





THREE BASIC REFORMS

At this point, we want our discussion to focus on fundamental issues of plan design that could
impact our short-term strategy for achieving reform, and to avoid spending too much time on
details that can be worked out at a later date.

Many of our plans contain three basic provisions that are meant as place holders for
benefit cuts and/or revenue increases to be determined later. The three provisions we
happen to have chosen close 44 percent of the 75-year actuarial imbalance. There would
be many other ways to achieve similar solvency effects.

-- Raise the taxable maximum for the OASDI payroll tax so that 90 percent of
earnings are taxed by 2010: This would return the percentage of eamings that
are covered to where it was in 1982 and 1983. In 1998 dollars, it would be
equivalent to raising the taxable maximum from $68,400 to $95,100. It would
raise taxes by up to $1,655 (each for workers and employers) for the six percent of
workers with earnings above $68,400. We are exploring ways to raise revenues
without having such a large effect.

-- Cover state and local government new hires beginning in 2011.

-- Increase the number of years used in calculating Social Security benefits
from 35 to 38.

These proposals could be replaced with an across-the-board benefit cut of 10
percent. While all three of these proposals are likely to run into serious political
opposition, it is important to note that only one of these three provisions results in a
reduction in Social Security benefits for future retirees, and that the reduction equals only
3 percent of current-law benefits. Replacing these provisions with an across-the-board
benefit cut would require a 10-percent cut in benefits for 2015 and later (or 20 percent by
2040 if the cuts were phased in more slowly). Such benefit cuts may be even less
palatable than these three basic provisions.




I. PLANS THAT TRANSFER

SURPLUS TO THE
TRUST FUND







KEY CHALLENGES ASSOCIATED WITH BONDS ONLY PLANS

Will Transfers of the Surplus Help Us Prepare for the Future? Transfers of the
budget surplus to the Trust Fund do not reduce the mismatch between annual tax
revenues and benefit obligations in the out years. However, to the extent that transfers
allow us to use the surplus to pay off debt (or purchase private securities), they will
leave us in a stronger financial position when the demographic challenges arrive.

Will Transfers Succeed in Removing Surpluses from the Books? Under current

budget scoring rules, transfers used to purchase government bonds would not remove
any unified budget surplus from the books, and therefore would not prevent the surplus
from being used for tax cuts or new spending. However, allocating the surpluses for
Social Security could lead to a change in scoring rules.

The Double Counting Problem. The Trust Fund has already been credited with the
excess of Social Security taxes over benefits. The current unified budget surplus is
entirely due to the Social Security surplus. Under OMB projections, 89 percent of
unified budget surpluses over the next 10 years are due to Social Security (under CBO
projections, 98 percent are due to SS). If we were to transfer the surplus to Social
Security, some might complain that we were crediting the Trust Fund twice. Indeed,
some people already argue that the Trust Fund is not “real” and that we are “raiding”
the Social Security Trust Fund to mask non-Social Security deficits.

Maintains and Expands Social Security Trust Fund Structure. Many Democrats

and Republicans do not support the trust fund structure, saying that it does not truly set
aside money for Social Security and does not prevent the funds from being spent. By
transferring additional funds to the trust fund, this type of plan would expand Social
Security’s reliance on the trust fund structure.

ustainin ansfers If Surpluses D aterialize. If the full projected
surpluses do not materialize and transfers are scored as outlays, then the transfers could
result in budget deficits. To the extent that these deficits are financed by issuing debt,
then we will not have done anything to improve the long run fiscal situation. In
addition, it the future it may appear strange to be transferring amounts based on
projections of surpluses from many years before.




TRANSFER SURPLUS TO TRUST FUND AND INVEST IN EQUITIES

Transfer 68 percent of the currently projected unified budget surpluses to the Trust Fund
for 1999-2032 to purchase equities. Limit the share of the Trust Fund invested in equities
to 25 percent.

KEY ATTRACTIONS OF THIS APPROACH

Continues the program on a completely defined benefit basis.

Achieves higher returns with low administrative costs while spreading risk across the
population and over time.

Preserves benefits at current law levels.

