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WASHINGTON 

April 24, 1998 

MEMORANDUM FOR THE PRESIDENT 

FROM: G ENE SPERLING 

RE: NEe WEEKLY REPORT 

(c: ERSKINE BOWLES 
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1998 World Competitiveness Report - America: The World's Most Competitive Economy 
Again: On Monday (4119), the Institute for International Management Development (IMD) 
released their 1998 World Competitiveness Rep<>rt. For tbe fifth year in a row, tbe United St~lsws 
was ranked the most cpmpetitiye economy in toe world. The IMD cited our strong economy, 
massive domestic investments, labor market flexibility. and deregulation as the reasons for our 
#1 ranking. In 1992. they ranked the United States #5 -- behind Japan. Genmany, Denmark. and 
Switzerland. This report used to be prepored jointly by IMD and the World E<:onomic Forum. 
However, they split in 1995 and decided to publish rival surveys, with IMD maintaining the 
~methodolQgy and the World Economic Forum developing analtemative survey, You 
should know that while IMD ranked the America #1 in 1997. the World E<:onomic Forum placed 
the U.S. at #3, behind Singapore and Hong Kong. The World Economic Forum has not yet 
published their 1998 competitiveness report, 

IRS Hearings: The Senate Finance Committee\viH begin another round of hearings next week, 
beginning on Tuesday, The hearings will focus on the Criminal Investigations Division of the 
IRS and a.re going to be more sensational than the previous hearings, The Senate Democrats 
have been completely excluded from the process and are angry, Senator Daschle has criticized 
the Republicans in advance of the hearings. We believe that. Moynihan WTQte a letter to Roth that 
was sent on Friday~~we don't expect it to be leaked until Sunday. On Wednesday. Rahm, Paul. 
and I met with Secretary Rubin to discuss our,strategy, The IRS and Treasury have been 
aetively recruiting a major law enforcement figure to'head up an-investigation into the criminal 
division, Treasury and the IRS are trying to finalize the arrangement by early next w~ek. 
CommJssioner Rossotti has asked Chairman Roth that he be allowed to testify at the outset of the 
hearings. Roth is apparently going to reject the request and Rossotti is likely to testifY at the cnd 
on Friday. He will give strong testimony, expressing no tolerance for the types of abuses raised. 
Either at that time or before, the IRS will likely announce Administrative actions in response. 
Treasury is also workmg on possible relevant amendments that could be added to the IRS reform 
bill when it moves to the Senate floor, 

Unemploymeltllnsuranee Reform: On Thursday (4122), the Department of Labor transmitted 

• 
to the Hill the reforms to the Unemployment Insurance (UI) system included in your FY99 
budget. The legislation was subsequently introduced by a bipartisan group of Congressmen: 
Levin (D-MI). English (R-PA), and Rangel (D-NY). Our proposals strengthen the VI s.fety net 
in three ways: (I) it provides incentives to States to implement administrative systems that will 
make the program more accessible to low·wage workers, increasing the proportion of 
unemployed workers receiving UI; (2) it revises the program's unemployment triggers to make 
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extended benelits more readily available during rec'essions. helping,to avoid situations like the 
one that aro;;:e during the last recession when the Federal government had to allocate $28.5 
billion to provide extended benefits to unemployed \vorkers: and (3) it provides incentives to 
States to voluntarily improve the solvency of their unemployment tmst funds and thereby their 
ability to pay benefits if unemployment increases. These proposals arc a first step toward more 
comprehensive reform. An interagency NEe working group wiH continue to meet to develop 
more extensi vo refonn proposals. 

Social Security: Three developments on Social Security arc worth noting this week. First, the 
Ways and Means Committee approved the Archer commission bill by voice vote on 
Wednesday (4122), In addition to creating a fonnal National Dialogue on Social Security (led 
by two Facilitators and a Dialogue Council, with representation (rom a long list of interest 
groups and think tanks). the bill creates a CODUntssion charged With designing a single package 
of long-term Social Security reforms. While we do not object to the tjational Dialogue· 
component we have three serious concerns about the commission, First, we are worried that 
the commission (through leaks and perhaps periodic reports) could politicize the Social 
Security Reform efforts before the November elections: Second, the commIssion's reporting 
date (Feb 1999) is after the date we had hope to start negotiations thus delaying reform, 
Third, it is not clear at this point precisely-what mechanism win be the best one to get reform 
done-- and k!gislating a commiSSIon could restrict our flexibility. You should also know that 
Speaker Gingrich has asserted publicly that Erskine had said that we would sign the bill in its 
current fom:" This is not true, What Erskine told Speaker Gingrich was that we are willing to 
listen to their idea and work them to see if there is an acceptabJe compromise. I have been in 
contact with·the bi-partisan Leaders staff to explore possibilities, 

Second. Senator Gramm held a press conference on Wednesday to release his reform proposal. 
which involves a 3 percent individual account starting 1anuary 1.2000, Gramm claims to 
finance his proposal by using the projected surplus, reducing Soci.1 Security benefits by $1 for 
every 72 cents withdrawn from an individual account. and earmarking for Social Security the 
additional corporate income taxes he assumes will result from higher national saving under the 
plan. Gramm has not yet subjected his proposal to.scrutiny by lhe Soc:ial Security actuaries • 

. however. his estimates are likely to prove,inaccura[e~~panicularly~because of his unrealistic 
assumption of dynamic scoring to preserve existing benefits. 

Social Security Trustees Report: The 1998 Social Security Trustees report will be released 
next Tuesday (4128), Outside experts are expecting a slight improvement relative to the 1997 
report (which showed a 7S-year actuarial imbalance of 2.23 percent of taxable payroll. and 
forecasted that the Trust Fund would be depleted by 2029), 

I'Jedicare Trustees' Report: Although there will be no infonnation released on the status of the 
Trust Fund prior to the official release on 4/28, it seems clear that results from a recent analysis 
will hold: that the !lilA reduced the 75·year actuarial deficit of Medicare by about one half, It is 
unclear whether the precise year of Trust Fund exhaustion will remain at 2010. You should have 
a chance on Tuesday to comment on the Social security and Medicare,numbers. 
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• AARP to IMease Posit;"e Analysis oflile Medicare Buy-In: Next Thursday (4130). the AARP 
will hold a press conference to release an actuarial analysis of the r..'1edicare buy~in. We 
understand lhat the analysis continns both our Actuaries' and C130's estimates of the premiums 
and suggest;: what the premiums would be ifage eligibility were Taised to 67. The American 
Academy of Actuaries may release a report in May with similar findings. Attention is also being 
directed tov.'ard the buy~in through a series of public forums, Chris Jennings spoke at one of 
these forums this week, and another is scheduled for late May, Moynihan is considering holding 
hearings, ' 

H-l Do' Last week Sally Katzen and Elena Kagan met with House members and their staff to 
further discuss pending H I~B legislation. We anticipate that the House version of legislation to 
increase the number of temporary (H· I B) visas for foreign "specialty" workers will contain 
strong refonns to the H~1 B visa program (as we have advocated for several years) and a training 
component (to insure that U.S. workers can obtain the skills needed by employers.) We expect 
Reps. Smith and Watt will introduce such a bill sometime next week. Also, we can expect that 
this issue wjll move quickly in both the House and the Semite because the current cap (of 65,000) 
on the number ofH-IB visas is expected to be reached by mid-June, 

• 
G.I. Bill: Ifall goes well the Senate version of the G. L Bill. the Workforce [nvestment 
Partnership Act. will reach the floor next week, We clearly support passage of the bill, but there 
is an amendment to the current Senate hill by Sen. Ashcroft that threatens the Administration 
legacy on School-to-work that the Administration strongly opposes. I spoke with Senator 
Kennedy myself several times to discuss strategy and we decided not to fight the amendment 
now in order to move the bill through the Senate. because Sen. Kennedy has gotten verbal'" 
commitments from Sens, De Wine and Jeffords to work with us in Conference to address our 
objections to the Ashcroft Amendment. Larry Stein also recommends this strategy, 

Bankruptcy: As you know, the startling increase in consumer bankruptcy fitings (1.3 million in 
1997. an almost 400% lncrease since 1980) is giving momentum to an effort fa make significant 
changes to the Bankruptcy Code; however, dramatically different diagnoses of the problem have 
produced varied approaches. Credit card companies argue that consumers are abusing the 
bankruptcy system and so advocate a newl."needs-based" approach,to,bankruptcy. which would 
force some of those who can afford to repay a share oftheir debts,to do'so. These proposals are 
sharply criti,;ized by consumer groups who blame the increase in bankruptcies on excessive 
credit extension. They offer competing proposals that would not allow collection of certain debts 
in bankruptcy if the credit were imprudenUy extended. The lack ofdefinitive information and 

. analysis cautions against a radical departure from the historic structure of the Bankruptcy Code. 
but some changes may be warranted. The NEe is numing a process to develop a package that 
appropriately balances consumer and creditor interests and a strategy to address legislation 
moving on Capitol HilL 

• 
Apparel Ilttluslry Partnership: Much to everyone's surprise, the AlP survived another meeting 
this week without defections, Secretary Hennan and I pressed both sides to make reasonable 
compromises. Modest progress was made on external monitoring requirements and the 
Association's authority to address companies doing business in a country whose laws or practices 
make it impossible to be in compliance with the Code (e.g., China, where freedom ofasSOc1ution 



• and freely chosen unions are not recognized), Cooperative public behavior notwithstanding. we 
have reason to believe that We still face the possibility I warned arlast week: UNITE (the key 
apparel industry labor union) departing, the other unions and NGOs unable to remain without 
UNITE, and the companies proceeding alone, We should have a report from the Laoor/NGO 
caucus early next week. We will coordinate closely \vith DoL and Karen Tramontano and make 
recommendations to you on how to proceed. 

Child Labor: The NEe convened u meeting (4/24) afDol, State, Treasury/Customs, AID. 
USTR, NSC, OMB. and White House officials to get reports on child labor activities throughout 
the government and better coordinate activities to advance your child labor agenda. A working 
group will meet biweekly to produce a detailed Child Labor Action Plan and calendar. Topics 
include: advancing your FY 99 budget initiative; the U,S. role in promoting the ILO Convention 
on Child La~or; the Customs Service's child Jabor enforcement efforts; a strategy to respond to 
Rep. Chris Smith's legislation proposing in1ernational,sanctions for child labor; better use of 
opportunities to highlight your child labor message; and better advance planning and . 
coordination in connection with overseas trips, 

• 
. Future 01 Manufacluring Extension PartRf!rship: NEe staff this week chaired a Commerce~ 
EOr meeting on the future of the Manufacturing -Extension Partnership, which will be one of 
your legacies in technology policy, We have succeeded in achieving our start-up goais for MEP: 
a demand-driven network of70 locally managed centers (up from 7 in 1992) in all 50 states that 
reach about ]0,000 small manufacturers a year. half of them repeat customers. It is now time to 
stretch the goals and scope of ME? by optimizing this remarkable nt:twork and improving the 
effectiveness of program services. (For example, the current focus on helping firms manufacture 
commodities more efficiently needs to shift toward helping them develop higher value products.) 
To help us think about this more systematicaily. we agreed to ask the National Academy to 
organize a workshop on the future of the MEP, 

User Fees for FM: On Monday (4/20), Secretary Slater and Administrator Garvey announced 
legislation to make the FAA operate more like a business. Specifically, FAA air traffic control 
services would be centralized in a Perfonnance-Based Organization and services for commercial 
(not general) aviation would be funded by cost-based user_fees:;. These.proposals1largely mirror 
the recommendations of the National Civit 'Aviation Review C::ommission (chaired by Norm 
Mineta), with which OMIl and NEC worked closely. NCARC's support for user fees followed 
from a similar recommendation by last year's "Gore Commission" on Aviation Safety and 
Security, As NEC director. Laura Tyson served on the Gore Commission; the NEe wus the 
major champion for user fees, overcoming initial opposition from a majority of other 
commission members who preferred to continue the existing ticket tax. 

Student Lvan Interest Rales: Representative Armey and others are pushing for a "fix" to be 
included with the supplemental appropriations bilL Because it is the only truly time~sensitive 
driver 011 the HEA reauthorization. moving the interest rote provision to the supplemental 

• 
unfortunately reduces the likelihood of Congress sending you a Higher Education reauthorization 
bill. nut we may not be able to stap this from happening, so we will likely be involved in 
negotiations over the weekend, As you remember. the current interest rate proposal in Congress 
adopts the rote we recommended for students. but has taxpayers footing the bill for additional 
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• subsidies to banks. We have objected. II is possible thal we will have /0 sign on to a 
(.'ompromise thaI will involve a higher rale/or swdents than we proposed (for example, a 60 
basis point reduction from today's rates rather than 80 basis points). 

America Reads: On Thursday (4123) Sen. Covordell himself proposed to add the language uftbe 
House~passc:d Reading Excellence Act as one of the many amendments proposed to the 
Coverdell Education IRA legislation (As you know, the Goodling response to America Reads 
has some problems. but it is acceptable). At our recommendation, the Democrats accepted it on 
a voice vote. There was a good colloquy between Sen. Kennedy and Sen. Coverdelt in which 
they agreed that it is important for a reading bill to pass soon (we need one by July 1 to use the 
$210 million advance appropriation). Sen, Kennedy urged that this happen separately, through 
the normal process that would allow amendments. 

Techn%g)' Training jor Teachers.' The NEe and, the Department of Education met with over 
100 people from around the country on technology training for teachers ~~ K~12_teachers. 
industry executives, faculty at teacher colleges, and state technology coordinators. The purpose 
of the meeting was to (1) share best practices; (2) get input on the best uses of the 
Admirustration's S75 million grant program; and (3) build private sector support for doing more 
to ensure that teachers can use technology effectively in the classroom. Assuming that we can 
get a critical mass of sup~rt from the private sector ~~ we would like to have an event on this 
issue. 

• Homeownership Ralejor First Quarter oj1998: On Tuesday (4120), the Census Bureau 
reported that the horneownership rate for the first quarter of 1998 rose to 65.9 percent, fWm 65.7 
percent in the fourth quarter, This is below the all-time quarterly high of66.0 percent in the third 
quarter of 1997. However, comparisons between quarters is difficult since the nwnbers are tw1 
seasonally adjusted. You should know that the first quarter number is the highest first quarter 
homeownership rate on record and over the past year, the ~verage homeownership rate is also the 
highest on record. The homeownersrup rate for every group -~ including central cities, African 
Americans, Hispanics, femaJe~headed households. diose with low incomes, and married couples 
under age 35 -- rose in the first quarter. And. through the first quarter of 1998, we still remain 
ahead of schedule in reaching your goal 0[,8 miUion'new homeowners by the end of the year 
2000. 

