Caverage.

A second approach is to limitt eligibility within a broader age group — c.g., 55 0 65 vear
olds — to individuals who lack access to employer-based insurance for particular reasons:
{1) Displaced workers: About 60,000 peaple ages 535 to 65 lost their employer insurance when
they lost their job because a firm closed, downsized, or climinated their posiion. {2) Meadigare
spouses: As many as 420,000 people lost employer-based family coverage when their spouses
(almost all husbands) turned 65 and retired. This number could grow if employers drop retirees’
dependent coverage for these spouses as a result of this policy. (3} CBiroken promise” people: A
staall but visible and vulnerable group is the pre-635 retirees who lost retiree health coverage due
to a “‘broken promise” (Leg., when the employer unexpectediy terminated coverage}.

How to Provide Coverage. The second guestion is: what is the best way to increase
access to affordable insurance? (One approach is to extend CORBRA continuation coverage for
longer than 18 months. Currently, COBRA allows insured workers in firms with 20 or more
employees to continue that coverage for 18 wonihs by paying 102 percent of the premium. The
nmjor problems with extending COBRA are that (1) people insmall firms are not eligible, (2)
businesses will consider the policy an wfunded mandate, and (3} the policy could lead to
discrimination againgt iving older workers, in addition, firms could use this longer COBRA
mandalc as an ¢xcuse (o not cover any cinployees.

- ::9 A sceond approach is a Medicare “buy»i{z,”xlfi%igihlc people could buy info Medicare i;y

paying a pramiunt, Since Fuderal premiun assistance for this group s prolubitively expensive,
your advisors agres that pariicipants should pay the {ull prominny the age-adjusied Medicars
BAYINEnL rate, plis an atd-00 1or the oxira sk of participants. This add-on could be highil, as
the actunries expect, most pacticipants will be sicker than average. 1o attract healthier people
ancd make it possible for more people 1o lake advantage of the benefit, we could defer payment of
patt of the prennun {gg,, this risk add-on) until sge 65 by “amortizing™ the payment, Undor this
option, Medicare would pay part of the preovum as a foan upy front, witly repayment by the '
heneliciaries with' thear Part 3 premiums. This foan would be o Medicare cost in the shorl tera,

[



(2-2.% 47
. {)ptmn 1. “Broken Promisc” People Only. The minimal option, with no Federal ctast,
is to require employers to offer COBRA coverage to retirees whose coverage they have dropped.
This would allow retirees to buy into their active employer plan until age 635 at a premium
{possibly 150 percent of the group rate, as has been done for other special COBRA populations).
Even taking into account the premium payments, employers would bear some of the costs of
their decigion to terminate caverage, given the higher costs of people in this age group.

Option 2. Medicare Buy-In for Seleet Groups. The sccond option is to allow =z
Medicare buy-in for a subset of 55 to 65 year olds who have limited access {o employer
m insurance. One group is the Medicare spouses™ - primarily uninsured women ages 55 to 65
ygedn | whose husbands are already on Medicare. An alternative (or complement) is displased workers.
ﬁﬁ\ Since these groups are small, Medicare costs would be low.

Option 3. Medicare Buy-In for 62 to 65 Years Old Plus Selected Groups. The third
option is to allow 62 to 65 year clds, plus a group like displaced workers, to buy into Medicare.
This group is representative of the 65 to 67 year old population, giving a sense of what would -
happen if Medicare sligibility were postponed to 67 years old. The HCFA actuaries estimate that
the Medicare cost of the werst-case scenario — 300,000 sick participants —ig $1.1 billion per
car, not taking info account any beneficd -hack.. Their initial estimate for the 62 to 65
year olds’ costs, using more realigtic assumptions, is about $380 million per year. They assume
that 160,000 people will participate: 70,000 currently unmsur@d ar}d the remainder previously
0 insured by expensive, individual insurance., Noie that OMB has nol eared these estimates,

Biscussion
$ 2.5 :
&JN L{l Despite hikely business opposition, your advisors all support s COBRA option for the
Fhe0 ¥ “hroken promise” retiregs. Beyond this, your advisors have not vet reached a consensus. OMDB
-y m&m& and CEA are concerned that any unsubsidized entitlement for pre-65 vear olds will not stay that

&’n, way lor long because pressure will build {o lower the premiums. To test a buy-in for the pre-65

=< vear olds, OMD and CEA would recommend covering only Medicare spouses, because doing 50
would probably have a smaller effect on the geoeral trend in retiree health coverage and
retirement. The Depariment of Labor supporis 8 general Medicare buy-in. 1t feels strongest
Jabout covering displaced workers becauge of its broader goal of improving workers® security,.