KEY DISADVANTAGES OF THIS APPROACH

The government would own between 5 and 11 percent of the stock market depending
on the methodology used. See the box on the next page for details

IMPACT ON 75-YEAR ACTUARIAL BALANCE (current balance is -2.19)

Common set of reforms NA
General revenue transfer to Trust Fund +2.20

Across the board cuts to achieve solvency NA

Remaining Actuarial Balance +0.01

IMPACT ON BENEFITS IN 2030
PERCENT OF CURRENT LAW BENEFITS

Low Earner | Average Earner High Earner
($12,000) ($27,000) ($43,000)

Total

+0.0 +0.0 +0.0

ALTERNATIVE YERSION WITH COMMON SET OF REFORMS:

Transfer 50 percent of the currently projected UB surpluses to the Trust Fund for 1999-
2008 to purchase equities. Limit the share of the Trust Fund invested in equities to 25
percent.

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

Make across the board benefit cuts of 6 percent to achieve solvency.






THE PERVASIVENESS OF CORPORATE GOVERNANCE ISSUES

While issues of government ownership of private securities do not arise in the case of
individual accounts, issues of political influence over investment choices and of
corporate governance could still be large, especially if investment choices were limited
to a few government-authorized index funds.

WHAT HAPPENS IF THE STOCK MARKET PERFORMS POORLY?

If the stock market performs worse than is projected, the balance in the trust fund will
be lower than projected, creating pressure for additional revenue sources or benefit
cuts. This is a common feature of plans that depend on stock market returns to fund
traditional Social Security benefits.

































































































KEY ISSUE #3: FISCAL SUSTAINABILITY

For How Long Can We Afford to Fund Individual Accounts Out of the Surplus?

If remaining surpluses are spent, 2 percent individual accounts can be afforded until
around 2023.

Once the surpluses have run out we could continue to fund the individual accounts out
of general revenues (this would cost around 0.8 percent of GDP), or we could trigger in
traditional reforms to pay for the individual accounts.

It might also be possible to set aside some of the extra surpluses in the early years to
prefund individual account contributions in later years. We present a plan like this
later in the packet.

KEY ISSUE #4: DESIGNING A PACKAGE WITH “WINS” FOR BOTH PARTIES

Indivi vi in awa i r iv

current defined benefit Social Security system. We could propose a negotiating
principle that the traditional benefit must remain as progressive as it currently is, and
that any individual accounts must be more progressive.

rr k i initiativ Iderl verty
particularly amoung widows. and to help other needy populations. We are
developing a list of policy options in this area. For example, if progressive individual
accounts were at least partially bequeathable, low-income families with short life
expectancies could potentially benefit more from the progressivity of the individual
accounts than they do from the progressivity of the current system.
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KEY ISSUE #5: FEASIBILITY AND COST OF INDIVIDUAL ACCOUNTS

Individual accounts in foreign countries have proven very costly. In both the U.K.
and Chile, administrative costs absorb 20 percent or more of account accumulations
under their systems of individual accounts.

Lower costs might be achievable by limiting choice. At the cost of severely limiting
choices, it may be possible to keep costs down significantly. Our benefit numbers
assume a very low administrative cost of 10 basis points per year. This would
correspond to a reduction in account accumulation of only 2 percent.

Low-cost plans would also be low-service plans. The level of services associated
with a plan this cheap would be very low, and in particular would compare
unfavorably with the level of services offered through most 401(k) plans. Specifically,
a bare-bones plan might offer annual reporting rather than monthly or even daily
reporting, a much narrower range of asset choice, and a far lesser ability to switch
among available assets.

Contributions would lag earnings, For individual account funding approaches that

are tied to past earnings, the delays in making contributions into accounts could be
perceived to be very long. Under current procedures, workers’ earnings for the prior
year are not verified until November in the current year. Thus, if a system of this type
were in force currently, workers’ last recorded contribution as of today might be for
1996; or workers might just have received their contributions for 1997.

Funding out of the surplus might alleviate the perception problem. It might be

argued that since the funding of these accounts was coming from the surplus,
individuals would not perceive the contributions to be tied to their eamings, and
therefore not see it as arriving late.