Japanese Government Stimulus Package: On Friday (4/24). the Japanese Govemment 
announced the details of its 16 trillion yen stimulus package. It contains 11 J trillion yen in "real 
wdter;' stimulus, at the high end of what Treaswy publicly called for several months ago when 
economic conditions were less negative. Hashimoto went further than his preliminary 
announcement two weeks ago by boosting public works spending from 6 trillion yen 10 7.7 
trillion, and extending its deficit reduction target date from 2003 to 2005. As expected, the 
package contains an additional 4 trillion yen in temporary tax cuts but no permanent tax cuts. 
Treasury believes the package, !fimplemented quickly and effecti,,'ely, will significantly reduce 
the risk of a deeper recession, and may foster some growth in the short term. Market reaction has 

• been slightly positive •.but not effusive. Foll-owing an NEe Principals conference call on Friday 
morning. Secretary Rubin issued a statement welcoming the substantial and positive policy 
measures announced. and expressing his hope the government will put them into place quickly 
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and effectivdy, He also noted the need for Japan to move forward with further measures to 
strengthen its banking system and open and deregulate its economy, to help establish II sound 
basis for longer term domestic demand led growth that will contribute to a recovery in Asia. 

U.S.-EU Trade Initiative: On Monday (4120). the NEe Deputies held a meeting this week to 
review progress toward a U.S.-EU trade initiative, with the hope it would be announced at the 
May U.K~ElJ Summit. The ElJ General Affairs Council will meet on Monday, April 27 to see if 
an EU mandate can be reached. despite French opposition. Private indicutions are the they will 
achieve a politicol consensus on the outlines ofa proposal, but the French will not permit a 
fonnal mandate to be granted. This might nevertheless pennit agreement at the Summit to pursue 
a generally described agenda. However, differences between the U.S. and the EU remain in key 
areas, such as agriculture and audio-visual services, and EU capacity to move forward is not yet 
assured. We wiIJ keep you informed. 

Sanctions: On Wednesday (4!22). the NEe Deputies metthis.week w'feach'agreement on the 
Administration's position toward Hamilton-Lugar legislation estahlishing better.Congressional 
'and Administration processes in sanction making pOlicy. OUf proposed position is positive 
wward the spirit of the legislation (to improve decision making and make sure all relevant factors 
are <":onsidered). but we would express concerns about some of the limitations on executive 
discretion contained in the bilL A proposed draft is being circulated in the OMB process. The 

• 
. Deputies also considered a lawsuit likely to be brought by the business community by the end of 

April against a Massachusetts statute imposing economic sanctions on companies doing business 
with Burma, The USG may be asked by the court to intervene. Options are'being refined for 
further Deputies and Principals consideration. 

Africa Trade Bill: Senator Lott has informed us he win not move the Africa trade bill in the 
Senate unless we agree to permit the CBI trade bill to be attached to it. Sandy and 1 co-chaired a 
meeting on Friday, in whicp we agreed to signal to Lott we would agree to its indusion. This 
will raise additional labor opposition, but the Africa bill is not likely to move at all otherwise. 
Lott has also suggested he wants to add fast track to the bill. We intend to try to dissuade Lon 
from this course, after consultations \trith Daschle first. Stein and others wiU follow up . 

• 
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THE WHITE HOUSE• WASHINGTON 

BRIEFING ANI) REMARKS ON ANNUAL ImpORT 
ON THE STATUS OF THE SOCIAL SECURITY AND MEDICARE PROGRAMS 

DATE: April 28, 1998 
TIME: 1:00 p,m. - 1:45 p.m. 
LOCATION: Oval Office, Rose Garden 
FROM: Gene Sperling 

I. PURPOSE: 

To review the status ofthe Social Security and Medicare programs and to highlight the 
need for entitlement refonn. 

II. BACKGROUND: 

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

We do not receive any advance notice of the conclusions in these reports until they 
are made pu_hlie tomorrow. The Trustees who represent your Administration will then 
brief you on the conclusions of the report before you speak and highlight the need for 
action on Social Security and Medicare reform and particularly the need for reserving the 
surplus until we have a long term Social Security fix. 

III. PARTICIPANTS: 

- The President 

- Secretary Rubin 

- Secretary Shalala 

- Secretary Herman 

- Deputy Secretary Larry Summers 

- Ken Apfel 

- Gem'! Sperling 

- Frank Raines 


• 
- Jack Lew 
- Chris Jennings 
- Erskine Bowles 
- Ron Klain 



.. 


• - Same as above 

IV. 	 SEQUENCE OF EVENTS: 

- You will be briefed in the Oval Office by the Trustees on their annua\ report. 

- You will proceed to the Rose Garden where you will make brief remarks to the press 
corps and depart. 

V. 	 PRESS COVERAGE~ 

Open 

VI. 	 REMARKS: 


Prepared by speech writing. 


• 
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June 18, 1998 

MEMORANDUM FOR: THE VICE PRESIDENT 

FROM: GENE SPERLING 
JEFFREY LIEBMAN 

SUBJECT: Background on Social Security for July 1 conference 

The purpose of this hinder is to provide- background infonnation on Retirement Trends 
and Social Security reform before the July 1 conference in Providence t,hat is being hosted by the 
AARP and Concord Coalition. The conference is an important step in the year~long process of 
elevating the $ocial Security dehate, in preparation for the White House conference in December 
and the beginning ofbipartisan negotiations in January 1999. We will be meeting "'lith you 
tomorrow to prepare for the Providence event. 

The hinder contains three sections: 

1) General background on the event and on Social Security 
2) The seven key iss.ues we propose to discuss in tomorrow's briefing 
3} Additional talking points on Social Security and retirement issues. 

ll:a£U>resident's Save Social Securi!)! EjrsLStatement in the State ofthe Ullion has 
lransfonned the tiscallandscape and made Social Securitx refQnu thenatioo's premier policy 
debate. Prior to that speech, most discussions about the surplus concerned tax cuts or spending 
initiatives. But the administration has dramatically changed that agenda, and now everyone is 
trying to fit their proposals into the Save Social Security First framework. By camng for open 
discussion and bipartisanship, the President has potentially lifted the debate on Social Security 
above its former status as the third rail ofpolitics. But the threat Qfthat third rail is still with us, 
which brings us to a key point: our ultimate objective is to get reform done. While some may 
pressure you for your specific views or for you to reveal the administration's "plan," most 
informed observers agree that keeping the discussion open and bipartisan at this point offers the 
best chance for accomplishing reform in 1999. 

By being open-minded, not commenting on spcctfic proposals. and encouraging 
participation in the debate, we have thus far succeeded in keeping the debate substantive and not 
too politicized, Ideas are now forthcoming, and are being vigorously examined on tneir merits. 
For example, the recent plan unveiled by Congressmen Kolbe and Stenholm and Senators Gregg 
and Breaux has received a respectful hearing, but has also generated sharp debate (e.g., criticism 
for raising the retirement age). In that context, we strongly recommend that your general stance 
at the July I conference be one ofpromoting bipartisan discussion and listening to ideas, rather 
than committing in any way to specific proposals or positions. 

The purpose of this binder is to identify the key questions that could come up during the 
conference, and provide the key points that could serve as your anchor for answering them -
however the specific questions are phrased. 
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TKE WKITE KOUSE 

.WASHIN01"ON 

MEETING ON CONGRESSIONAL AND THINK-TANK 

SOCIAL SECURITY REFORM APPROACHES 


Cabinet Room 

July 14, 1998 


12,30 PM 


I. 	 FOUR lLLUSTRATIVE CONGRESSIONAL AND TmNK-TANK 

ApPROACHES: 

# I Invest Trust Fund in Equities 

#2 Add-On Individual Accounts 

#3 Carve-Out Individual Accounts 

#4 No Stock Market Involvement 


\ 



I, ARPROACH #1: INVEST TRUST FUND IN EQ~TIES 


PLAN DESCRIPTIO:'I 

• 	 Transfer half ofprojected unified budget surplus to Social Security trust fund for the next 
10 years, and invest up (0 25 percent of the trust fund in equities. 

• 	 ' Make conunon set of reforms (cover state and local workers, mice maximum taxablt 
earnings limit, and increase number ofyears in computation base from 35 to 38.) 

• 	 Make additional adjustments to traditional social security program to restore solvency_ 

• 	 Can accomplish reform with minimal changes to existing Social Security benefits, 
Indeed, ifone were 'wiIHng to lnvest halfofthe trust fund in equitiesl reform could be 

,accomplished with almost no benefit cuts, 

• 	 Higher rate of return is accomplished with low administrative costs and shared market 
risk. 

• 	 Government would be major player in priv~te markets. 

IMPACT ON TRUST FuND SOLVENCY: 


Common Set of Reforms: Cover state and local workers, raise :~~}.: ;~}f&}::.'/~" ,:~' 

maximum taxable' earnings limit; and change computation base from i~;;: ~l~itji:~t .::<" ,,;,,: 


I 35 to 38. ':',. '" -:{t~;~:~i ,': ,;:, 

------------------------~------------------~~,~,~:~,~,~,~~,,~,~~-7;, 

Transfer y, Surplus to Trust Fund Over Next 10 Years and Invest :":':':" :¥v~J'~ ," '. 
in Equities Up To 25 Percent of the 1 rust Fund Assets "'~ _':';';1~91 

Remaining Actuarial Shortfall 

(7S-year balance under present law is -2. J9) 
 -0.21

--'----- 



" 
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POSSIBLE IMPACT ON BENEFIT LEVELS: 

Impact on current' ' 
Jaw benefits 

Common Sct of Reforms: Cover state and local workers, raise 
maximum taxable earnings limit; and change computation base from -3.0 percent 
35 to 38, 

Across-the-Board Seneti! Cuts implied by Remaining Shortfall 

Total Cut in Benefits Compared to Current Law _______...L______ __ ______t_'..;j'1-S:O.,:p'o,;.'rcen 

KEy ISSUES 


• 	 Administrative costs can have large impact on retirement income. For example: 

Annual transaetlon Costs Percentage Reduction in Value of 
(basis POints per year) Indjyjdual'S Retirement Income 

10 	 2.4 
50 Il.s 
10(l 21.5 

• 	 Investing the trust fund in equities win he assodaled with virtually no administrative 
costs; estimates suggest that they would be only one-half ojone basis point, 

• 	 Costs ofindividual accounts depend on how they are administered, customer service 
quality, and burdens on employ""" The following examples apply to mature 
individual Accounts, iilstead ofstart-ups: 

Estimated Adminisl:rative and Investmem-Management 

Costs for Indjyjdual ACW1lnts 


(bps ... b:;sis points) 


Adminjstering Body l!miye Mvrual Fund Active Mutual Fund 
Goveromenl-Based (e.g,. TSP) 8-16 bp, 58-66 q" 
Employer~Based (2,000 workers) 36-44 bps I09-U7bps 
Emptoyc:rwBased (25 workers) 76-86 bps 138-148 bp' 
Individual-Baw! (e.g., IRA) 81-91 bp, 143-153 bps 

• 	 The level ofadministrative costs for Individual Accounts will also depend on how 
quickly a worker's contributions are credited to hlsfher account It will be important to 
design a plan that is perceived to provide the best trade~offbetween good service and 
administrative costs. 



KEy ISSUE #2: GOVERNMEl\'T OWNERSmr OF PRIVATE EQUITIES 

• 	 Under optimistic budget forecasts, transfering halfof the surpluses to the trust fund and 
investing 50 percent of trust fund in equities can solve the entire problem, moving the 
'Ictuarial balance from ~2.19 percent of payroll to +0.18 percent of payrolL 

• 	 However, if 50 percent offoe trust fund were invested in equities. the trust fund would 
be a very large share of the U.S. stock market. 

Trust Fund Holdings 
year As A PeIceULQ(The Stock Market 
2010 $-)2% 

2030 15·30% 
2050 15·30% 

• 	 If only 25 percent of the trust fund were invested in equities, the trust fund would hold 
about 7·15 percent of the U.S. stock market in 2030. 

• 	 Even ownership of 3 smaller fraction of the market, though, could raise issues such as 
"the government is the largest single shareholder 0[200 ofthe 500 largest companies." 

• 	 Additional implications of investing the trust fund in equities include: 

1. 	 Political pms~ure OD inves:ttrumt decisions. Political considerations could 
influence the marmer in which the Trust Fund is invested. 

2. 	 CorpQrate governance issues. The government will have to decide whether and 
how to exercise its right as a shareholder to choose corporations' managers and 
influence business decisions. 

3. 	 Constraints on economic poiicymaking, Investing a large share of the Trust 
Fund in equities could constrain economic poneies that affect stock prices. 

4. 	 Similar issues are present with individual accounts. Some of the issues listed 
here could also arise under a system of individual accounts if the system were 
centrally administered and investon; were limited to • small number of 
investment vehicles. 



KEY ISSUE # 3: RISK 


• 	 Market nsk only applies to portion of benefits in Individual Accounts .or invested in 
equities. Under most plans, current payron tax receipts pay most ofcurrent benefits, 

.. . Both investing trust fund In equities and individual accounts expose a portion of 
retirement be:1efits to stock market risk, 

• 	 This risk is not trivial. In real terms. the Dow Jones did IlQ1 rebound to its 1968~peak 
until 1987, On three occasions during 'he past 70 years. the 5&1' 500 index has 
declined over two years by more than 35 percent; Japan's Nikkei has fanen by 
60 percent since 1989, To get a handle on the risk that equity investment could 
introduce, we simulated the impact of three scenarios: 

o 	 "Best guess:" 40 percent of the trust fund is invested in equities. 

o 	 "Nikkei-Followed By Slow Growth:" Stocks fall by 60 percent over the next 8 
years. then grow about two percentage points slower than historical trend, 

o 	 "C%jeet:" Stock prices decline, then the Trust Fund shins from stocks to 
bonds, 

Effect ofAlternative Investment Scenarios on 
IruSI Fund lmu!-RuD ActuJlrial Balance 

(percent of taxable payroll) 

-
Be§{ GuS~ 
Ll3 

l:lllsW, 
0,20 

CQld·feel 
-0,25 

• 	 There are a number ofreasons to think. though, that the risk is smaller in the case of 
investing the trust fund in equities than individual accounts. For example, investing 
the trust fund shares risk across individuals in a cohort and across cohorts. And the 
danger of individuals making unsound investment declsions is eliminated with the trust 
fund making the investments.. 



KEY ISSUE #4: FORJ\HJLA FOR USING BUDGET SURPLUSES , 

• 	 If the budget surplus is committed to the Social Security trust fund through any 
fannula (e.g., halfof all projected surpluses, etc.), as opposed to a certified amount. it 
creates two additional issues: 

L 	 The Social Security actuaries may DQ1 score transfer of surpluses. 