Tressury shares OMB and CEA’s concerns but would not object to a general Medicare buy-in if

there were strong incentives for participants to enroll in managed care. This policy would make

maurers, not Madicare, bear the risk, but could be politically difficult. HHS supports the-
broadest option and is concernsd about only covering select groups since the earollment may not
be sufficient to justify the adminisirative effort,

/'\‘; NEC/DPC recommend a package that inciudes {1 a Medicare buy-in for 62 o 65 vear
C{h“” olds; (2 a Medicare buy-in for displaced workers; and (33 CORRA for the “broken promisc”
S‘ people. Wo think that this package is suiliciently narrow (o Hnnt effeets on retiree health
0 covaruge or retiremaent. AL the snme Line, iz policy responds to the concerns ef pre-63 yoar olds
whia feal vulnerable to losing eoployer coverage and/ot facing enatfordable premiums.


http:wor~s.rS

N3 P FE PN
iﬂ‘: B ;f.;,,:

B. PRIVATE LONG-TERM CARE OPTIONS p.z4-47

A second idea to improve access to insurance focuses on long-term care. Unlike acute
care, long-term care is not primarily {inanced by private insutance, which pays only 6 percent of
its costs. Medicaid pays for 38 percent, Medicare pays for 21 percent, and families pay for 28
percent of the costs out of pocket. This Jarge government role may not be sustainable as the baby
boom generation retires. Today, ene in four people over age 85 lives in a nursing home. This
could increase substantially as the proportion of elderly living to age 90 is projected to increase

from 25 percent to 42 percent by 2050, Thus, it is important to encourape the devélopm ment of
private insurance options. The Kassebaum-Kennedy legistation took a step in this direction by
clarifying that certain long-term care insurance is tax deductible. But because many people
incorrectly assume Medicare covers all of their long-term care needs and do not know about
private long-term care ingsurance, more action is needed. This action could include providing
information to Medicare beneficiaries about private insurance, funding a demonstration program
1o improve the quality and price of private mnsurance, or both. None of these options includes a
new Medicare entitlement or subsidy.

Information on Quality Private Long-Term Care Insurance

We propoase to leverage our role in Medicare to impro;c the quality of and access to
private pofivies, HCFA would work wiih insurers, state regulators, and other interested parties (o
develop a set of minimum standards for private tong-term cdre polisies. 1f a plan nwet these
standards, Medicare would approve ity inclusion in the new managed care information system.
{As a reminder, the BBA included provisions to provide annual information on managed cave
choiees 1o beneficiaries.) This proposal would build upon that system and cost up to $25 million
in discretionary funds over 5 years (33 million in FY 1999), distinct from the user fees currently
authorized for the managed care information system. We also could propose a demonsiration
that would test the feasibility of a partnership between Meadicare and private long-term care
insurance on a limited basis. Alternatively, we could experiment in providing more leng-term
care through Medicare managed care. The cost of a demonstration would depend on its size azzii
policy parameters, but could be limited to $100 (0 300 pnllion over § years.