Qther approaches might be possible. It is also possible, though not yet fully
verified, that some acceleration of contributions could be achieved through a change in
procedures.
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FLAT-DOLLAR ADD-ON INDIVIDUAL ACCOUNT

WITH ACROSS THE BOARD BENEFIT CUTS TO

RESTORE SOLVENCY

Fund $580 per worker individual accounts out of general revenue. Assume these funds
are invested 50-50 in stocks and bonds.

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

Make additional across the board benefit cuts by revising the benefit formula, but keep
disability benefits at current-law levels.

KEY ATTRACTIONS OF THIS APPROACH

° Gives individuals control over their retirement savings. Could be described as building
wealth.
o Achieves higher returns while avoiding government ownership of private securities.

KEY DISADVANTAGES OF THIS APPROACH

° Surpluses are not sufficient to fund individual accounts forever.

IMPACT ON 75-YEAR ACTUARIAL BALANCE (current balance is -2.19)

Common set of reforms

Across the board cuts to achieve solvency

Remaining Actuarial Balance

+0.97
+1.22
+0.01

IMPACT ON BENEFITS IN 2030
PERCENT OF CURRENT LAW BENEFITS

Low Earner | Average Earner High Earner
($12,000) ($27,000) ($43,000)

Common Set of Reforms -3.0% -3.0% -3.0%
Across-the-Board Cuts Implied by -133 -13.3 -13.3
Remaining Shortfall
Annuity provided by Individual +34.4 +20.8 +15.8
Account
Total +18.1 +4.5 -0.5
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PARTIALLY VOLUNTARY INDIVIDUAL ACCOUNTS

° Fund $290 per worker individual accounts out of general revenue. Assume these funds
are invested 50-50 in stocks and bonds. Allow workers to voluntarily contribute an
additional 1 percent of earnings to their accounts.

° Make common set of reforms.

° Make additional across the board benefit cuts by revising the benefit formula, but keep
disability benefits at current-law levels.

KEY ATTRACTIONS OF THIS APPROACH

° Cuts in half the long-term fiscal obligation of the government to finance individual
accounts.

° Preserves benefit levels for low-income workers even if they do not make voluntary
contributions.

KEY DISADVANTAGES OF THIS APPROACH

o Some may feel they are being asked to add an additional one percent of payroll taxes
simply to maintain their existing Social Security benefit level.

IMPACT ON BENEFITS IN 2030
PERCENT OF CURRENT LAwW BENEFITS

Low Earner Average Earner High Earner
($12,000) ($27,000) ($43,000)
Common Set of Reforms -3.0% -3.0% -3.0%
Across-the-Board Cuts Implied by Remaining -133 -133 -133
Shortfall
Annuity provided by Individual Account +17.2 +104 +7.9
Total without voluntary contribution +.9 -S.9 -8.4
Maximum annuity provided by voluntary +8.1 +10.8 +13.1
Individual Account
Total +9.0 +4.9 +4.7

Under current law, annual benefit levels are $6010 for the low earner, $9925 for the average eamner, and $13,112
for the high earner.
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I11. PLANS THAT USE THE
SURPLUS BOTH TO SHORE

UP THE TRUST FUND AND
TO FUND INDIVIDUAL
ACCOUNTS

16



HYBRID PLANS:
INDIVIDUAL ACCOUNTS AND TRUST FUND EQUITY INVESTMENTS

° Create 3290 per worker individual accounts funded out of general revenue.

° Invest Trust Fund assets worth 1 percent of payroll in stocks. Limit the share of the Trust
Fund invested in stocks to 25 percent.

° Make common set of reforms.

° Make additional across the board cut in benefits to achieve solvency.

KEY ATTRACTIONS OF THIS APPROACH

° Provides wins for both sides. Shores up traditional Social Security and establishes
individual accounts.

° Because individual accounts are small, sustaining them in the out years will not create
much pressure on other programs.

° Because transfers to the trust fund are modest, the peak share of the stock market
owned by the trust fund will be between 3.7 and 5.7 percent.

KEY DISADVANTAGES OF THIS APPROACH

° Has the downsides of both individual accounts and trust fund investments: the high
administrative costs of small individual accounts and the problems of government
ownership of private securities.