II. 	 All future spending initiatives or tax cuts can be described as a "cut in Social 
Security," 



I;c'APPROACH #2: ADD-ON INDIVIDUAL ACCOUNTS 

PLA."1 DESCRIPTION 

• 	 Fund $500 per worker Individual Accounts (indexed to wages) out of general revenues. 

• 	 ' Make conunon set of refonns (cover state and Jocal workers. raise maximum taxahle 
earnings limit, and increase number oryears in computation base from 35 to 38.) 

• 	 Make additional adjustments to traditional social security program to restore solvency, 

• Can use surplus to fund progressive individual accounts while preserving most of ilie 
traditiolllll Soci.l Security benefil 

• Individual accounts would expose individuals to market risk, and administrative costs 
could eat up some of the higher returns. 

• Individual accounts would need to be funded after surpluses run out. 

lMPACT ON TRuST FuND SOLVENcr: 
• 

Common Set of ReformS! Cover state and local workers, raise 
maximum taxable eirnings limit, and change computation base from 
35 to 38. 

':::'-: ~c.~m~ 

, 
, ,:,'....;. 

i Remaining Actuarial Shortfall " '·.'i-L21 
I (75-year balance under present l~w_is_-_2_.1_9.!.)______ .....___1-_._._'_"___..J 



POSSllil.E IMrACT ON BENEFIT LEVELS 

POSSIBl.E IMPACT ON CURRENT LAW BENEFITS (2030) 

Low earner Avcrage earner ~{jgh earner 
($12,000) ($21,000) . ($43,000) 

Common Set of Reforms -3.0 percent -3.0 percent percent .. 

, Across-th.-Board Cuts Implied 
: hy Remaining Soortfali 

'11.7 percent -11.7 percent ' '., ' 

i Annuity Provided by 
Individual Account (2030) ;" : ; 

Total 

• 	 1be annuity provided by Individual Accounts assumes the stock market grows at its 
historic nte, an optimistic level for administrative costs (only 10 basis points); and 
reflects single workers only who do gain more from Individual Accounts than married 
couples. 

• 	 Because add-on Individual Accounts funded through a flat contribution are so 
progressive, the additional Social Security reforms could include across-the-board 
'(',hanges and a lower-income wor~er would still be better off. 

KEy ISSUES 

• 	 FI.t contributions lead to higher benefit levels (as a fraction ofcurrent law benefits) for 
lower-income workers. On the other hand, percent ofpayroll individual accounts plans 
do the most for high-income workers. 

I 
I 

Soda! SccurHy benefit plus annuity , Social Security benefit plus annuity 
from SSOO/worker individual account from I perunt Individual account 
(as percentage ofcurrent law benefit) ! (as pereentage of current law benefit) 

[LowE"n... ___+ ______l_l_6._1_____--,I______l_O_1._S_____-i 

:-vcra•• Earn" 1040 	 t06.9II 

~lgh Earner 	 99,4. 111.5 



KEy ISSUE #2: LONG-RUN BUDGET VIABILITY 

• 	 Add-on Individual Accounts cannot be funded out of the surplus forever. For example, 
$500 per worker can be afforded -- as part of a comprehensive reform - until between 
2012 and 2057 depending on which surplus forecast 15 used (and assuming that 
surpluses not spent on Individual Accounts after 2008 are used to payoffdebt). 
During the next decade. an add·on Individual Account witb contributions of$500 i-ler 
worker would require 37 percent of the surplus. Over the next 35 years, the fundfng of 
these Individua1 Accounts would represent 0,7 percent orGDP. 

• 	 Two percent ofpayroU Individual Accounts can be funded between 201 I and 2051 
depending on which surpius forecast is used. During the next decade, they require 42 
percent of the surplus. 

• 	 Because these Individual Accounts are dependent on projected surpluses, they create 
the following future budget scenarios: (1) the perputual commitment to SSOO per 
worker per year will cr~te future fiscal deficits and put pressure to Wlduly cut back 
government programs in the: out years -- which may hurt support for this proposal 
today; (2) may need to seek trigger or other mechanism to ensure that Individual 
Account funds do not lead to future budget deficits; and (3) could put pressure to use 
remaining surplus in early years for debt reduction. 

• 	 Individual Aceounts could also create a "slippery slope" toward privatization if stock 
market performance was particularly impressive in the near future. 

• 	 Contribution to Individual Account does not have to be $500 l"-'f worker per year. 
Lowering the contribution~· to say, $250 - would mitigate some of these factors. 

• 	 Protects the 12.4 percent p')Toll tax for the traditional Social Security system. This 
approach·1o individual accounts has the most potential to attract defenders ofllie 
traditional system. 

• 	 Because the approach brings additional revenue into the system, it reduces the need for 
averaU benefit cuts -- when both the retirement income from individual accoWlts and 
traditional benefit are taken into account -~ a.1d will appeal to people who favor pre
funding ofSocial Security's obligations. 

• 	 These Individual Accounts could be described as a tax cut. 

• 	 Because the benefits from an Individual Account are uncertain, some will argue m:}.t 

the income from the Individual Account should not be counted -~ which would show ' 
significant benefit cuts, ,. f, 

~---( 




KEy ISSUE #4: RISK 

• 	 Risks ofstock market variation and bad investment choices would faU on individuals 
on the portion ofbenefits coming from Individual Accounts. Additional «appearance 
risk" results when people expect the final account vaJue will match its highest level 
over its lifetime. 

• 	 However, the risk in Individual Accounts depends to a certain extent on how they are 
designed. For example, a ~'safe investment option" could be provided through 
inflation-protected Treasury bonds. A minimum benefit or other guarantee could 
minimize the dO\Vl1side risk of the overall system. 

• 	 One possible goal for refonn would be to try to design a package in which the 
traditional benefit plus the individual account totaled as much as current law benefits, 
ifthe individual invested in the safe investment option. This would be the default 
option; those workers who wanted to take on more risk to seek a higher return would 
be allowed to do so. 

,. 




~APPROACH #3: EXISTING CONGRESSIONAL 
CARVE-OUT INDIVIDUAL ACCOUN~S' 

PL~" DESCRIPTIOI' 

• . Use two percent of existing 12.4 percent OASDI payroll tax to fund Individual Accounts. 

• 	 Make common set ofrefonns (cover state and local workers, raise maximum taxable 
earnings limit, and increase number of years in computation base from 35 to 38.) 

• 	 Make additional adjustments to traditional Social Security program to restore solvency. 

• Individual Accounts can be sustained forever without depending on surpluses, and 
without additional sources of revenue. 

• 	 Creates a transition problem by diverting revenue to Individual Accounts that had 
previously been allocated to funding traditional Social Secuirty benefits. 

• 	 Potentially Wldercuts social insurance and redistribution features of traditional system. 

IMPACf ON TRUST FUND SOLVENCY: 

, ::'·:·iffiWa'r~~~75&1j~t~1 
, ~:A:ctt~rr~ftB1Dfiii~~':, . _. ·."'~r":,:""_""J""',.,,,},.·' 

'<~J::..;- 'J"N'~':'i:~'~\'t'f/> '~'--. "':'"l1i'i1~':'" , ::-",' ,., 
.:., "~~~:l-;{'" ',;;" ~'i:~' i .:{: : 

Common Set of Reforms: Cover state and local workers, raise 
maximum taxable earnings limit, and change computation base from •.",,1;0,97, ,,;. 'i!~' 

, 35 to 38. ''"';;;''~ 'il"iJi: 
:'f:"<;,.'.r""~ ...,.... 

:~,:'~".1"88'<~'·,G.,,· ' ... 
, 	

f~·;'<-. /~!t, .,z*\.~ ~, ., oj; 
, ~ 	"_ "' ,"'ww 

!Carve-Out of2 Percent 'of FICA Tax Rate for Workers Under 55 
" 

~t.. . <:.:-ru ..,, ~:;.-, .''it,' , ;.'I , 	 '.:rpoe: ......l!?i. ': y.IRemaioing Actuarial Shortfall , , 
,,-3:09;,·; r 

(75-year balance under present law is -2.19) I, " , 

" 
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POSSIBLE IMPACT ON BENEFIT LEVELS 

, ',. 

,3.0 

High earner 
. ($43,000)

-3.0 percent 

-30.0 percent 
.+,.~. 

,,~ . 

+26.2 percent 

POSSlDLE IMrACTON CURRENT LAW BENEFITS 
(2030 AND 2050) 

Common Set of Reforms 

Across~thc-Board Cuts Implied 
by Remaining Shortfall 

Annuity Prov;ded by 
IndMdua! Account (2030) 

Total (2030) 

Annuity Provided by 
Individual Account (2050) 

I Total (2050) 

• 	 The annuity provided by Individual Accounts assumes the stock market grows at its 
historic rate, an optimistic level for administrative costs (only 10 basis points); and 
reflects single workers only who do gain more from Individual Accounts than married 
couples. 

• 	 Because Individual Accounts are a percentage ofpayroll, the additional r.forns 10 Social 
Security mosllikely would need 10 be progressive. 



'. 

KEY ISSUES 

KEy ISSUE #1: TIIE TRA1'1SITION PROBLEM 

• 	 When two percent is carved out for Individual Accounts, that revenue can no longer 
pay for benefits for current retirees. This approach would take $700-$900 billion from 
the traditional Social Security system over the next 10 years. _. 

• 	 This dilemma ~~ the "transition problem"·· in moving from a pay-as~you~go system to 
a funded system is that if the contributions of C':..ll"rent workers go into Individual 
Accounts for their retirements, how do we pay for the retirement ofcurrent retirees? 

• 	 The unified budget surplus could be trnnsferred to the trust fund and used to pay for 
benefits under the traditional Social Security system during the transition period. 
Under the most optimistic long-run budget projection-~. transfering the entire surplus to 
the trust fund would cover the entire 2.19 percent shortfall ~ halfof the lost revenue 
from the carve-out 

• 	 In 40 years, when workers ytiH have contributed to Individual Accounts for their entire 
working lives, traditional Social Security benefits can be reduced and still leave total 
retirement income above current law benefits. 

• 	 In the short run, though, benefits need to be cut to make up for the lost revenue and for 
2.19 aetua,i.1 imbalance, but the Individual Account will not be large enough to olIset 
these cuts. 

• 	 An importa,~t challenge in designing reform plans is to time the benefit cuts and the 
. build up ofIndividual AccoWlts so that the total benefits ofretirees over the transition 
do not fall too much. 

• 	 A number of the reform plans proposed by moderate Members ofCongress take the 
approach ofcarve~out Individual Accounts. 

• 	 Can be described as a promising new social compact workers get a payroll tax cut so 
long as they save it in their Individual Accounts, 

• 	 Can use surplus to partially mitigate transition costs. 



KEy ISSUE #3: LONG-TERM STRUCTURE OF PROGRAM 

• 

, • 

For the average retiree in 2030. the income from an add~on Individual Accounts would 
account for 18 percent of their retirement income. For a similar retiree, a carve-out 
Individual Account would be 24 percent of their retirement income. These numbers 
are even greater for beneficiaries eligible for Social Security in 2050: the add-on 
Individual Account would be 29 percent and the carve~out would be 38 percent 

Individual Accounts could be accompanied by a guaranteed benefit or a guaranteed 
return which would both reduce individual risk (but at a price), 



. 	 , 


ApPROACH #4: No STOCK MARKET INVOLVEMENT 


PLAN DESCRIPTION 

• 	 Transfer half ofprojected unified budget surplus to social securi:y trust fu!'ld for the next 
10 years. Maintain the current policy of investing the trust fund entirely in special-issue 
govenuncnt securities, 

• 	 Make common set' o(reforms (cover state and local workers, raise maximum taxable 
earnings limit, and increase number of years in computation base from 35 to 38.) 

• 	 Make other adjustments to traditional social security program to restore solvency. 

OFTmS 	 .--, 

• 	 Social Security is the safest aspect of the "three legs" ofretirement income and this 
policy protects individuals from the risks of the market. 

• -Will need to rely heavily on traditional benefit cuts and revenue options since the plan 
does not achieve a higher rate ofretum by investing in private securities, 

IMPACT ON TRUST FuND SOLVENCY: 


I 

Common Set of Reforms: Cover state and ,local workers, raise 
maximum taxable earnings Hmit, and change computation base from 
3S to 38. 

Transfer VI SurpJus to Trust Fund Over Next 10 Years and Invest ~ ,.:.:;..: 'J .';J. '" : 

Fi~n~S~p~.~ci~a~I-~P~ur~p~o~"~B~o~n~d~S=========..=.=c.==.==~~========4======+~O.~3~6=~=·~"9.. 1 

! Remaining Actuarial Shortfall -0.85 
I (75~year balance under present law is ~2.19) 
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IMPACT ON BENEFIT LEVELS 

Impact on current 
law benefits

IComm.; Set of Reforms: Cover state and local workers, raise 
maximum taxable earnings limit; and change computation base from 
35 to 38, 

Across·the-Board Benefit Cuts Implied by Remaining Shortfall 

Total Cut in Benefits Compared to Current Law 

I 
I 

I 

-3,0 percent 

-8,2 percent 

-11,2 percent, 

KEVISSUES 


• 	 Some have argued that transfering the surplus to the Social Security trust fund involves 
"'double counting," since the trust fund was already credited with the excess of Social 
Security income over outgo, and the unified budget surp'us is largely the result of 
Social Security surpluses. 

• 	 If in the absence of transferring the surpluses to the trust fund, Ille surpluses would 
have been spent or llSed for tax cuts. then tnl.n!oferriog them to the Social Secwity trust 
fund reduces Ille amount ofdebl issued 10 Ille public and boosts national savings, 
Thus, il is nol simply double counting, 

• 	 Under Ille assumption Illat the "'''Pluses would otherwise be used 10 payoffnational 
, debt, the double counting argument has some merit. ' 
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KEy POINT #1: TilE,, .-.. ' 

• Stocks have out~performed bonds over nearly all long periods oftime in the US during 
. the past cenluly. 

TIle j/equity premium" is the difference between the average annual rate of 
return earned by stocks and the rate earned by bonds. 1be table below shows 
this difference in returns between the S&P 500 and the bonds held by the 
Social Security trust fundJor various time periods. 

• During the 20th century in the US, even large stock market declines have been more 
than made up for in subsequent rebounds. 

A portfolio of. woIker who lived through the 1929 crash·- when the S&P 500 
lost 85 percent of its value between September 1929 and June 1932 -- would 
have fully reecvered by the end of 1936, 



KEy POINT #2: CAUTIONS ABOUT EQUmES r----------------
• 	 ~htrkets fall. While 20th century US markets have always rebounded strongly from 


large market declines. this need not be the case in the future. 


On three occasions during the past 70 years, the S&P 500 index has declined over two 

years by more than 35 percent (in nominal terms). 