Discussion

N We beligve this proposal has significant potential and is worth furiher development.
There s some concern al HHS that coming (o an agreement on a set of standards could be
difficult and that insurers may argue that our standards drive ap the cost of the pohicies, makig
them unaffTordable, HHS alse would prefor that any demonstiration boe funded through the
mandatory budget. However, these coneeins may not be msunmountable, especially since one
objective of a demonstration could be to investigate hgh-guality privote options that are
alforduble. Praally, we are stifl ook o tho feasibibity and advisability ol using tax
ncentives to encourage the purchase of private long-tern: care policies and/or the use of IRAS for
fong-tenn gare financing, although Tieasory hag strong concenns about the effectiveness of sucly
options. ' '

far
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.' C. MEDICARE COVERAGE OF CANCER CLINICAL TRIALS

Medicare has not traditionally covered patient care costs associated mt}; ciimsai trials.
" Scientists and advocates believe that we are not making sufficient progress in freating ¢z

part because the lack of Medicare coverage limits participation in these frials, i‘ii‘iS and DPC
have béen vorking orrat appiiach that covers patient care for a limited number of these trials,
Because of concerns about its cost, OMB and Treasury strongly oppose this option.

Nearly half of all cancer patieals are covered by Medicare, yet Medicare does not cover
patiznt care costs associated with these trials. This care can ofien be prohibitively expensive for
cancer patients and their families. Expanding Medicare coverage could increase access to trials
for the many beneficiaries with cancer.Historically most lnsurers-have covered clinical trials for
children, As a consequence, nearly 70 percent of children with cancer participate in clinical
trials, Scientists agree that this participation rate has helped improve cancer teeatments for
children, and some argue that it is one reason for the dramatically higher survival rates for
children cancer patients.

The lack of participation in irials, related o lack of Medicare coverage, has significant
unplications for research in all cancer areas, particularly for those cancers like prostate cancer
where clinieal trials are particularly undersubseribed. According to a former National Cancer

!\(""" Institute direotor, i 10 percent of all cancer patients padticipatedin-such trials toials that |
"& currently take three o five vears would take only oneyear. Additionally, as the nation's largest
insurer, Medicare plays a significant role in selting the standard for the Insurance companics, A
commitmaent from Medicare to cover clinical trials would go 3 long way to encourage private
MSUEANCE companies (o cover these trials, :

Proposal

We have devetoped a proposal to expang Medicare to cover patient care costs of cancer
clinical trials conducted at the NCI and trials with comparable peer review. In addition, we
would require a National Cancer Policy Board 1o make further coverage recommendations, and
HHS to assess the incremental costs of such trials compared to conventional Medicare-covered
therapies. Assuming the true incremental costs are substantially less than the actuaries project, as
we bolieve, addetional trial coverage as recominended by the Board could ocoue, The initial
coverage would eost $1.7 billion over five years, Senators Mack and Rockefeller have
developud u more expansive and expensive proposal (co-sponsored by 26 Senators), which
covers all FDIA teinls, many of which the experty believe do not meet a scientifically-meritorious
stancdard,

6H
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A possible alternative way to cover clinical cancer trials’ patient care costs is to dedicate
esources from any significant increases that NIH 7 NCI receive in the upcoming budget. NCI
could use these increases to simplify and centralize its clinical trials system, which has the
potential to increase patient acoess. Although this option may be effective, the cancer
community has clearly staled its preference for extending Medicare coverage. Another
possibility is to require drug companies desiring Medicare coverage of additional ¢linical trials to
comtribute to part of the patient costs.

Discussion

HHS is supportive of this policy and believes that it would not only give Medicare
beneficiaries choiees, but would encourage the private industry to cover clinical trials as weil.
HHS notes that this proposal is the highest priority for most of the cancer community as well as
many i the women's community who believe it 15 an esgential step (¢ improve breast cancer
treatoient. The advocates have made it clear that they would strongly prefer the more expansive
and expensive Rockefeller/Mack approach. But, the Senafors might well support our proposal as
an important first step and this would matier greatly to patient groups and the cancer comnunity,

OMB and Treasury strangly oppose the Medicare coverage option. They note that
Medicare would incur a large cost to provide medical services that are experimental and,
therefore, unlikely to help the majority of bencficiaries. They also believe it will ereate
enormous pressure o cover more types of cancer trials as well as non-cancer trials, Congress
would likely expand the proposal beyond coverage of NCI trials, which will be very costly (up to
$3 billion over five years). Moreover, similar support will be demanded for trials of treatments
for Alzheimer's, Parkinson's, and ather maladies. OMB also believes drug companies — 1ot
Medicare — should take the lead in improving Medicare beneficiaries’ access to clinical tnials.