IMPACT ON 7S-YEAR ACTUARIAL BALANCE (current balance is -2.19)

Common set of reforms +0.97
Tax indiv. accounts like OASDI +0.06
Redeem TF assets to buy stocks +0.58
Remaining Actuarial Balance +0.00

IMPACT ON BENEFITS IN 2030
PERCENT OF CURRENT LAW BENEFITS

Low Earner Average Earner High Earner
($12,000) ($27,000) ($43,000)
Common Set of Reforms -3.0% -3.0% -3.0%
Across-the-Board Cuts Implied by Remaining -8.0 -8.0 -8.0
Shortfall
Annuity provided by Individual Account +17.2 +10.4 +7.9
Total +6.2 -0.6 -3.1
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ARE THERE WAYS TO REDUCE GOVERNMENT OWNERSHIP CONCERNS?

ggmdua!s in [hgl[ mdmdugl gcggug:s, In plans that combine Trust Fund
investments with individual accounts, it might be possible to have the Trust Fund
allocate its investments according to the aggregate investment behavior of individuals
in their individual accounts. This idea -- and other ideas like it -- could allow
defenders of government investment to say that it was millions of individual choices
and not a government board that was allocating funds.

he fundamental issu rporate governa ntinu arise in thi
approach. Because the individual accounts being “mirrored’ by the trust fund
investments are presumed to be invested TSP-style, in government-authorized funds,
issues of political influence over investment choices and of corporate governance could
still be large.
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ADD-ON INDIVIDUAL ACCOUNT WITH ESCROW ACCOUNT TO
SUSTAIN INDIVIDUAL ACCOUNTS

Fund $580 per worker individual accounts out of general revenue. Assume these funds
are invested 50-50 in stocks and bonds.

After funding individual accounts, place 70 percent of remaining surpluses in an escrow
account invested 50-50 in stocks and bonds. Use the escrow account to fund individual
account contributions after the unified budget surplus runs out.

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

Make additional across the board benefit cuts by revising the benefit formula, but keep
disability benefits at current-law levels.

KEY ATTRACTIONS OF THIS APPROACH

Sustains individual accounts even after surpluses run out, thereby avoiding pressure to
cut other programs to fund the new individual account “entitlement.”

KEY DISADVANTAGES OF THIS APPROACH

Has same disadvantages as other plans that combine individual accounts and
government investment in private securities.

Some may find this proposal unusual and therefore not sound because it uses the
escrow account to prefund individual account contributions rather than retirement
benefits. People are used to the idea of prefunding pension benefits, but it would be
novel to prefund pension contributions.

IMPACT ON 75-YEAR ACTUARIAL BALANCE (current balance is -2.19)

Common set of reforms +0.97
Remaining Actuarial Balance +0.01

IMPACT ON BENEFITS IN 2030
PERCENT OF CURRENT LAwW BENEFITS

Low Earner Average Earner High Earner
($12,000) ($27,000) ($43,000)
Common Set of Reforms -3.0% -3.0% -3.0%
Across-the-Board Cuts Implied by Remaining -13.3 -133 -133
Shortfall
Annuity provided by Individual Account +34.4 +20.8 +15.8
Total +18.1 +4.5 -0.5
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FLAT-DOLLAR ADD-ON 1A WITH 50 PERCENT INTEGRATION

° Fund $580 per worker individual accounts out of general revenue. Assume these funds are
invested 50-50 stocks and bonds.
o Use 50 percent of individual accounts to fund traditional Social Security benefit. Tax other half
of retirement income from individual accounts like Social Security
° Make common set of reforms and additional adjustments to traditional Social Security program to
restore solvency.
KEY ATTRACTIONS OF THIS APPROACH

° Traditional benefits (after six percent reduction) are guaranteed regardless of how the market
performs.

° Achieves nearly the same outcome as a trust fund investment in equities plan without creating
perception of government ownership of private securities. Indeed, some prominent
Republicans have embraced this approach.

° Integration of the benefit may make people more likely to perceive that their individual
account is added together to their traditional benefit in providing their overall benefit.

KEY DISADVANTAGES OF THIS APPROACH

° When the government uses 50 percent of the individual account to fund the traditional benefit,
people may feel that they are losing half of their account rather than understanding all along
that the account has two parts -- one part which funds the traditional benefit and another part
that provides additional retirement income.

° May be perceived as complicated.