Japan's Kikkei index has fallen by 60 percent since 1989. 

The S&P 500 (even including reinvested dividends) did not regain its 1968 value in 

real terms until 1983, 


• 	 PcrteptjQn~ milY be colpred by recent stoc.k market bil'ton', The tremendous recent 
stock market perfonnance has likely increased support for investing Social Security 
ftmds in equities. If the stock market were performing badly. as it did in the 19705, it 
is unlikely that people would be as eager to invest Social Security funds in the ma:-kct. 
Indeed, in 1979, Business Week ran a cover story entit!e9 "The Death ofEquities.u 

• 	 Stocks may not retain their historic advantage relative to bonds, Simple economic 
models have trouble explaining why the 20th centU!)' rate of return on stocks has been 
so much higher than the return on bonds, Many economists think that the added risk 
fmm stocks is not sufficient to justify such a large '~equity premium," Given that it is 
not well understood why stocks have out-performed bonds in the past, some 
economists are concerned about whether this gap will persist into the future, 

• 	 Shorter market exposure at bcginnine OfllfW sysfem. In the transition to a new 

ind~vidual account system, oider workers would participate in the system for only a 

u:w years before they reached retirement. These workers would not have a full 40 
years ofmarket exposure, If a downturn occurred during their rew years of 
cOntributions, the older workers could end up doing worse than in safer investments, 

• 	 Lack Q(indirldual Qr political patience after downturn. In a system ofIndividual ' 
Accounts, individuals might shift out ofequities after a martet doolin., missing the 
recovery, If the trust fund were invested in equities, there might not be sufficient 
political patience 10 Stay with an equity-based system after a large market downturn, If 
equity inverunents were abandoned after the first large downturn, such. system could 
provide the worst ofboth systems, the low returns ofbonds plus the risk ofequities, 

• 	 rer.elltion. oCn....retirement morke! declines, Indhiduals might feelth.! they had 
fared poorly even if they had done better over their lifetime being invested in equities 
than in government bonds, For example, ;fthe market fen substantially just before a 
wolker retired and arulUitized histber account, helshe might feel that it was Wlfair !hat 
workers who had retired one year earlier received higher retirement in~mes, 
Similarly. ifa worker annuitized hislher account balance at a point when the stock 
market is below a previous peak, the worker might feel like he/she lost even though 
belsbe did better over histber lifetime, 

• 	 NaIve investor risk. Some individuals might lack lhe investment know-how to make 
wise investment decisions. This risk could be largely eliminated by constraining the 
investment options available to individuals, 
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X" KEy POINT #3: RISK UNDER'DIFFERENT REFORM PROPOSALS 

• 	 Risk iIlJ.ntUmrrent Social Security system. The current system does not have market risk. 
However, it has other forms of risk: 

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

Demographic risk that forecasts of mortality and fertility trends will turn ourto be 
incorrect: For example, ifprojected fertility rates dropped by 0,3 childsen per 
wom~ the actuarial imbalance would worsen by about 0.4 percent ofpayroU, 

Economic risk that productivity grov.1h will be higher or lower than 
currently forecast. For example, if productivity growth rell by 0.5 percentage points, 
the actuarial imbalance would women by about 0,55 percent o(payroll, 

• 	 In reforms. oulY Dportion ofbene(its WQuld be exposed tq market risk. Even in 2070, 
payroll tax revenue will be sufficient to provide two-thirds of current-law Social Security 
benefits, If the fidl payroll tax continues to be dedicated to providing the traditional benefit, 
then at most one-third of the total Social Security benefit would be at risk, 

Ifonly a limited portion of the trust fund - for example, 25 pereent - were invested 
in equities, less than 15 percent ofbonefils would be dependent on stock market 
performance. 

Individual accounts funded with contributions equal to $500 per capita or 2 percent of 
payroU would typically provide less than 31 percent of total Social Security benefits 
including lA ai:oount proceeds (assuming the accounts were invested halfin bonds 
and half in stocks), Thus, over 60 percent ofbenefils would be free ofmmet risk. 

• 	 i3y igyestiD21broueb Ibe Social Security !rUst fund. some risk. are reduce!!. With the 
trust fund partially inves\e!! in equities, there would be no need to tie annual benefits to year 
10 year !rUst fund perfurmance, ThuS. markel risk could be spread both across worken; and 
aeross generations. In addition, since individual workem would not be msking investment 
decisions. there would be no "naIve investor' risk. 

( 
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'0 • KEy POINT #4: SOME DOWNSIDE SCENARIOS 

• 	 The table below explores how Individual Account accumulations would vazy with 
investment stra~egy unde~ a number of scenarios in which the stock market falls sharply and 
fails (0 recover. 

• 	 The scenarios take a worker witb average earnings who is 22 in 1998 and follow hirnJb.er 
until retirement. 

The ,cenarios assume that the typical annual bond yield is 6.4% (2.8% real), and that the 
typical annual stock yield is 10.5% (6.76% real). Thus, the equity premium is 3.86. 

Main/Rln Portfolio All Bonds 
o 	 Steady Yield 

Maintain Portfolio Half Stocks, HaJfBondli 
I Steady Yield 
2 Stow full by 60"10 at age 24 
3 Stocks fall by 60"10 at age 44 
4 Stocks fall by 60"10 at age 64 
5 Stocks fall by 60% at age 24 

then market flat for 9 yean; 
6 Stocks fall by 60% at age 44 

then market flat for 9 years 

MlIlnllIiD Portfolio All Stock. 
7 Steady Yield 
g Stocks fall by 60"... at age 24 
9 Stocks fall by 60"... at age 44 
10 StockJl fall by 60% at age 64 
II Stow fall by 60"... at age 24 

then market flat for 9 years 
! 2 Stow full by 60% at age 44 

then market flat for 9 years 

MaIntain PortfoliQ All Stock With ODl~ Z% 
Eqllity Premium After Decline 

13 Stocks fall by 60% at age 24 
14 Stocks faU by 60% at age 44 
15 Stow fall by 60% at age 64 
16 Stocks fall by 60% at age 24 

thoo market flat for 9 years 
17 Stocks fall by 60% at age 44 

then market flat for 9 

http:hirnJb.er
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KEY POIf'r.-r #5: VARIATION J1. RErtR£MENT INCOME FROM l\iARh£T EX:-OSUR£ 

• 	 Qutcomes (rom m~rkt\t iovcstmt:-:ts depend on wben individual rctir.,£$, Studies suggest 
that individuals would have Y~idely <lifTerent outcomes from market investments solely 
because of the market perforrnjj1ce in the par:icular years in which they lived For example. 
average worke:s retiring in 1972 would have received a retirement a.'1!lUity et;.uaI to more 
than 60 percent of their current-law Socia: Security benefits. However, individuals retiring 
two years lal<~~, in 1974. would have received an annuity that was only 20 percent of their 
current law benefits. 

• 	 In past centuo'. Iruilri~tAccDunJs eould hff~'e pr(nided between 5 and 80 nc.rcc-nt of 
fln 8n[Jl;~e worker's current law Social Security benefits. Jf average workers had had a 2 
percent Individual Account and retlre1 a differeni. times in the past century. their retirement 
annuities would have varied greatly: from 5 percent to 80 percent of their current law Social 
Security benefits. 

• 	 In most ye2rs~.IDdhid\lal Accounts could hllt..'~rn\"ided 11 large enough Rnn[f1,~ 
rnsuee 'haLcumn! bcnefit£:werc maintaineg. '')ne constructIve way to view tius result is 
that under the illustrative pb...1S we discussed iast week., the traditional Social Security 
program would continue to provide an additional 66 to 85 percent of current-law benefits 
(depending 00 whether the lndivid"a1 Accounts were implemented as carve-outs or add
ans), Thus, to maintain curren' benefits, the annuity from the lndi,-idual A=unt would 
have to be at least 15 to 34 percent ofcurrent benefits. depending on 'whether it were an add~ 
On or ca,.""\'e-out Individual Account. 

• 	 Ib<.:rc arc II number {Iflimitations to this analy:;i~. The cha."1 assumes that the en:.il'c 
individual a:::count \\'as invested in the S&P 500, and \\'3S annuitize.:i at the Aaa corporate 
bond rate in the year tha' the worker turned 65, If a portion of the accOlmts were ",vested in 
bonds, or if ann~tization happened in stages. the variation in experiences would be reduc.ed. 

Fmction ofSoc:ru Security benefits replaced by 2% Individual Aro:mnts 

0.'
-"" ·c 	 0.' 
u 
~ 


~ 0.' 

~ 

0.5 
.~ ~ 
"" "-	

0.' 
,,&i 	 0.3 

" 0 0.' 
~ '"~ 	 0.\ 
~ 
~ 0 

( 

Retirement Year 
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KEy POINT #6: 'VEALTH CREATION 

Supporters: ofIndjvidual Accounts make strong arguments about how such accounts help to create 
wealth and give lower-income workers a stake in the economy. Advocafes base their argument on 
four ideas: 

1. 	 Access to Higher R!ltes of Return. Because nearly halfo{aH Americans have little or no 
financial assets, Individual Accounts would give lower~income workers access to the higher 
rates ofretwn offered by the stock market, and anow them to build wealth for their 
retirement. 

2. 	 Allows Individuals To Use Access Income However They \Vant. Many Individual 
Account proposals would require retirees who have accumulated a Jarge nest-egg to annuitize 
enough of the account to provide a basic retirement income, while allowing the retiree t? take 
the remaining money in a lump-sum to be spent as they wish. In other words, retirees would 
have to set aside a minimum amount.of money. but the rest could be used for whatever they 
desire. 

3. 	 lndh1dualAccoYDts.could Be Bogueathabl.. Some poople die before they reach age 65, 
and Individual Accounts could be bequeathable, thus making it possible for individuals who 
do not pass along any wealth to their heirs to do so. However, if a portion of individual 
accounts were bequeathabie. the income available for consumption during retirement years 
would be reduced. 

Most reform proposal retain the existing structure for survivor benefits for young 
people. However, cuts to the Social Security benefit fonnula -- as part of 
comprehensive reform -~ would reduce survivor benefits. 

Pennitting bequests is particularly appealing to low-income and minority populations 
which have lower life-expectancy, and therefore. on average. would not receive their 
Individual Account annuity for as many years. For example, life expootJmcy at age 
65 is 1.8 years shorter for blacks than for whites. (In the lraditional Social Security 
system, the progressivity of benefit formulas offsets the shorter life expectancy.) 

4, 	 May Cb.w:~ Pert:eption DrSaying. The experience of owning an Individual Account may 
lead people who do not save currently to begin saving on their own. By directly showing 
people the power of compound interest and the benefits of savings, we may alter people's 
spending habits. 

( 
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KEy I'OINT #7: TRANSITION COSTS A~f) MISLEADI~G RATES OF RETURN AAGUME!'."I'S 

TUECUARGE: 

• 	 Some claim tbSY CQuid dQ better j1tyesting on their own. Many critics of Social 
Security point to the rate of return that workers will earn in the future on their 
contributions into the system, arJd argue that they could do better on their own investing 
in individual accounts. 

~_~ 	 According to the Social Security actuaries, a single male with average earnings 
retiring in 2030 will receive a real return of only about 1- JI2 percent per year. 

By contrast. over the pencx.: 1926~1996, stocks earned a real rate ofretum equal 
to about 7 percent per year. 

• 	 By using the surplus to prefund retirement benefits and invest in equities, it is possible to 
increase rates ofreturn in the future. 

TilE TRANSITION ISSUE: 

• 	 The story is different if we are talking about funding individual accounts with revenue 
currently allocated to paying benefits under the current system, In this case. simply 
~lcuJatiDg rates OfNtum for the individual accQunts Ignores th9 need to pmYide: 
bmiefits for cUITen1and future retirees who have paid into the current Social Security 
system, Ninety percent ofcontributions into the Social Security system are used 
immediately to pay benefits to tooay's retirees and other beneficiaries. ,If current 
workers put their payroll tax contributions into individual accounts for their own 
retirement. we will need to come up with some other way to pay retirement benefits for 
people who are entitled to Social Security benefits, RatPS ofretum that ignore this Cll,! 
lIIe misleading when Cllmpare<l to Social Securi!)! rates "fretum that include this Cllst 

Is TIlE RATE OF RETURN TIlE CORRECT WAY TO JUDGE SOCIAL SECURITY? 

• 	 Some sugges! that focusing too much on rale of return does not acknowledge thaI Social 
Sccurity plays a distinct role as a universal low risk leg in the retiremenl structure that 
you can always count on. 



" 	 ... 

REAL RATE OF'RETURN TO SOCIAL SECURITY CONTRIBUTIONS 

(Percell! per year) 

Yeal~ born! 
year age 65 Single male carner One-earner couple 

Low 
earnmgs 

Avg. 
earnmgs 

High 
earnmgs 

Low 
earnmgs 

Avg. 
earnmgs 

High 
eammgs 

192011985 4.4 2.8 2.5 8.1 6.6 6) 

193011995 3.1 1.9 1.5 6.1 5.0 4.1 ._.. 

3.1196412029 2.4 1.3 0.1 4.7 3.1 

200412069 1.5 0.8 0.2 4.0 3.0 2.4 

Some n~form'proposals include a v'oluntary individual account option. These options are 
oftwo types: 

TYPEl: 	 Individual Account proposals that allow additional contributions 

TYPE II: 	 Non-Individual account proposals that would allow for a Voluntary individual 
account 

ISSUES: 

• 	 A main benefit of these proposals is that for the half of all American workers who do 
not have pension plans this could be a major step toward increasing employment~related 
retirement savings. 

• 	 Some employers who currently resist the administrative burden of setting up retirement 
programs might match employee contributions, thereby augmenting the impact ofthe 
worker's savings, 

• 	 However. jt is possible that some employers who currently provide a pension to their 
'm1ploye~s might cancel,these plans knowing that their employees have this new 
retirement ,savings option. 

• 	 In addition. since most employees currently have the option of contributing to an IRA. 
the new accounts might not be seen as providing much additional impetus for saving, 

• 	 Indeed. the plans could be criticized for giving upper~incorne Americans another 
opportunity for tax-preferred saving. This risk could be minimized by providing a cap 
on total contributions to mAs, 40iks. and the new lndividual Accounts, 



II; INTEGRATING INDIVIDUAL ACCOUNTS WITH THE 

TRADITIONAL SOCIAL SECliRITY BENEFIT 


BASIC IDEA: 

• 	 Integrate an indjvidual account with a defined benefit system so as to ensure a basic 
. benefit package. 

• 	 For example, plans can be designed to ensure that the combined income from the 
individual account and the traditional Social Security benefit exceed a basic benefit 
package. 

