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ISSUE

A. Financing

1.

Short Term

Since the Social Security system is exceedingly sen-
sitive to changing economic conditions most recent
trends indicate that 01d Age, Survivors, and Disability
outgo will exceed income by a widening margin so that
trust fund reserves will be exhausted in the early
1980's. The Medicare Trust Fund is projected to be
relatively stable.

Long Term

Current demographic projections and recent provisions
for automatic cost of 1living adjustments which provide
a double benefit increase for current workers raise
serious questions about the fiscal stability of the
system over the next 50 years.

B. Selected Advisory Council Recommendations

The Advisory Council on Social Security recommended
action to deal with a number of specific items such as:

maintaining retirement test
equal treatment of men and women
minimum benefits

older disabled workers

STRATEGY FOR DEALING WITH ISSUES

Secretary Weinberger must testify before Ways and Means on
May 20th and recommends:

1.

A specific decision be made now on a proposal to
deal with the short term financing problem and
announced in his May 20 testimony.

In that testimony we should indicate the Administra-
tion intends to submit in January a proposal to deal
with the long term issues.

Not dealing now with the selected Advisory Council
recommendations with the one exception of equal treat-
ment for men and women which has recently been sub-
ject of a Supreme Court decision.
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REACTIONS TO THIS PROPOSED STRATEGY

I recommend concurrence with strategy items two and three

above.

No objections have been raised on these points and

the long term problem needs to be addressed and
January would be an appropriate point in time.

equal treatment of men and women has been the
subject of a court decision and the options avail-
able now are not likely to change with time.

There is, however, a sharp difference of opinion on the key
question, point one, of whether the short term problem should

be:

dealt with now and a specific option should be announced
by the Secretary on May 20th, or

should be included with the longer term problems
and a single comprehensive plan to stabilize the

Social Security System should be presented in Janu-
ary 1976.

ARGUMENTS IN FAVOR OF ACTING ON THE SHORT TERM PROBLEM NOW

1.

3.

The public is concerned about the stability of the

system and a specific proposal now will help calm that
concern. :

Failure to present a specific recommendation could
provide increased impetus to Congressional moves
toward general revenue funding.

Action now would put the Administration in the
position of taking the initiative.

ARGUMENTS AGAINST ACTION NOW

1.

Since proposals, either now or in January, would
not become effective until 1977 at the earliest
there is no need to make a decision immediately.

OMB believes the data furnished by HEW is insufficient
to make a decision as important as this.

Any adjustments now have a long term affect anyway
so they will have to be integrated in the long term
proposal.
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4., The long term proposal is needed not just for
financial problems but also for basic structural
changes. Action now could remove the leverage
needed to gain support for these changes.

STRATEGY DECISIONS

Option I: Act now on the short term problems by having

Secretary Weinberger announce a specific proposal on
May 20th. :

Favored by: HEW
Bill Seidman

Option II: Defer action on the short term problem,
proceed with work on both long and short term problems
and submit in January 1976 a single comprehensive plan
for stabilizing the system.

Favored by: OMB Treasury Department
Phil Buchen Alan Greenspan

RECOMMENDATION

That you approve Option II, deferring action on short term
issues now and including short term issues in a single
comprehensive plan in January 1976.

Approve Disapprove

SPECIFIC OPTIONS FOR ACTION NOW

The Secretary suggests three basic options if you wish to
deal now with the short térm problem. He suggests that the
aim be to maintain OASDI Trust Fund reserves of no less than
30 percent of outgo. The options available are:

1. TAX RATE ONLY OPTION: Simply raise the tax rate.

-= In 1977 increase total tax from 5.85 to 6.20.
The OASDI tax would go from 4.95 to 5.30. In
1978, take the scheduled .20 percent Medicare
tax increase and apply it in part. A total tax
of 6.20 would apply in 1977 and 6.40 in 1978.

Pro

1. Would stabilize trust fund at about 36
percent of outgo.
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2. Utilizes relative stability of Medicare
Trust Fund to assist troubled OASDI system.