IMPACT ON 75-YEAR ACTUARIAL BALANCE (current balance is -2.19)

Common set of reforms +0.97
Tax individual accounts like OASDI +0.06
50 percent clawback of indiv. accounts +0.90

t jev v L +0.26
Remaining Actuarial Balance +0.00

IMPACT ON BENEFITS IN 2030
PERCENT OF CURRENT LAW BENEFITS
Low Earner Average Earner High Earner
($12,000) ($27,000) ($43,000)

Common Set of Reforms -3.0% -3.0% -3.0%

Across-the-Board Cuts Implied by Remaining -3.2 -3.2 -3.2

Shortfall

Annuity provided by Individual Account +17.2 +10.4 +79

Total +11.0 +4.2 P17
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PLANS THAT FUND
INDIVIDUAL ACCOUNTS OUT
OF THE EXISTING 12.4

PERCENT SOCIAL SECURITY
PAYROLL TAX
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BREAUX-GREGG-KOLBE-STENHOLM PLAN

Use 2 percent of the existing 12.4 percent Social Security payroll tax to fund 2 percent of payroll
individual accounts.

Make re traditiona lal Security program:

- Reduce second and third bend points by 2 percent per year for 20 years.

-- Reduce COLA by 0.5 percentage points.

- Increase normal retirement age by 2 months per year until it reaches 70, then index.
= Cover new state and local workers.

-- Reduce spouse benefits from 50 to 33 percent of PIA.

-- Increase computation period to 40 years, but count all earnings.

- Eliminate eamnings test.

-- Credit all taxation of Social Security benefits to OASDI.

-- Create new minimum benefit.

KEY ATTRACTIONS OF THIS APPROACH

o Plan is fiscally responsible.

KEY DISADVANTAGES OF THIS APPROACH

o Reduces benefits compared to present law (though not compared to the 72 percent of
benefits that are affordable in 2032 if no changes are made).

IMPACT ON 75-YEAR ACTUARIAL BALANCE (current balance is -2.19)

Remaining Actuarial Balance +0.00

IMPACT ON BENEFITS IN 2030
PERCENT OF CURRENT LAW BENEFITS

Low Earner | Average Earner High Earner
($12,000) ($27,000) ($43,000)
Change in Traditional Benefits -25.1% -39.5% -42.2%
Annuity provided by
Individual Account 16.2 21.6 26.2
Total -8.9 -17.9 -16.0
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I. WHY SOCIAL SECURITY REFORM?

o Perceived and real insolvency of Social Security system threatens confidence in crown-
jewel of progressive government.

° Seeking reform under Democratic President in second term offers ability to reform Social
Security in a way that is progressive and universal.

o Failure to achieve reform could lead to budget surplus being dissipated on spending or
tax cut proposals, making eventual Social Security reform more painful and less
generous. :

o Waiting longer can make reforms within more traditional Social Security structure more
difficult, could erode confidence in the system, and lead to more radical reform down the
road. N

II. SUBSTANTIVE GOALS OF SOCIAL SECURITY REFORM

o Reform that meets or strengthens five principles President laid out at Kansas City

conference:

1 Strengthen and Protect Social Security for the 21* Century.

2! Maintain Universality and Faimness.

3. Provide a Benefit People Can Count on.

4. Preserve Financial Security for Low-Income and Disabled Beneficiaries.
S. Maintain Fiscal Discipline.

Possible Other Goals:

° Maintain or strengthen progressivity of current system.

° Increase national savings (compared to the surplus being spent).

° Achieve higher returns from Social Security system.

° Reduce widow poverty.

°

Strengthen system even more for disadvantaged minorities.







- Show that being open to Individual Accounts could bring significant wins for Democrats
on progressivity, widow poverty, disadvantaged minorities, etc.

- May need to create principled framework for Individual Accounts:

- Individual Accounts must make system more progressive -- and basic system stays
as progressive as currently.

- Individual Accounts must offer basic guarantee.

- Individual Accounts must be structured like TSP with limited choices, low fees,
and measures to minimize chuming, etc.

Must convince Republicans to minimize size of Individual Accounts and meet President’s
demands on progressivity.