• 	 This approach shifts some of the risk of individual accounts from individuals to the 
federal budget. 

o 	 The simplest approach would be to provide a flat minimum benefit along with a large 
individual acCOWlt. 

EXAMPLE #1: 

• 	 .rroyide a Safe.lnvestmenf QptiQn f The individual accmmt pJan could inciude a safe 
investment option such as an inflation-indexed Treasury bond. Workers who liked the 
old system and did not want to take on market risk would still be able to do so. The plan 
could be designed to ensure that the combined individual account and Social Securily 
income for a worker who invested in the safe option ~as always above some benefit goal 
Workers who chose to take on more risk could come out ahead or behind the benefit goal. 

EXAMPLE #2: 

• 	 Clawback the individual account. A pmtion of individual account accwnulations could 
be used to pay for benefits under the traditional defined-benefit Social Security system. 
Since workers would continue to get their full benefit from the traditional system, their 
total income would be higher even though part of their individual account was "clawed
back." 

Clawba'ck tbe trnditiQnal benefit. An alternative way to describe this approach is that 
the traditional Social Security benefit is reduced by some fraction (50 percent for 

. example) of each dollar ofincome provided by the individual accounts. The advantage of 
this second way ofdescribing tht" accounts is that it does not sound as much like a tax on 
the individual accounts. The disadvantage is that it reduces the portion of retirement 
benefits provided by the traditional Social Security program, and could lead to 
diminished political support for the traditional benefit. 



ILLUSTRATIVE EXAMPLE OF INTEGRATIVE APPROACH 

rLAN DESCRIPTION 

• 	 Fund individual accounts equaling 2. percent of earnings using general revenue, 

• 	 Make common set of refoffils (cover state and local workers, raise maximum taxable 
earnings limit; and increase number of years in computation base from 35 to 38), 

• 	 Claw~back 50 percent ofincome realized from individual account accumulations. and use 
to fund t.--aditional Socia! Security benefits. 

• 	 Make additional adjustments to traditional Social Security program to restore solvency, 

" 


• Individual AccountS are provided allowing for a higher rerum while simultaneously 
ensuring workerS of a substantial risk-free Social Security benefit. 

• 	 Under an add-on. individual accounts need to be funded in perpetuity even though 
projected budget surpluses (under this plan) run out in 2Q23. 

• 	 The clawback could be perceived as • tax and might not be politically sustainable. 

• 	 If most ofpeople's benefit was perceived as coming from Ibe individual accollllt. 
public support for the traditional Social Socwily program could fall. especially among 
high income workers. 

IMPACT ON TRUST FuND SOLVENCY: 

,,, 

Comrnon Set of Reforms: Cover state and local workers. raise 
maximum taxable earnings limit; and change computation base from 
35 to 38. 

Revenue from Taxing Individual Account Accumulations. 

• '~;"1·.~'~~' '4t"lr:, ,-. -!:',,:;, -:31, 
~!:llp,nc,t~~~~~;y~~
,actunHal!n1l1an" ~ , 

, ',A:"l);w,' "\,,',,,' 
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Rema.ining Actuarial Shortfall , -Ol31 , 
,:> 	 · 

(75-y"ar balance under present law is -2.19) ~lj, .' 



IMPACT O~ BENEFIT LEVELS 

IMPACT ON CURREI\, LAwBENEFITS 

Low earner Average earner Higl!!!arner 
($12,000) ($21,000) ($43,000)-..--------------+-~~~4_~--~~~~~~ 

-3.0 percent i -3.0 percent. -3.q:percentCommon Set of Reforllls 

-3.1 percent:' -3.I,percent ,.Across-the-noard Cuts Implied -3.1 percent . '. _.,~ 

by Rem.ining Shortfall 

Expected Annuity Provided by +10.8 percent; ... 
Individual Account (2030) 

Total 

+8.1 percent 

'4.1perceny:'2.0 percent 

• The annuity provided by Individual Accounts assumes the stock market grows at its 
historic rate; an optimistic level for administrative costs (only IO basi. points); and 
reflects single workers only, who gain more from Inaividual Accounts than married 
couples. 



.I , ' Ill. ADl\flNISTRATlVE COSTS 

'~,/" ,'~J" 

';" ,KEY POINT #1: INTERNATIONAL EVIDENCE?N ADMINISTRATIVE COSTS~" 

ir'/'''; "IN INDIVIDUAL ACCOUNT PCANS': .' 

• .Administrative costtin Chile have been higlh' The accumulation of administrative 
costs over a worker's career results in retirement income in the Chilean system that is 
20 percent lower than it would be if mere were ~o administrative costs, 

• In£hile. fund managemeQ.t companit~$ appear to compete on factors other than 
I!J:il;!:. The funds are highly regulated in the types ofallowable investments, and offer 
very similar portfolios. Individuals are allowed to switch portfolios every 4 months. 
This has caused fierce competition, The funds spend huge arno:mts on advertising j 

have increased their sales forces. and offer incentives such as televisions or trips to lure 
individuals to their particular fund. This non-price competition has driven up costs, 

In Chile there are 3.5 salespeople per 1,000 contributors. In the United States, 
there are 0.5 SSA employees per 1,000 insured workers. 

• Costs in the early years of the UK individual account system have been higb as 
:will. In the UK, workers can opt out of the eanriogs·related defined benefit system, 
and instead contribute to an individual retirement account A recent paper by Professor 
Peter Diamond reports that the charges for these individual accounts are large. 
complicated, and often not visible to the workers, He calculates that the total 
administtative costs in the typical UK aCcoWlt reduce retirement income by more than 
24 percent. 

• The igternllL :mal evidence suggests that it is important to focns on ways to iteM 
roots doW!), The lesson from these two examples is III.!t thaI individual accounl 
systems are necessarily expensive~ but rather that it is important to design systems in a 
way that provides the desired services at a reasonable cost. 

( 




-------------
K>;v PO,,,'l' #2: AOMINISTRATIVE COSTS DErEND ON SERVICES PROVIDED 

• 	 A9millistralh'c costs cnn have ~.l!1rge impact QnL~Jir~men' income. 

Annual Administrative Costs Percentage Reduction in Value of 
!basis points D&it year) Individual's Rcl~tlli:llt Income 

10 2.4 
50 JL5 
JOO 2L5 

• 	 !&rrrnt US system has yerr low ,costs. The current Social Security system has 
maintained an extremely low level of administrative costs. Less than 1 tent of every 
donar paid into the system by workers and employers goes to administrative costs, To 
achieve this Iowan administrative cost, an individual account plan would have to have 
annual administrative costs of less than 5 basis points. 

• 	 Investing trust fund in equjties y.I'QuJd be extremely inexvtnsive. Estimates suggest 
that costs could be only one-half of one basis point 

• 	 Under individual acconn~, costs CQuig vary widely den~nding.Qn the scO'iccs 
P-toyjded and on the way in whicb the accounts are 3dmini~tered. 

. Estimated Administrative and 
Inyestment-Mpnagement Costs for Individual AccQunts 

(bps "'" basis: points) 

Adminjsteriug Body ~ Mutual fund , A~tlve Mutual Fund 
Govertl1'l'I¢ut-Based (e.g., TSP) 8·16 bps 58-66 bps 
Employer-Based (2,000 w(,}rkers) 36-44 bps I09·1I7 bps 
Employer-Based (25 workers:) 76·S<; bps 138-148 bps 
ludivid"I-S"ed (e.g., IRA) 81-91 bps .143·J53 bp' 

• 	 Costs in tbe early years would be run higber. Account balances would be small at 
the beginning. driving up cost ratio •. 

• 	 Tbe costs of activel)' managed funds are significantly bigher than are the cost.e: Of 
~ A 1998 Department of Labor study found average expense ratios for 
actively managed retail large equity funds of147 basis points, while average expense 
ratios for index funds were oniy S9 basis points. 

• 	 TechnoJoeicaJ advances migbt redu~e thUQsts substantially in the future, '1ffu.nd 
allocations could be handled by an automatic telephone procedure or over the Internet, 
individuals could be permitted to reallocate their pDrtfoHos frequently at a relatively 
low cost 

http:den~nding.Qn


KEV.POINT #3: THE TSP MODEL 

• 	 Tbe Federal Thrift Sayings Plan. has been a~el for mnny individual accQunt 
prpposals. Its costs are low -~ roughly 10 basis points per year, excluding employer 
costs of reporting indi.,idual earnings to the TSP, 

Costs are low in part because TSP offers only 3 investment options - a stock 
index fund, a corporate bond fund, and a Treasury security fund -- and all three 
funds are passively managed. In addition, the participating "employers" 
(Federal departments and agencies) are la.rge. Finally. the total pool of funds is 
large, and TSP runs a competitive process in issuing contracts to private fund 
managers to run the funds. 

• 	 A national gQ.verllment-run system W2:uJd~faee much larger dmlJengcs. The TSP 
coverS 2.6 million participants, all of whom work for one employer (the Federal 
government). A universal personal account system would eventually involve 180 
miUion individual participants, who work for 6.5 million different employers. 

Last year over 55 million individuals called the SSA's 800 number. Many 
additional call. would need to be handled if individual accounts were set up. In 
recent testimony, Frank Cavanaugh., fonner Executive Director of the TSP, 
estimated that a Social Security reform plan modeled afier the TSP "would 
require at least 10,000 highly trained Federal employees to man the telephone 
and answer employee questions." , 

• 	 Corp.rate gm:trnanto iuYe, CQuid 'l1:is~. ISP·sb'le (lIall. Because the 
government would be contracting with a small number ofprivate~sector managers to 
invest the aggregate holdings of the accounts, corporate governance issues could arise 
that are similar to those that would arise if Social Security were invested in equities. 

I 



KE",POlNT #4: HoW WOULD SERVICF,s BE PERCEIVED? 

• 	 How would services be perreived? In a very inexpensive system, the services 
provided would likely be perceived as inferior to those provided under \vorkers' other 
investment accounts such as 401ks and IRAs. For example, workers might have their 
contributions deposited into their accounts only infrequently, be given limited 
<?pportunity to reallocate their portfolios, and receive less frequent statements of .. 
account balances. 

Some analysts fear that people would be disappointed when they realize that 
under some fOffilS of a TSP approach, deposits would not be made to individual 
accounts until October of me following year (the date at which SSA and IRS 
essentially finish reconciling the previous year's earnings). [n 40ik plans, 
contributions are made much mOre frequendy, 

Others feel that Lhe individual account will seem like a new tax cut and that 
people wiII be pJeased to receive it. Ifa new policy is announced that every 
year $500 or 2 perceni of earnings will be deposited into your acconnt 90 days 
after you file your taxes, it will seem like a good deal. 

• 	 Kw1jng s;osts low cQnfUcts with features tbat give in.~Jaccounts tbeir 
vopnIadb::. Proponents of individual accounts hold up savings account booklets and 
suggest that people could have frequent reports on account balances, wide investment 
choices. a."'ld the ability 10 reallocate their-portfolios whenever they want These 
features would raise costs. 

• 	 Political pressure (Q[tldded senices tQuld drive up cosy:. There might be political 
pressure to introduce additional services. such as emergency loans against the 
accounts. The additional serviees would drive up costs. 



IV.CORPORATEGOVER~ANCE 	 ~, " , ' 

KEv POINT #1: POTENTIAL PROBL.EMS 

• 	 Some experts have proposed that as much as 50 percent of the Social Security trust 
fund be invested in equities. Under this scenario. the trust fund would be a very large 
share of the U,S. stock market. In fact, it could rise to as high as 15-30 percent orlotal 
equity holdings in 2030. 

• 	 Even smaller fractions could raise issues such as "the government is the largest single 
shueholder of200 of the 500 largest companies." 

• 	 Additional possible implicationJ of investing the trust fund in equities include: 

i, 	 FOlitical pressure on investment decisions, Political considerations could 
influence the manner in which the Trust Fund is invested. 

2. 	 CQI'llQll\te governance issues. The government will have to decide whether and 
how to exercise its right as a shareholder to choose corporations' managers and 
influence business decisions. 

3. 	 Constraints 00 economic p.QljcYwmak;jng. Investing a large share of the Trust 
Fund in equities could constrain economic policies that affect stock prices, 

4. 	 Similar issues are present with indiyjdual accounts. Some of the issues listed 
here could also arise under a system of individual accounts if the system were 
centtally administered and investors were limited 10 a small number of 
investment vehicles. 
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KEy POINT#2: POTENTIAL SOLUTIONS 

A number of strategies have been suggested for limiting the risk of these adverse outcomes. 
Several of these strategies are interrelated. 

• 	 An independent investment board. Like the members of the Federal Reserve Board, 
, the members of a Social Security Investment Board could be appointed to long 

overlapping tem1S. and could be subject to removal only "for cause." The Board could 
be empowered to determine its own budget and submit it directly to the Congress. 

• 	 Qualificalions. Members of the board could be required to be from the private sector, 
and have substantial expertIse in the investment industry. pension indusay. Of similar 
background. (Such qualifications are currently required ofthe TSP Board members.) 
Nominees could be rated as ''Well qualified," "qualified." or "not qualified" by some 
outside group in a procedure modeled on the rating ofjudicial candidates by the ABA. 

• 	 Strict fiduciary duty. The Board could be charged with acting in the sate interests of 
the beneficiaries of the Trust Fund. and no other interests, however meritorious. 

• 	 Limited investment choices. The experience of the state pension funds suggests that 
scope for non~economk investing is especially great when the available range of 
investment vehicles is broad. For example, some state funds are authorized to invest in 
local infrastructure, in~state equity funds, Ginnie Mae and Fannie Mae pools, 
residential mortgages. and smal'-business loans, By contrast, the Thrift Investment 
Board is authorized to invest in only five broad funds, and thus far has avoided any 
difficulty with issues related to corporate governance. 

• 	 Proxy voting strategies. Some have suggested that government-owned shares simply 
not be voted, or be voted in proportion to the votes of non·govcmmental shareholdcni. 
This approach would have the downside of effectively destroying one ofthe important 
sources of value in share ownership. namely the power to vot~ and facilitating the 
ability of managers to be unresponsive to sharenelders. In .ddition. minority 
shareholders could be turned into m.jority shareholders. One altern.tive strategy for 
dealing with this issue would b. to require that the shares be voted by the private
sector ftrnlS serving as portfolio managers; these firms would be under fiduciary 
responsibility to act in the best interests of the beneficiarie..~ of the plan< Another 
options 'would be to limit the share of any one company that the government could 
hold. 

• 	 Culture ofl1on~inteiference. Since Congress could pass a law altering any of the 
safeguards, it win be important that a culture of non-interference develop around the 
indcpeode:Jt board, similar to the culture surrounding the Fed. 
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KEy POINT #3: TilE NEW CANADIAN SYSTEM 

The Canada Pension Plan (CPP) is expected to begin investing in private securities in early 
J999. Draft inves:ment regulations have been proposed, and final regulations are expected to 
be issued later this summer. 