3. Has promptest corrective affect on trust
fund.

4. Would have the least detrimental affect
on savings flow and capital investment.

Con

ot

Would impact most heavily on low income families
reinforcing charge that Social Security tax
is regressive.

2. Largest total tax increase of any option.

3. A higher tax yields no increase in benefits
by itself.

2. BASE/RATE OPTION A: Modest increase in earnings

base coupled with some tax increase.

Rather than the scheduled 1977 increase to $16,500
in earnings base subject to tax, increase the

base to $18,000. In addition, raise total tax
rate in 1978 from scheduled 6.05 to 6.30. Part

of scheduled Medicare increase would be shifted
and coupled with an additional increase to

protect OASDI Trust Fund.

Pro

l. Would spread burden to higher income levels
thus moving toward greater progressivity.

2. Change in earnings base is not severe and
will have a lesser affect on savings.

3. Occurs in conjunction with previously
scheduled increases.

1. Tax increase beyond present law.
2. New level of wages subject to tax.

3. Slowest affect on stabilizing trust fund.
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2. BASE/RATE OPTION B: Increase wage base substantially

and shift part of Medicare increase.

This proposal would increase wage base to $21,000
in 1977, shift part of the 1978 Medicare increase
to OASDI but not increase total tax beyond what
present law requires.

Pro

1.

2.

Con

1.

Total tax is not increased beyond present
law. v o

Moves substantially toward greater pro-
gressivity.

Has more immediate corrective affect on
trust fund outgo. :

It gives something back in higher benefits
to those who will be paying the higher rate.

It has long been agreed that Social Security
protection should not extend to the total
earnings of covered workers for this coverage
would substitute for private insurance

funded in the private sector. Under this
option, 95 percent of the covered work force
would have their entire salary protected
under $ocial Security.

Concentrates total cost of correcting trust
fund problems on the higher income group,
thus having the most severe affect on savings
flow. ’

This is a short-term proposal, but the effect
of an increase in the wage base goes well
into the long range future. A wage base
increase results in a higher base for the
computation of benefits. It increases the
cost of the system in the future (i.e., not

all of the revenue is available for covering

the deficit. Some is lost in higher future
benefits). Thus, it is a more costly and
permanent change than a tax rate increase
for the same amount of revenue.



STAFF COMMENTS

Robert Hartmann: Base/Rate Option A

Jack Marsh: Tax Rate Only Option with Base/Rate Option A
as a fall back position.

Alan Greenspan: "If there is to be action now...tax rate
only....more progressivity reduced savings
flow and capital investment."

Phil Buchen: "Any proposal advanced at this time...should
combine increases in both the tax rate and
earnings base."

Bill Seidman: Supports the three Tecommendations by Secretary
Weinberger including Base/Rate Option B.

RECOMMENDATION

I recommend that if you choose to act now you select the
Base/Rate Option A which provides for a modest increase in
earnings base and a tax increase.

Approve Disapprove



























































































































































































THE WHITE HOUSE

WASHINGTON

November 28, 1975

MEMORANDUM FOR:

FROM:

SUBJECT: Social Sec
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The purpose of this memorandum is to present for your decision
options for dealing with the serious short and long term financing
problems facing the Social Security System. The timing of any
legislative proposal is clearly a key element in your decision.
Therefore, the discussion of options will include a projection of
the effect on the stability of the trust fund and an assessment of
political and budgetary consequences.

. CURRENT SYSTEM:

In 1974, the Social Security System collected $5879 billion for
OASDTI from 99 million workers in covered employment and paid
$58.5 billion in OASDI benefits to. 31 million beneficiaries. The
current OASDI tax rate is 9.9% (4.95% each paid by employers

and employees) on a minimum wage base of $14,100. The wage

Base will increase to $15,300 in calendar year 1976. The current
tax rate for the HI (medicare) trust fund is 1.8% (.9% each paid
by employers and employees). An increase is scheduled in 1378.