While recogaizing the OMB and Treasury concerns, DPC/NEC belicves that Medicare
coverage has potential to contribuie to expansions of clinical trials and pessible break-throughs
in caneer treatment. Our recommendation'to tnelude 1t in the FY 1999 budpet depends on other
decisions. If resources are fimited, we would propose the pre-6835 initiative instead of this one. In
addition, a meajor increase in the NIH - and NCI — budgets could lessen the need for this
policy. But, if sufficient resources are avatlable, we would recommend that you support this
benefit as a reinvestment in Medicare end an enhancement of our biemedical research package,
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D. MEDICARE ANTI-FRAUD POLICIES AND INCOME-RELATED PREMIUM

Pl . 3™
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Funding for Medicare initiatives will probably require Medicare offsets. One approach is
to use Medicare anti-fraud initiatives. HHS and OMB beligve that these offsets could total about
$2 billion over § years. This amount could fund some, but not all of the initiatives described
above. To fund a more expansive series of intigtives, you may have to constder an income-
related premium, which gencrates at least 38 billion over 5 years.

ANTEFRAUD PROVISIONS

\J In our ongoing efforts 1o reduce Medicare fraud, we have identified a number of small but

b

important policies that could total about $2 billion over five years, Several of them address
problems identified by the HHS Inspector General, such as the overpayment by Medicare for
certain cancer drugs, that you highlighted in your radio address today.

INCOME-RELATED PREMIUM

Medicare subsidizes 75 percent of the Part B premium for all beneficiaries, including the
wealthiest. Higher income beneficiaries, who actually reccive more Medicare benefits than do
poor beaeficiaries, could afford premiums wathout subsidies. However, the addition of an
income-telated promivm would make Medicare less of a social insurance program.

As you know, the Administration has publicly supported an income-related premium, It
is not clear, however, that we should include this policy in our budget. Because this issue is very
camplicated, we will not make a recommendation until we meet with you on the subject.

Policy Options

Building from our position last summer, the income-related premivm would be
administered by the Treasury Department, not HOFA or the Social Security Administration.
Eligible people would fill out each year a Medicare Premium Adjustment form {a separate form
or a line on the 1340 form) and sead a chieck to “The Medicare Trust Fund.” Revenue from this
premivm, which is at lcast $8 bilhion over 5 years, depends on who pays and how much they pay.

Whe pays, The jucome thresholds determine how magy people are paying the higher
amount. We proposed thresholds of $90,000 for singles and 115,000 for couples tn the Health
Security Act. Last summer, the Senate, including most centrist Democrals, passed 4 policy that
began tha exira premiwm payment at $350,000 for singles and $635,000 for couples. During the
budget debate, we did not express support for particolar thresholds,



How much. The amount of the payment for the wealthiest beneficiaries is a second
question. In the budget debate, we argued that a 100 percent premium (no subsidy) would cause
sotne healthy and wealthy people to opt out of Medicare. However, an analysis by the Treasury
Department this fall found that the effects of a 100 percent premium would be smaller. HHS
would strongly object to changing our position to support an income-~related premium that
completely phases out the Part B subsidy. If we decide to change our past policy, we should
have a sirategic discussion about the timing of announcing such a change.

Discussion

The decision to propose an income~rclated premium is complicated, and your advisors
have differing views about its timing and, to some extent, advisability. Some believe that we
made a decision last summer (o support this policy, regardiess of circumstances. However, its
introduction may proveke criticism. Many Democrats and possibly AARP will eppose the
income-related premium {though this opposition may soften if the premium is linked to a
Medicare investment). in addition, Republicans might label it a new tax and use our support for
it a5 an issue during the 1998 campaign. The Medicare Commission almost certainly will
recommend this policy if you do not ia the spring of 1999, Leaving it to the Commiission has the
advantage of providing both Democrats and Republicans with political cover, but the
disadvantage of decreasing your control aver the structure of the premium and how it will be
spent. DPC/REC will prepare for a separate meeting to discuss this issue.