. CHALLENGES WE MUST OVERCOME TO ACHIEVE BIPARTISAN REFORM

Most bipartisan efforts currently involve fiscally conservative Democrats that don’t represent
mainstream of party. Likewise, a bipartisan agreement among members of the Senate Finance
Committee would not get a majority of House Democrats.

Many Republicans see Individual Accounts as a means to a completely privatized system. Their
demands must be moderated to smaller Individual Accounts and allow for Democratic wins on
progressivity.

Democrats must be open to small Individual Accounts as wrade-off for gains on progressivity,
widow poverty, etc.

Middle ground for Democrats has not emerged. Democrats are either for trust fund investments in
equity which would leave the government with a significant share of the stock market or relatively
harsh Individual Accounts with significant cuts in the traditional program (e.g., Kerrey, Moynihan,
Breaux, Stenholm). We must help bring Democrats to middle ground.

Possible Members With Whom To Build Coalition:
- Senate Democrats: Daschle, Bingaman, Conrad.

- House Democrats: Few options, but possibilities include Pomeroy (Gephardt’s
representative on Social Security reform), Cardin, Rangel, and New Democrats.

- Senate Republicans: Gregg, Gramm, Santorum, Domenici, Chafee, Grassley all expressed
desires to work with us. Many Republicans are scared of being targeted as “privatizers.”
The key challenge with Senate Republicans is that, for example, Gramm and Domenici
have a broad clawback approach with 3 percent Individual Accounts and they would need
to move to the center.

- House Republicans: Kolbe has shown moderate leadership; Sanford wants to work with us,
but his proposal is still too excessive. It is unclear how much Gingrich and Armey will
move to the center for the sake of reform. T



V1. OPTIONS ON PROCESS

Timing:
° Should bipartisan process begin this year (November/December)?
or

o 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;aper without
legislative details?

- Does President put out specific plan? Key timing issues: December Conference, Early
January, or State of the Union.

Process Options:
Process Option #1:

o) Republicans and Democrats each appoint head of Senate Finance and House Ways and
Means plus one leadership choice for both Democrats and Republicans. (Both sides would
be able to designate others on key issues to bring more people into the process.) The
negotiating sides would likely be: Moynihan, Bingaman, Rangel, and Pomeroy and Roth,
Gregg, Archer, and Sanford, plus Administration representatives. That would be 10-12
people at the table. If we 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 resistance to formal negotiating structure because
people do not want to be cut out (e.g., Gramm, Conrad, Domenici, Kolbe,
Stenholm, Breaux, Santorumn, Grassley).

Process Option #2:

o Senate Finance Committee becomes vehicle for first negotiations happening among its
members with White House participation.

- Key Challenge: A bipartisan agreement among members of the Senate Finance
Committee would pot get a majority of House Democrats.

-
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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 with any group that wants comprehensive
Social Security reform.

- Key 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 1s more specific.

Process Option #3a:

o President puts out detailed guidelines, but pot specific plan. Provides framework for
negotiations to go forward with Finance Committee and Ways and Means.

s

Process Option #4:
o President does serious consultations and puts out specific Social Security reform 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
table.

- QO!!SI

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 solidify our base’s position that we do not need to

compromise and may give Republicans the impression that we are not serious about
Social Security reform.
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FISCAL CRITERIA FOR SOCIAL SECURITY REFORM

1. TRUST FUND 75-YEAR ACTUARIAL BALANCE

While Social Security is currently bringing in more money than it is paying out, this

balance will be reversed early in the first half of the next century.

(As pcfcentage of taxable payroll)

OASDI Income and Cost Rates, Calendar Years 2000-2070

Income rate

(Social Security revenue
excluding interest

as percentage of taxable

payroll)

Costrate
(Social Security outgo as
percentage of taxable

payroll)

Balance

2000 12.63 11.16 1.48
2010 12.74 12.19 0.54
2030 13.10 17.76 -4.66
2050 13.22 18.29 -5.07
2070 13.34 19.54 -6.20

Note: income rate exceeds 12.4 percent because it includes income from taxation of benefits.

75-year shortfall is 2.19 percent of payroll. Eliminating this 75-year shortfall is the target
that most reform plans try to achieve.

Plans often achieve 75-year actuarial balance by combining positive cash flow in early
years with negative cash flow in later years. This implies that the passage of time will
eventually leave us out of 75-year actuarial balance again.