• 	 Investment decisions will be taken by a 12-mcmber Investment Board (yet to be 
named), Each member of the Invesunent Board will serve a three~year term. can be 
reappointed, and win receive pay similar to that in the private sector. 

• . 	 The members of the Investment Board will have a fiduciary responsibility to the fund; 
specifically, the Board members are to "manage any amoW1ts transferred to it ... in the 
best interests of the contributors and beneficiaries" of the CPP. They will be held to a 
"prudent person'l standard, and members with special knowledge or skill wiil have a 
higher level ofresponsibility, 

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

• 	 The draft regulations coveting the first three years ofoperation can for ali investment 
In equities to be undertaken passively (that is, via one or more indexes). 

• 	 The Investment Board wiU be prohibited from investing more than 10 percent of the 
fund in any individual company. and from o\1ming more than 30 percent ofthe voting 
shares ofany one firm, Some real estate holding would be pennined, 

• 	 After three years, the jnvestment reguiations will be reviewed by the Finance Minister 
and the provinces, 
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MEMORANDUM TO: 	 GENE SPERLING 

FROM: 	 PETER ORSZAG 
JEFF LIEBMAN 

SUBJECT: 	 White House Conference on Social Security 

DATE: 	 September 13, 1998 

Following your instructions, we have started to think through how to structure and prepare for 
lhe December conference on Social Security. III particular, we are trying to flesh out the "tcach~ 
in" apflroach, in \vhich the conrerence serves uS all educational backdrop to the beginning or 
bipartisan negotiations in January. The general concept would be to have an opening plenary 
session, including a welcome and verview of the rofonn challenge, followed by a series of _ 
six worki.bn or 0 people rotate {hrou 11 rcscntations and discussions 
with oytside e SCSIHon would then wrap up with a 
concluding panel on how to put the pieces together into a comprehensive plan (as well as 
concluding remarks by the hosts). 

This memorandum; 

• 	 Presents several qlJestions that affect 0111" thinking about. and planning fort the 
conft.'Tencc; 

• 	 Provides un overview ofhow tbe -conference could be structured: 

• 	 Proposes u draft agenda for the conference, includll1g specitie sessions, topics, presenters, 
~md background materials {3S well as a draft schedule for tile conference Hnd ~l complete 
list of proposed and possible presenters) 

http:worki.bn
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I. QUESTIONS REGARDING THE "TEACH-IN" APPROACH 

We have several crucial questions that affect how the conference would be structured: 

PatlicipaticR 

1. ~Qn£~ssional participation: Is the session intended to educate Congressional staffers, to 
educate Congressmen themselves, or to serve as the beginning of high-level negotiations? OUf 

working hypothesis is that the session is primarily intended to educate staffers, although some 
Congressmen may participate in the workshops. 

2. Administration participatiQn: What level of POTUS and other senior Administration 
involvement should we assume'? OUT working hypothesiS is that the POTUS will open and close 
the session, but not participate in the intervening workshops, 

3. Pmss participation: Will all the sessions be open to the press? We recommend that the 
plenary ses~tions be open-press, and {hat a few carefully selected reporters be allowed to observe 
the workshops on an off-the~re(;Ord basis. 

4. Other participation: In addition to Administration representatives, Congressional 
representatives. the outside experts, and the press, will there be any other participants? 
Possibilities include representatives from interest groups (e.g., AFL-CIO, Chamber of 
Commerce); lobbyists; the hosts of the regional conferences; other outside luminaries (e.g., 
Pinera, Ball)~ and other experts who arc not necessarily presenting anything. Our initial 
suggestion is to strictly limit such participants. In particular, if interest groups are permitted, we 
will have to think very carefully ahout the invltailo:1 list to ensure both tltirness anc feasibility, 

Logistics 

5: Length: Our working hypothesis i two~day confcrenC~lc-day conference would makc 
it extremely difficult to explore the comp . e Issues In anything beyond the most 
superficial manneL A lhree~day conference m~l be too long to maintain the attention and 
!nteres: of the participants (~s well as the presenters). 

(j, Dates a~1d locntion: We understand that the preliminary plan is to host 1he conference in eady 
December, and that the President's calendar is wide open right now for car:y December. Thc 
sooner we can pick specific dates; the better, In addition. \'lC \vill need to select a site for the 
conferenco. Should we get Jon Kaplan involved on 1hcsc Issues in the ncar future? 

ItlfllIffing atld preparation 

7, C!2lil;;ressjonal Pfn1icipmjQD io planning and preparing: How much Congressional 
pm1icipation will be involved in the planning and preparing stages? We assume that most of'thc 
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important issues will be discussed with relevant Congressional members and staff as the planning 
proceeds. 

8, E!!<-!!<agjng material: Will the outside experts prepare balanced papers to be distributed 
before the conference, or merely balanced presentations to be given during the conference? If the 
outside cxpmts prepare papers, they could be combined with other extant background material 
into a binder that participants would receive approximately one week to 10 days before the 
conference. If we decide to band out J)rc~rcading material. first drafts shQuld be due at the end Q[ 

OctQbcr 10 allow iHtffiCcient time for editing and..distributiQn hefore tbe beginning of December. 
}.Y.c must tbL'Tefure move reJatively quickly 10 select the Qutside experts, 

II, OVERVIEW OF CONFERENCE 

The conference will be held over two days in early December. It will open with an address by 
President Clinton and the Congressional Leadership. Then the participants will be briefed in 
plenary sessions On the structure ofihe Social Security system and the challenge facing the 
system. Following the plenary sessions, the participants will be split up into groups 0[30 and 
attend 11 series of workshops, Those groups will remain together throughout the conference, 
rotating through the different workshops on specific topics, We belieye it is important fur 1bc 
1:lXQUPS to remain together IhrougbQtlt {be cenference. as a Wflv ofbonding and providing 
cQUlinuity, 

The works.hops will each last 90 minutes, and involve a presentation by two outside experts on 
the pros and cons of specific refonn OphOl1s, followed by a general diSCUSSion 01 how {he option 
could be best structured, OUf current plan is for six workshops. discussed below, (Since the 
outside CXP(!rts will play such a crucial role in presenting the pros and cons and facilitating the 
discussion. we plan to have them give "practice" presentations to the Administration's technical 
working group three weeks before the conference.) 

Following the workshops, the ErouP will gather back logether for a plenary session on how to put 
together a comprehensive plan given all the disparate rcfonn options, The hosts will then close 
the conference with a final plenary session. 

To ensure that participants arc properly prepared, we would put together a sct of background 
lnaterials that would be sent ()Ut approximat~J' one week to 10 days before the conference, We 
will need to discuss \vhcther the baa(ground materials willlllc papers, or tl so 
papers specifically wriUen for this conference. We wi:! also need to discLiss how widely the 
hnckground binder would he distributed, 
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III. POSSIIlLE AGENDA 

OPENING (30 minutes) 

Leader: 	 President Clinton and Congressional Leadership 

Participants: 	 Plenary 

Topics: 	 Welcome and objectives 

STRUCTURE OF THE SOCIAL SECURITY SYSTEM (45 minutes) 

Leader: 	 Ken Apfel 

Participants: 	 Plenary 

Topics: 	 1. Participation in system and characteristics of beneficiaries 
2. Structure of benefits {retirement, disability, etc.) 
3. Eligibility ror benefits 
4. Benefit computation 
5. Benefit reduction and increase (DRC. etc,) 
6, COLAs 
7. Taxation of benefits 
8. Social Security payroll taxes 
9. Social Security trust fund 

Background materials: 

I. 1998 Green Book 
2. SSA publicHtions; 

OVERVIEW OF TilE CIIALLENGE (45 minutes) 

Leaders: 	 Option 1: Charles Shultze and Herbert Stein 
Option 2: Laura Tyson and Martin Feldstein or Paul Volckcr 
Option 3: Alan Greenspan 

Participants: 	 Plenary 

Topics: 	 1. Aging of the population (include a demographic eXf1ort?) 
2. Nalural maturation ofpay·us*you-go system 
3. Actuarial imbalances and projections 
4. Objectives ofrefonn 
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Background materials: 

1. 1998 Trustees report 

PANEL SESSIONS (EACH 90 MINUTES) 

NOTE: Each group will rotate through the six panel sessions. The first panel will be held before 
lUnch on the first day; the second and third will be held in the afternooIi. The fourth and fifth 
panels will be held on dtc morning of the second day, and the final panel will be held 
immediately after lunch on the second day. NQte tbat the Qrder of the spccific nanels will by 
necessity vary from groull UJ group: th~..b.clQW is liuNJ):" illustrative. 

PANEL 1: BUDGETARY AND MACROECO;o;OMIC IMPLICATIONS 

Leaders: Robert Reischauer and Jim Poterba 

Topics: I, Current budget projections 
2. ImpaCt of Social Security system on budget with no rcfonns 
3. Budgetary benefit ofvarious refomls' 
4. National saving projt'Clions with no refQnns 
5. National saving implicatIons of Social Security rcfom1 (briefoverview) 

Background materials: 

I. AnalYfical Perspectives from the Budget 
2. Engen and Galc, "EfTects of Social Security Reform on Private and National 
Saving" 
3. Poterba, V cntl, and Wise, "How Retirement Programs Increase Savings" 
(JEP, 1996) , 

4. CBO. Long Term Budgetary Pressures and Policy OptlOIIS {May 1998) 

I'ANEL 2: RETIREMENT A;o;D HEALTH 

Leaders: Jon Gruber und Victor Fuchs 

Topics: 1, Trends in life expectancy 
2. Trends in health status ilnd ability to work 
3" Trends in retirement behavior in US and around the world 
4, Description of current a:td projected rules for !\iRA and EEA 
5. Accelerating increases HI the nonnal retirement age, ami increases heyond (j7 
G. Increases in the ~arlicsl eligibility ag.;; 
7. Implications for privalc pension systcms and disability insurance 



'. 

Background materials: 

1. 	 David Wise, "'More Older People Living Longer, Working Less" 
Gruber's papers on incentives for retirement internationally 

PANEL 3: OTHER BENEFIT AND REVENUE OPTIONS 

Leader: 	 Option 1: Gene Steucrle and Michael Boskin 

Option 2: Bill Gale and Ed Gramlich 


Topics: 	 L COLAs 
2. Slate and local workers (including impact on current slate and local programs) 
3, Maximum taxable earnings 
4, Income tax exemptions and treatment as private defined benefit plan 
5, Primary insurance amount adjustments 
6. 	 Computation period extension 
7. 	 Impact ofrefoml options on minorities and women 

Background materials: 
1. 	 Gramlich report (relevrmt sections) 

PANEL 4: ADMINISTI1RING INVESTMI1NTS IN PRIVATE SECURITIES

EITHER THROUGH TRUST FU:>ID OR INDIVIDUAL ACCOUNTS 


Leaders: 	 Option I: Representatives rrom TIAA-CREF, Fidelity or Stale Street, TSP, and/or 
SSNIRS 
Option 2: Peter Diamond and TBD 
Oplion 3: Representatives rrom other countries (e.g., t:K and Australia on private 
accounts, Canada on Trust Fund investments). Could be combined wilh option 1 
or 2. 

Topics: 
I. 	 How individual accounts might be set liP 

-- Mechanics of reconciliation 
2, How investment board for Trust Fund might be scI up 
:t Administrative costs of individual accounts ¥~ evidence from othe; countries 
4. AdnliniSirative costs of individual accounts -- evidence from other U.S, 
experiences 
5. Administrative costs ofTmst Fund 
6, COlllOratc governance issues: Trust Fund and individual accounts, including 
im.'cstmcnt rules and investment board 

6 




PANEL 5: INVESTING THE TRUST FUND IN EQUITIES 

Leaders: Henry Aaron and John Shaven 

Topics: 
1. Benefits to broadening asset diversification of Trust Fund: actuarial impact 
and savings impact 
2. Benefits to hroadening asset diversification ofTrust Fund: risk sharing 
3. Potential size of Trust Fund holdings relative to market aggregate 
4. Investment rules·~ inde.xes, international, etc. (sec link to above) 
5. Canadian experience 
6. Budgetary impJications 

Background materials: 
1. Alicia Munnell's paper 
2. Chapters from Aaron and Reischauer's forthcoming book 
3. Paper by.Thea Angclls 

P,\NEL 6: INDIVIDUAL ACCOUNTS 

Leaders: Martin Feldstein and Steve Zeldes 

Topics: 
J. Funding sources: general budget vs. payroll charge 
2. Mandatory vs, voluntary 
3. Effects on national saving 
4. Rates of return (sec link to administrative costs above) 

B,ackground matcrluls: 
I. Geanakoplos. Mitchell, and Zeldes 
2. Feldstein and Samwick 

RETURN TO I'LENARY SESSION 

PUTTING A PLAN TOGETHER (60 minutes) 

Leaders: Ed Gramlich, NCRP Congressional staff(c.g" BJahouslLorenzcn), and Steve 
005S 

p.,nicip:1111S: Plenary 

7 
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Topics: 
1. Interaction effects between different reform options -- Hlustretive examples 
2. Timing effects and impact on different cohorts 
3. How some illustrative plans were actually put together 

CLOSING SESSION (30 minutes) 

Leaders: President Clinton and Congressional Leadership 

ILLUSTRATIVE SCHEDULE FOR DAY I AlVD DAYl 

Day 1 

~ 
Opening 
Structure of the Social Secunly system 

. Overview ofine challenge 
Break 
Panel session #1 
LUNCH 
Panel session #2 
Break 
Panel seSSion #3 

Day 2 

Event 

Panel session #4 

Break 
Panel session #5 

LUNCH 

Panel session #6 

Break 
Putting a plan together 

Conclusion 


PrS.:!I2QSOO time Possihlg schedule 
30 minutes 
45 minutes 
4:5 minutes 
1:S minutes 
90 minutes 
60 minutes 
90 minutes 
15 minutes 
90 minutes 

proposed time 
9{) minutes 
15 minutes 
90 minutes 
GO minutes 
90 minutes 
15 minutes 
60 minutes 
30 minutes 

9:00·9:30 
9:30·10:15 
10:15·11:00 
11:00·11:15 
11:15-12:45 
12:45·1:45 
1:45-3: 15 
3:15-3:30 
3:30·5:00 

Possible schedule 
9:00-10:30 
1O:3()·10:45 
10:45-12: 15 
12:15-1:15 
I: 15-2:45 
2:45-3:00 
3:00·4'00 
4:00.4:30 
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LISTOF POSSIBLE OUTSIDE EXPERTS PROPOSED ABOVE 


Henry Aaron 
Michael Boskin 
Peter Diamond 
Martin Feldstein 
Victor Fuchs 
Bill Gale 
Steve Goss 
Ed Gramlich 
Alan Greenspan 
Jon Gruber 
Jim Porerba 
Robert Reischauer 
John Shaven 
Charles Shuitzc 
Herbert Stein 
Gene Stcuerle 
Laura Tyson 
Paul Volcker 
Steve Zeldes 

Representatives from; 

TIAA-CREF 
Fidelity or State Street 
TSP 
SSAlIRS 
Other countries: 
NCRP Congxssional staff (c.£.\ Blahous/Lorcnzcn) 

Other pmisible olltside experts 
Alan Blinder 
Barry Bosworth 
Gary Burtless 
David Cutler 
Brad deLong 
Milton Friedman 
Larry Katz 
Robert Litan 
Greg Mankiw 
Alicia Munnell 
June O'Neill 
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THE WHITE HOUSE 

WASHINGTON 

September 29, 1998 

ANNOUNCEMENT OF FIRST BUDGET SURPLUS 

IN A GENERATION 


DATE: 
PLACE: 
TIME: 

From: 

I. PURPOSE 

September 30,1998 

Rose Garden 

Pre-Brier 10:00 '.m. - 10:30 '.m. 