Social Security Tax Rates:

Present Law

‘Calendar Year oaspi HI TOTAL
1977 4.95% 0.90% 5.85%
1978 4.95 1.10 6.05
1979 4.95 ©1.10 6.05
1980 4.95 1.10 6.05
1981 4.95 1.35 © 6.30
1982 4.95 1.35 6.30,
1983 4.95 1.35 6.30
1984 - 4.95 1.35 6.30

1985 4.95 ©1.35 6.30
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PROBLEMS

The OASDI trust fund is underfinanced in the shor! and long texrm.
Benefit outlays are expected to exceed payroll tax receipts in 1975
and every year thereafter. Under current law, the projected
deficit will average 1.3% of taxable earnings over the next 25 years

(1975 - 1999) and will rise to 4.1% in the following 25-year period
.(2000 - 2024).

Unless some actlon is taken, OASDI trust funds will fall from the
current 66% of yearly outgo to 43% in 1977, 33% in 1978; 11%

1981, 3% in 1982, and the trust funds will be exhausted in 1983

The projected rapid decline in trust funds assets over the next few
years can be attributed to: _ X _ +

- Increased benefits resulting ffom wage growth and
inflation.

- Absence of equivalent increases in payroll tax
revenues. (In fact payroll tax receipts have dlmlnlshed
due to high rates of unemployment)

The progected long term (beyond 2000) def1c1ts can be attributed to:

- Future populatlon “trends which 1nclude a substantlally
' increasing ratio of retired persons to the working
_population after the beginning of the 21st Century.

- - A flaw in the current system which over adjusts the
benefits of future retirees to inflation. The current
formula which determines future benefits for workers
increases the weighting of earnings by the rate of.
inflation. Since wages normally grow with inflation,
the result is an overcompensation - commonly referred
to as a "coupled" system. There is a general consensus
in the Congress and among outside experts that the
inflation adjustment in the formula shoudl be eliminated,
thus "decoupling" the system. Such a change would not
affect the automatic CPI increases in benefits after re-
tirement. It should be emphasized here that "decoupling”
will have virtually no effect on the short term deficit.

POLITICAL CONTEXT:

An awareness of the political environment surrounding the Social
Securlty System is crucial as we sort out these very important
issues. Decisions regarding social security have traditionally
followed a unique pattern which has insulated the system from sudden
and far reaching changes. Structural modifications take place
usually after extensive public debate including exhaustive studies -
and visible commissions. Protection of the system is fostered by
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one of the strongest and largest constituencies in the public policy
arena, including the elderly, organized labor and all of the wage

earners who are contributing to the system and expect to benefit
from it in the future.

Members of Congress and espacially of the Finance and Ways and
Means Committees have institutionalized this process of incre-
mental reform. The Committees have jointly established a high
level advisory working group to examine the "decoupling" problem

and to recommend pollcy changes to the Committees in the spring
of 1976.

Because of the serious financing problems the Social Security System
now faces, the public has begun to question its stability. Although
the subtleties and complexities are not widely understood, there
exists some general pressure to move toward stabilizing the trust

fund with a minimum of disruption and change for those in the
system.

DECISIONS: \
Alternatives for your decisions are presented in three categories:

1. Options to deal with the short term decline in trust
fund assets.

2. ‘“Decoﬁpling" options which alleviate the long term
deficit. : :
3. Mechanisms for analyzing some of the broader structural

issues in the Social §ecur1ty System.

These sets of options including choices of the tlmlng of any 1n1t1a—
tive you choose are described as follows.

SHORT TERM FINANCING:

The choices for preventing the rapid decline of the trust fund are
difficult ones. Simply expressed, revenues must be increased or
benefits must be reduced. Your decision and the timing of any
action should take into account the effect on the trust fund,
budgetary and political consequences.