However, a plan that keeps us solvent until 2080 will continue to keep us solvent until
that date (if demographic and economic assumptions are correct). Thus, so long as the
plan is described as a plan to restore solvency through a particular date rather than as a
plan to achieve 75-year balance, we may be immune to the critique that the reform failed
to save Social Security.

Some people argue that the goal of reform should be to have the system in balance
forever. Others, point out that delaying the date of trust fund exhaustion by 50 years
would be a significant achievement even if it did not result in the system being
sustainable in perpetuity.




2. IMPACT ON UNIFIED BUDGET

Two Key Budget Assumptions

What assumption should we make about the growth rate of discretionary spending?

For the standard 10-year budget window, it is conventional to assume that discretionary
spending grows with the CPI. Any change to this would likely meet with heavy
Republican resistance since it would imply higher levels of spending.

For longer term forecasts, some have suggested that it makes sense to use a different
assumption about the growth rate of discretionary spending. Assuming that discretionary
spending growth slower than GDP would imply that such spending will be a much
smaller share of the economy in the long run. Since all of the projections we use assume
that discretionary spending grows with the CPI for the first 10-years, even the more
generous assumptions result in discretionary spending that is a smaller share of the
economy in the future than it is today.

Discretionary spending as share of GDP
Discretionary
spending grows with: | 2000 2010 2040 2070
CPI 6.3 4.9 3.2 22
CPI+population 6.3 49 3%l 2.7
GDP 6.3 49 49 4.9
Note: All three projections assume that discretionary spending grows at CPI for the first 10

years. Source: OMB, Analytical Perspectives.

Under OMB mid-session review projections, surpluses last until 2053 if discretionary
spending grows with CPI, 2037 if discretionary spending grows at CPI+population, and
2028 if discretionary spending grows at the same rate as GDP. These projections assume
that the surplus is used to pay off debt.




We compare plans to both a spend-surplus baseline and a save-surplus baseline.

. Surpluses last longer if they are used to pay off debt than if they are spent. For example,
under the assumption that discretionary spending grows at CPI+population, surpluses last
until 2037 if surpluses are used to pay off debt, but only until 2022 if the surpluses are spent.

. These budget projections assume that Social Security benefits continue to be paid in full
out of general revenues even after the trust fund is exhausted. General revenue transfers
would eventually become large -- 2.26 percent of GDP in 2070. Moreover, if debt were
issued to finance these transfers, the combined impact of the transfers and the additional
interest expense would reach 4.6 percent of GDP in 2070.

Unified Budget Benchmarks

(share of GDP)
Unified Budget  Unified Budget
Surplus Surplus
under baseline  if surpluses are
(pay off debt) spent
(1) (2)
2000 0.67 0.00
2010 2.82 0.00
2030 0.76 -1.54
2050 -1.33 -4.65
2070 -7.82 -12.72
change -8.49 -12.72
from 2000-
2070

Source: OMB Mid-session Review and SSA calculations based on OMB economic assumptions. Assumes
discretionary spending grows at CPI+population.

Unlified Budget Balance as a percent of GDP(MSR Assumptions)
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THREE BASIC REFORMS

At this point, we want our discussion to focus on fundamental issues of plan design that
could impact our short term strategy for achieving reform, and to avoid spending too
much time on details that can be worked out at a later date.

All of our plans contain three basic provisions that are meant as place holders for benefit
cuts and/or revenue increases to be determined later. These provisions by themselves
close 44 percent of the 75-year actuarial imbalance.

The three provisions are:

- Raise the tax base for the OASDI payroll tax so that 90 percent of eamings are
taxed.

- Cover state and local government new hires beginning in 2011.

-- Increase the number of years used in calculating Social Security benefits from 35
to 38.

While all three of these proposals are likely to run into serious political opposition, it is
important to note that only one of these three provisions results in a reduction in Social
Security benefits for future retirees, and that reduction is only 3 percent.

Replacing these provisions with an across the board benefit cut would require a 10
percent cut in benefits for 2030 (if the cuts were phased in over 15 years) and a 20
percent cut by 2040 (if the cuts were phased in over 40 years). Such benefit cuts may be
even less palatable than these three basic provisions.











































