Meet &Greet 10:30 a.m. -10:35 •.m. 

Event 10:35 a.m. -11:00 a.m. 

Gene Sperling 


On the last day of the fiscal year, you will announce that the U.S. government has 
balanced its books for the first time in 29 years -- and indeed achieved a surplus. You 

• 

will make the case for sticking with the economic strategy that achieved this success: 

maintaining fiscal discipline. investing in people. and leading the world economy toward 
renewed stability and open markets. 

II. BACKGROUND 

You will speak to invited guests from Congress, the business community. and the cabinet 
in the Rose Garden about the historic achievement ofbalancing the budget. You will 
highlight the benefits ofa balanced budget to working Americans and urge Congress to 
maintain the fiscal discipline that led to this success -- by reserving the new budget 
stlt'f,lus until we have strengthened Social Security, 

You will be introduced by Ms. Kay McClure, the President and Co-Founder of Walhonde 
(WALL-hon-da) Tools, Incorporated. While the finn is a sman family-owned business. it 
makes sophisticated precision tools for heavy construction projects, such as pulp~paper 
factories. nuclear submarines. and petro·chemical and food processing industries. The 
firm exports to Japan, NOf\Vay. Canada, and Mexico and is trying to break into the 
European market. Walhonde began to export to Japan in about 1994, after Ms, McClure 
participated in a trade mission there with Senator Rockefeller. Waihonde has felt the 
impact of the Japanese economic downturn and has recently cut its prices so that 11 could 
still compete there. 

• Since 1993, Walhonde's revenues have expanded by more than a quarter and their profit 
margin this year will be about 25 percent. They hope to have a million dollar in sales 
within the next couple oryears. They have also increased their workforce from 5 
employees -- several part-time - to 9 employees today (8 full-time and one part-time). 



• And they are looking to hire one additional worker in the next 3-6 months. Walhonde has 
experienced first-hand the benefits oftoday's economy; their line of credit has been 
expanded dramatically and banks are even coming to the finn seeking to lend money. 

Ms. McClure is married to the inventor ofWalhonde's productl;ne. She has four 
children (three ofwhom work for Walhonde) and nine grandchildren. She was a delegate 
to the President's 1995 White House Conference on Small Business where ,he placed 
special emphasis on international trade issues, taxes, and intellectual property rights. 

III. 	 PARTICIPANTS 

~1lrW' 
Erskine B. Bowles •Sylvia Mathews 

John Podesta 

Jake Siewert 


EYmt 
POTUS 

Erskine Bowles 

1. Kay McClurc (goes by "Kay"), President ofWalhonde Tools, Inc. 

• IV. PRESS PLAN 

Open Press 

V. 	 SEQUENCE OF EVENTS 

Tbe President, Erskine Bowles and 1. Kay McClure are announced to a stage at the east 

end c)fthe Rose Garden 


Erskine Bowles introduces Kay McClure. 


Kay McClure introduces tbe President. 


The President gives remarks. 


Tbe President works a ropeline and departs. 


VI. 	 REMARKS 


To be provided by Speeehwriting 


• VII. ATTACHMENTS 

Background paper on surplus. 



PRESIDENT CLINTON: 

CLOSING THE BOOK ON AN ERA OF DEFICITS 

• 	 THE FIRST BUDGET SURPLUS IN A GENERATION 
September 30, 1998 

President Clinton Closes The Book On A Generation of Deficits. In 1993, President Clinton put in 
place a three-pari. economic strategy to cut the deficit to help reduce interest rates and spur business 
investment; to invest in education, health care, and technology so that America was prepared to meet the 
challenges oftbe 21st century; and to open markets abroad so that American workers would have a fair 
chance to compete and win across the globe. Today, America's fiscal house is in order. After three 
decades of budget deficits, today marks the final day of fiscal year 1998 -- the first year the United States 
government will record a budget surplus since 1969. 

• 	 Instead·of$357 Billion Deficit, About $70 Billion Surplus This Year. When President Clinton took 
office, the Congressional Budget Office (CBO) projected the lIlliiili to be $357 billion this year; using 
preliminary infonnation, the Administration expects the sumlus to be about $70 billion this year. (The 
final numbers will be available at the end of October.) 

• 	 About $70 ]Jillion Surplus - The First in A Generation. In 1992, the deficit was $290 billion -- the 
biggest dollar deficit in American history. This year, the Administration expects the surplus to be about 
$70 billion -- the first in a generation (1969) and the biggest dollar surplus in American history. As a 
share ofGDP, the budget surplus would be almost one percent this year -- the largest since the 19505. 

• 
• Six Years in A Row of Fiscal Improvement - The First Time in U.S. History. Reaching a 

surplus in 1998 marks the sixth consecutive year of improved fiscal balance - the longest period in 
all of American history. 

.• 	Surplus Estimated To Reach $150 Billion By 2002. President Clinton promised to balance the 
budget by 2002. The budget is not only balanced this year -- four years ahead of schedule -- but is in 
surplus, which will grow to $148 billion by 2002, as projected in the Administration's mid-session 
review. ',Instead of the $579 billion deficit projected by CBO for 2002. the Administration projected 
in May 1998 a suWlus of $148 billion for 2002 -- a $727 billion swing. 

• 	 While Cutting Federal Spending To Its Lowest in a Quarter Century, President Clinton Has 
Expanded Critical Investments in the Future, Such As Education and Training. President 
Clinton's 1993 Economic Plan included $255 billion in spending cuts over five years -- more than 
half of the total deficit reduction package. As a result. federal spending as a share of the economy 
has declined for each of the past 6 years and is now the lowest in 24 years. However, as spending has 
been cut in lower priority areas, President Clinton has dramatically increased funding in critical areas, 
such as education and training, children, the environment, health care, and research and development. 

• 	 While Eliminating The Budget Deficit, President Clinton Has Provided Tax Relief for Middle
Income Families. Because of the tax cuts for working families signed into law by President Clinton, the 
typical American family of four will face the lowest federal tax burden in over two decades (since 
1976). President Clinton proposes to build upon this record to provide additional targeted, paid-for tax 
relief for child care, education, pensions, affordable housing, and the environment. 

We Cannot Turn Back: We Have Fixed The Fiscal Deficit, Now We Need To Fix The Generational 
• 	 Deficit. In the State of the Union, President Clinton said that any projected budget surpluses should be 

reserved until Social Security is reformed. Today's achievement of the first balanced budget in three 
decades makes President Clinton's call even more timely. President Clinton will oppose any spending or 
tax proposal that fails to set aside surpluses until we have strengthened Social Security for the 21st century. 



, . 


For America's Working Families, Tbe Improved Fiscal Situation Means Lower Mortgage Rates And 
A Brighter Ec<momic Future. Herels what the improved fiscal situation means to typical families: 

e· 	Lower Deficits Mean a l&.w.c.r National Debt - ,U1.000 Less Debt for a Family of Four. The national 
debt is $t2 triliion lower now than projected by eBO in 1993 -~ that's over $17,000 less debt for each family 
of four in America. 

• 	 Lower DeficIts Mean Lower Interest and Mort2aee Rates - Sui", Families Thousands. The 
government's share of total borrowing in U.S. credit markets has been eliminated. from nearly 60 percent just 
six years ago -- which, ~ccording to the Wall Street Journal (5/7), has played a "major rolc" in keeping do\','11 
mterest and mortgage rates. ,According to the New York Times Ilnd Money magazine, lower mortgage rates 
have saved the 10 million families who refinanced their home mortgages $1,000-$2,000 per year, on average. 
[S(II.!n:e: N~ y{>.,l TimQ. 00196; MOllty. 81961 

• L<twer Mortgage Rates Mean Hieber HomeownershjD. Lower mortgage rates -- along with higher family 
. incomes, faster job growth. and the President's National Homeovroership Strategy - have helped raise the 
national homeovmershfp rate to its highest level in American bistory (66.0 pertent). ISouree: BUM':lI.ocflheCen$llli.j 

• I...ower ['nterest Rates Mean FBStU InsiDess Investment Growth. Under President CHnton, real business 
productive investment growth has averaged 12.8 percent ~~ the fastest since John F, Kennedy was President. 
lS<luru: Butt.u ofEtonomic Analysis, Ikplrtment ofComt'l1rn:e.J 

• 	 Lower Interest Rates Mean More New Small Businesses. With lower interest rates, more peOple are . 
investing in starting small businesses. As a result. in each of the last five years, we have had a record number 
ofnew smaU businesses. t5oufe,:: Dun A BWbll"tl:t} 

• Faster Business Investment Growth Means Faster ',onomic Growth nnd.Mou Jobs. Faster business 
investment growth helps expand capacity and has Jed to faster economic groVlth and more jobs undere President Clinton. Since President Clinton took office, the private sector of the economy bas grown 3.9 
percent per year -. far stronger than under President Reagan (3.0 percent per year), the eeonomy has added 
16.7 million new jobs, and unemployment has fallen to 4,$ percent -- the lowest in 28 years, [Sooru: Based;m;,t.~ 
fram the BurelilJ GfEconomi.: Malysi$, [)e<partrncnl ofC01T1lTla'Ce,11Ki Ikn'cau of1.abor S(1:i~ic,s.J 

Experu Agree That President Clinton's 1993 Economic Plan Helped Cut !be DefiCit, Lower Interest 
Rates~ Spur Business Investment, and Strengthen the Economy. The economy and the budget are 
now worldng in a virtuous circle -lower deficits have led to lower interest rates which have led to faster 
business investment which Jed to faster growth which led to even lower deficits:. Experts agree that 

President Clinton·s 1993 Economic Plan helped create this virtuous circle. 

• 	 Alan Greenspan, Federal Reserve Chairman, 2120196: The deficit reduction in the President's 1993 
Economic Plan was "an unquestioned factor in contributing to the improvement in economic activity that 
occurred thereafter." ' 

• 	 Business Week. 5119191: "Clinton's 1993 budget cuts, which reduced projected red ink by more than $400 
billion over five years> sparked a major drop in interest rates that helped boost investment in all the equipment 
and systems that brought forth the New Age economy of technological innovation and rising productivity." 

• 	 V.S. News &: World Rt!tnJrT. 6117/%: "President Clinton's budget deficit program begun in 1993 ... [led1 to 
lower interest rates, which bcgat greater investment growth (by double digits since 1993, the highest rate since 
the Kennedy administration). which begat threeDpJus years ofsolid economic i;,'TOwth averaging 2.6 percent 
annually. 50 percent higher than during the Bush presidency."

•• Paul Volcker, former Federal Reserve Chairman, Audacity, FaIl1994:'''The deficit has C{Jme down. and I 
give the Clinton Administration and President Clinton himself a lot of credit for that.. and I think we're seeing 
some benefits." 

• 	 Fonutlt!, 1013/94: "[The President's] economic plan helped bring interest rates down, spurring the recovery." 



THEN AND Now: 


• A LOOK BACK AT WHEN AMERICA 

HAD ITS LAST BUDGET SURPLUS 

(pastJ>etl/on)"Laugh In" !TVShO~' 
(in July) 

• 
Median Family , $9,433 $44,568 I 

IncomeI--S-.--f-U-S--l----$-98-2-b-.l-r---+---$-8-4~41-.-ll'.-~--4
lZeo . • . trt IOn1 Ion 

i Economy , ,i 

rl'fDA , Boston Celtics Chicago Bulls i 
,

! Champions 

David Brinkley (NBC), Tom Brokaw (NBC), Dan 
Anchors of Walter Cronkite (CBS), and Rather (CBS), and Peter 
Network News Howard Smith and Frank Jennings (ABC). 

i I Reynolds (ABC). 
-_. 

'1
World Series New York Mets ? 

IChampions 
I 

Dest Picture Midnight Cowboy Titanic 
. 

Leader , Leonid Brezhnev Boris Yellsin 
of Russi. 

--~--

John McCormack Newt Gingri~ 

" I ,

iDow Jones 
i Industrial 
, Average 

IPrice of a Can 
of Coca-Cola 

HomeRun 
Leader 

Most Popular 

WHEN WE HAD LAST 
BUDGET SURPLUS (1969) 

876 
(luI)' I} 

15 cents 

Harmon Killebrew hits 49 
home runs 

Rowan & Martin's 

TODAY (1998) 

8081 
(Stpte."liber 29) 

65 cents 

Mark MeGwire hits 70 
home runs 

Seinfeld 

Speaker 
I ofthe House• ISuper Bowl I New York Jets Denver Broncos I 

j Champions I 

'  I 
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f~ ':1;:BUj)G;Eji'D.EFI€ITSi1969"199'8"~;,~:
".,., ,_ .,t, ,,~ .~ .•. t. •. ,. 

Fiscal DcficltlSurplus OefidtlSurplus 
Year (in billions of dollars) (as % of GOP) 

1969 3,2 0,3 
, 

1970 ·2,8 ,(),l 

1971 -23.0 
, 

·2.1, 

1972 -23.3 ·2.0 

, 1973 -14.9 -1.1 

, 1974 -6.1 -0.4 

I 1975 -53.2 ·3.4 

i 1976 ·73.7 -4.3 

1977 ·53.7 -2.7 · 
1978 -59.2 -2.7 

1979 40.7 ·1.6 

, 1980 ·73.8 -2.7 

1981 ·79.0 -2.6 

1982 -128.0 -4.0 

1983 ·207.8 -6.1 

1984 -185.4 -4.9 

1985 -212.3 ·5.2 · 
, 1986 -221.2 -5.1 i· , 1987 -149.8 .),3, , 

1988 -155.2 -3.1 
, 

1989 -152.5 42.8· 
, 

199() -221.2 -3.9I 

1991 I -269.' -4,6, , , 
!· 1992 -29Q.4 -4.7 

1993 -255.0 -3.9 i, 
1994 ·203.1 -3.0 

, 1995 -163.9 -2.3 

19% -107.5 ~1.4 · 
, 

i1997 -21.9 ·0.3 ,• 1998 About 70· Nearly one percent" , 
• .

Estimate Bued On PrduM'lIllY Informatloo 

\ 
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MOVING FROM AN ERA OF DEFICITS TO A,~ ERA OF SURPLUSES: 


FISCAL SITUATION HAS IMPROVED DRAMATICALLY SINCE 1993 


---- _.._.,.... __.... _. 

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 1993.1998. . ----

Projtded . 
Deficits in .290 ·310 -291 -284 ·287 ·319 ·357 404 455 ·513 ·579 -653 1,848
January 1993t 

r- -
Actual and About . 
Projected -290 ·255 -203 -164 -107 ·22 70' 54* 61** 83" 148" 150" 681 
Deficits 

. -".. r-  . ---  ,... ."... 

Difference 0 55 .8 120 180 297 
•PromJanuary 1993 Ctltlgt":"S!lmal Bedget Off~ Ecr.mcmir Gild Blldgtf Dutfeck. 

427 458 516 596 727 803 1,167 

-  -  -- 
1993·2003 

4,452 . 
... 

185 

r'--' 
4,267 

-. Frnm orn~e ofMtmgemenll1l'ld Budget, ~len1Mr lO, 1998, bued on prrliminary infonnation . 
.,. From Office of~1 and Budget, Mid·Seulon Review, May 1998. 
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THE WHITE HOUSE: 

WASHINGTON 

November 3, 1998 

MEETING WITH ECONOMIC TEAM ON SOCIAL SECURITY 

DATE: November 4, 1998 
TIME: 2:00-3:00 PM 
LOCATION: Oval Office 
FROM: Gl.:l1C Sperling 

I. PURPOSE 

To discuss your strategy on Social Security reform between now and the State of the 
Union, 

IJ.· . BACKGROUND 

• 
Bctwee~ now and the 'State 0 rthe Union, you need to make a number of decisions on how 
best tO,begin the process to achieve bipartisan Social Security rt;form. The attached 
do,?wnent walks'you through a number of strategic issues that we will discuss With you 
tomQrfOw. Ymtudvj~Qrs beHcve it' js imOQrtWrt that yoi.t~he attached document 
~{Q[e you speak with Senator Daschle and Rep, Gephardt tooieht and senator Lon and 
Re,p.:iiiogricb'lQmorrow morning.. . , ' . 

Wp.ile Congress is still out ofsession, it is very imp'ortani for us to use th~ next cqupJe of 
months to OUf advantage," We also need to discuss haw the 'h'hite House Conference an 
S09ia1 SecUrity, which is scheduled for December 8th ~d 9th, fits .into o~~ <over~lI 
strategy of achieving refo~ sometime next year.., '. . 

We are also finalizing substantive options for you to discuss with your economic advisors 
ciiher 'before you leave fo~ Asi-a or'irrimediat~Jy after you retlirn.·· .' . . .

. III. PARTICIPANTS 

The Vice Rresident 
John Podesl!i 
Maria Echavcstc 
Gene Sperling 
Sccretary Rubin 

• 
Larry Stein 
Larry. Summers 
Ken Apfel 

... 



• J;(ck Lew 
Sylvia Mathews 
Ron Klain 
Bruce Reed 

Doug Sosnik 

Paul Begala 


IV. 	 SEQUENCE OF EVENTS 


1:40·2:00 Briefing by YOllr advisors for pool spray. 


2:00 	 YQU give short remarks for pool. Pool depans and meeting begins. 

3:00 	 Meeting concludes and.Y.Qll depart. 

V. 	 PRESS COVERAGE 


Pool ~pray at the beginning of the meeting 


• • 
VI. 	 REMARKS 

To be provided by speechwriting. 

VII. 	 ATTACHMENTS 


Hand·out for !;leeting. 


" .' 

.. ',' .', 
:, ' 
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THE VifUTE HOUSE 


WASHINGTON 


SOCIAL SECURITY REFORM l\1EETING 


WITH ECONOMIC ADVISORS 

Wednesday, November 4.1998 


Cabinet Room; 1:00pm 

AGENDA 

STRATEGle QUESTIONS FOR BIPARTISAN SOCIAL SECURITY REFORM 

I. 	 nedsio", W. Need.502D; 

• 	 Wba! should our tone be? 

• 	 Do we want to start bipartisan process now? 

Should we call leadership to meeting? 

Should we begin to discuss possible negotiating structures with the Hill? 


II. 	 IL'lJ;i'ion, We Need To Co.Plider GQin~ Forward; 

• 	 Do we begin to convince Democrats to be open to progressive Individual Accounts, as 
long as the basic program remains intact (consistent with the President's five principles)? 

• . What is the President's first substantive action? 

Additional framework, guidelines~ or principles; 
. Specific framework for legislation without legislative detai!s~ or 
Specific plan. 

• 	 If we Pllt out specific proposal, do we want to utilize a "center-out" strategy or a "left-inH 

strategy? 



• I. WHY SOCIAL S~:CUIUTY R~;FOI\M'? 


• Perceived Jnd roui insolvency of Social S(:curity system threatens confidence in Cf«WII" 


jewel of progressive govemmcnL 

• 	 Secking refnml under Democratic President in sccOlld tem} ofrers ability to reronH Social 
Security in a way that is progressive and universaL 

• 	 Failure to achieve refonn cOllld lead to budget surplus being dissipated on spending or 
lax cut proposals. nHiking eventual Social Security refmm more painful and less 
generous, 

• 	 Waiting longer can make refonns within more traditional Social Security structure morC 
dif~cul1, could erode confidence in the system, and lead to mote radical reforol down the 
road. 

II. SUBSTANTIVE GOALS OF SOCIAL SECUR!TY REFORM ' .. 


• • Reform t11at rneets.o'r strerigthens five principles President laid opt at Kansas City 
conference: '. . " . 

1. strengthen and Protect Sociai S~ritY f~r 'the 21" Century. 

2, Maintain Uni.ver~~lity and Fairness.. 

3, Provide a Benefit People Can Count on, 

-1, Preserve Financial Security Jor Low~lncome and Disabled Beneficiaries, . 

5. 	 Maintain Fiscal DIscipline., 

Possible 'Other Goals: 

'. 	Maintain or strengthen progressivity of current syst~ . 

• 	 Increase national' savings (compared to the surplus being spent) . .. ' ' .', " . '. '.'.". - " 

. • .... Achieve higher returmrfrom' Social Security system. . ."' 

• Strengthen system ,even ~lOre for dis?civanlagcd, minorities . 

• 




• 	
III. STRATEGIC CONSIDERATIONS FOR SOCIAL SECURITY REFOllM 

BiparJisan Reform MilS! Af/{)w fViJlsjiH Hath SIdes: 

• 	 fk]lUblicans must h.\\'c ci!.lJ£r Individual Accounts or surplus-funded tax cuts. 

• 	 Democrats must have eithgr trilditional Social Security reform without lndividual 
Accounts or refoml that secures the basic Social Security system and also achieves 
Democratic wins, such as increased progressivity, reduction in widow poverty. 
improvemenls for disadvantaged minorities, perception of universal PCllsions, or 
Individual Accounts seen as voluntary or on-lop of nomlal structure. 

Win~I"'il1 Compromises: 

• 	 Social Security refoml with progressive Individual Account structure. 

• 	 Social Security reform wjthill!llndlVidual Accounts, but large lax cuts, 

Tone: 

• 	 We fa~e a choice about our lone heading into this process, We could eitber: 

• 	 Take a b~~r edge' with Democratic rhetoric'and bope to bring the Republicans' to 
t~e table (and have'greater leverage to get bipartisan deal with progressive, 
support). 

We· could stay above:the fray. acting as tllC honest broker'seeking to craft and 
bleSs any acc'eptablc compromise: ' " 

',:~., .. 	>. '" .....IV;:STRATEGlcGoALsFoRCOMPLETING .. ,', .. 
;i.~'.>~., .. ,""~. 'l:~~' ,".:~ "tu:FO'RM'iN'C_NTENVmo~'ENT:' '-:. 

. 	 . 
. • Must convince Democrats to be open to progressive Individual Account structure as long 

as the basic SociatS.ecurity progrnm is maintained (consistent with the President's five 
principles),' , ' ,. ' 

Must convince Democ~ts that' witho"ut refonn thi's year; surphi's wfn be used ro'r. 
tax cu'ts -- ~hjch 'would make ev~ntu'al refonn more' dim~ult 'and iess ge~etous .• 
Individual Accounts':- ifst~ctured with'a basic guarantee and structured like the 

.'lJ1rift Savin'g's Plan (TSe) -,; will not be. open to harshest criti:q!l~ an~ eouid be_

• popular ~ith some Democratic constituencies . 

, Sho~ that being 'open to Indi",'idual Accounts' ~ould bring significant wi'ns' for 
, pemocrats on progrcssiviiy. w'idow poverty, disa~valltaged minoritics;crc: 



• 
 May need to ere.ate principled framework for Inuividl!a! ACCOUIl!S; 


lndividual Accounts must make system more progressive -- and b<!sic 
system stays as progressive as cmTclltly. 

jndividual Accounts must offer basic guarantee. 

individual Accounts must be structured like TSP \\'ilh liJnitcd choices. low 

fees, and measures to rninimlze chuming, etc, 


• 	 M list convince Rcpublicam:. to minimize SlZC of hidividual ;\cconots and meet Presidell!'s 
demands on progrcssivity. 

v. ClIALLENGES WE MUST OVERCOME To ACIIIEVE BIPARTISAN REFORM 

• 	 Most bipartisan efforts currently inv'olve fiscally conservative Democrats that don't 
represent mainstream of party. Likewise, a bipartisan agreement among members of lhe 
Senate Finance Committee would nm get a majority of HOllse Democrats. 

• 

• ,Many Republicans sec IndividuafAccounts as a means to a completely privatized system. 


Their demands must be moderated to smaller Individual Accounts and allow for 

Democ~tjc·Yli.ns on progressiv~ty_ . 


,
• 	 Democrats must be open to small Individual Accounts as trade~off for gains on 

progressivity; wid9w pOV~t1y. e~c< . 

, 	 '.. 
'. 	 Middle ground for Democrats has not emerged. Democrats ar~ either for trylst fund 

investments in equity 'which wouid leave'the government with a significant share of tne ' 
stock market or rel~.tively harsh Individual Accountswith significann:uts in the 
'traditional program (e.g., Kerrey. Moynihan .. Breaux. Stenholm)., W.e must help bring' 
Democrats t!? middle ground. . 

'Possible Members With Whom To Build Coalition: 
,u ., ,.' , 

. Senate Democrats: Daschle, Bingaman. Conrad, 

House Democrats: Few options, but possibilities include pomeroy (beph~dt's,
': .rePresentative on Social Socurityrefonn),Cardln. Rangel, aridNew Deiriociats.; 

, - ,.. " "" ' 

Senaie 'kepu6licans"; Gregg,:Gramm: Santorum, DomeniCi, Chafee, Grassley all 
expressed desires to w9rk.with us. Many Republ~cans are scared of being targ~ted 
as "privatizers." The key challenge'with Senate Republic!1ns is that, for example. 

• 
,Gr,amm and pomenici ~ave a broad'dawbtlck approach \'(1th 3 pcreentlndividllal 
Accoun~ aI)d,thcy would neep to move to the cen1-eir. 

'House kel?ublicans:"~olbe h,ns show"o moderate lea4ership;' Sanford wants to 
work wi'th us, but his proposa"1 is sti11 too. excessive, It is unclear how much' . 
Gingrich and Armcy will move to the center for the sake of refoITrL 

http:Democ~tjc�Yli.ns


VI. OPTIONS ON PROCESS 


• Timing: 

• 	 Should bipartisan process begin this year (November/December)? 

or 

• 	 Should it begin early next year (January/February)? 

Initial Substantive Action: 

• 	 President's initial substantive action: 

Does President put out additional framework, guidelines, principles that could lay 
out map for Individual Accounts or anti-poverty goals that-must be accomplished? 

Does President put out specific framework for legislation in discussion paper 
without legislative details? 

Does President put out specific plan? Key timing issues'; December Conference, 

• 

Ear~y January, or State of the Union . 


Process Options: 

Process Option" #1: .. 

() 	 Republicans and Democrats each appoint head afSenate Finance and House 
Ways and Means plus one leadership choice for both Democrats and Republicans . 

. (Both sides would be ~ble to designate others on key issues to bring more people' 
into the process.) .,The negotiating sid~s would' likely be: Moynihan, Bingaman, 
Rangel, and Pomeroy and Ro'th, Gregg, Archer, and Sanford, plus Administration 
representatives. That would be 1O-12.people at the table. Ifwe'go to next level.-~ 
by adding majority and minority members of the budget committees -- there' 
would be 18-20 people in. the room. 

Key Challenge: There will be·resistarice to fonnal negotiating structure 
··because people do D.m want to be cut out (e.g., G~ariun, Conrad, Domenlcl, 
Kolbe, Stenhoim, Breaux, San'torum, .Gras·sIey). 

Process Option #2: 

• o . Senate Finance Committee becomes vehicle for first negotiations happe~irig 
among its. members with White House participation. 

Key 'Challenge: A bipartisan agreement amon'g members of the Senate 
Finance Committee would not get a majority of House Democrats. 



• Process Option #3: 


o Use model of tobacco strategy: President puts out detailed guidelines (which he 

could do under any of these options) and vows to work wlth any group thut wants 
comprehensive Social Security reform. 

fisty Challenge: May lose leadership points for not putting out specific 
plan. May be only starting point and issue would be when in process to 
put something forward that is more specHic. 

Process Option #3a: 

o 	 President puts out detailed guidelines. but llQl specific plan, Provides framework 
for negotiations to go fOlWaro with Finance Committee an? Ways and Means. 

Process Option #4,' 

o 	 President does serious consultations and puts out specific Social Security rcfonn 
plan . 

President would get immediate leadership points for putting out specific 
plan. 

Would help jump-start Social Security process to have Presidential plan on 
the lable. 

• 


A centrist proposal-- "center-out" strategy -- by the President could be 
criticized by base groups for giving up too much at the start, while 
Republicans may feel they need to move to the right of the President (even 
if it would otherwise be acceptable). 

A "left-in" strategy may::soJidify our base's positiC?n· tI:.at we do:llQ1 need to ' 
compromise and. may give Republicans the impression that we are llil1 
serious about Social Security reform . 

• 