Estiﬁated Trust Fund Assets under Current Law:

Calendar Year Assets at Beginning of Year as Percent
of Outgo during Year

1975 ' 66%
1976 : 552
1977 ) 433

11978 33%
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Calendar Year Assets at Beginning of Year as Percent
of Outgo during Yeaxr -

1879 25%

1980 _ 18%
1981 11%
1982 : 3%
1983 0%

These projections by the Social Security Administration are based
"on economic assumptions which are regarded by many as

optimistic. HEW has taken the position that it would be dangerous
for the trust fund assets to fall below 33%. 1In order to prevent
the trust fund from falling below 33% in 1978, legislation to in-
" crease revenues or to decrease benefits must be enacted before
January 1, 1978. If you agree that SSA's economic assumptions

are optimistic and/or that the trust fund should not fall so low,
then more immediate action is required during FY 1977 or FY 1978.

Short term financing optiohs which préevent the trust fund assets
from falling below one-thi¥gd include:

1. Increase Revenues by Raising Payroll Taxes.

* It would be necessary to increaseﬁggé by .6% of payroll
beginning in 1977 or 1978 and to gradually increase that amount
to 1.1% or 1.2% by 1983.

Given your proposal for a permanent tax reduction, it
would be very difficult to propose and justlfy an increase in pay-—
roll taxes in the next year or so. An increase in the payroll tax
has a particularly harsh effect on low income wage earners. ON
the other hand, such an increase would eliminate the trust fund
deficit until 2000.

2. Increase revenues by a combination of a more modest
increase in taxes .and raising the wage base to which
they apply.

If the wage base were raised from the currently projected $16,800
for 1977 to $19,500, the necessary tax increase would be .3% of payroll
beginning in 1977 oxr 1978 and approx1mate1y .9% by 1983.

Again, even a more modest increase in taxes would be
difficult, given economic and political considerations. Even though
‘a tax/wage base increase would eliminate the trust fund deficit
until 2000, high wage earners would assume more of the tax burden
and would be entitled to higher future benefits, thereby enlarging
the trust fund deficit after 2000.
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3. Reduce outlays by placing a cap on the July, 1876 CPIX
increase and decreasing certain other benefits.

OMB has proposed increasing benefits by only 60% of the
1976 CPI and several program changes including:

a) Do not pay retroactive benefits for the months before
an application is filed if such a lump-sum payment would reguire
a permanent actuarial reduction in future monthly benefits.

b) Eliminate the monthly retirement test, making the
retirement rest on cumulative annual earnings.

c) Eliminate over a 4-year period special benefits for
those aged 18 to 22 in school full-time.

~ The 60% cap on CPI would save $2.24 billion in 1978 and
‘an increasing amount in subsequent years. The other program
changes would save approximately $1 billion in 1977 and
in subsequent years. Such reduced expenditures would keep the
trust fund levels about one-third of outgo until 1980. It would
~again be necessary to reduce expenditures further or to provide

Si?f)addltlonal income. >

This proposal to reduce benefits would be more consistent
with our economic policy than any tax increase, but it may be
difficult politically to propose reducing benefits for the elderly and
disabled. It eliminates only a portion of the deficit until 2000.

At best it postpones another decision on short term financing for about
4 years. ‘

RECOMMENDATIONS :
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DECISION

Take action in FY 1977
Option 1:
Option 2:
Option 3:

Defer action until:
FY 1978
FY 1979

DECOUPLING:

"Decoupling is a long term financing issue,as the coupled system

(which went into effect in 1975) will not’ impact on the deficit until
after 2000. )

There exists a general consensus in Congress and among outside’
experts that the overadjustment for inflation should@ be changed,
thus "decoupling” the system. There is, unfortunately, no clear
consensus about how the formula should be changed.

The major issue, on which there may be wide disagreement, is

a philosophical question about what should be the future role of
social security. . What levels of tax rates and benefits would be ~—~
appropriate in the context of overall taxes and retirement income. ’

In considering alternative "decoupling" models, this philosophical
question translates into a choice between continuing to provide
benefits at the same percentage of wages as the current system vs.
allowing replacement rates to decline over time.

A word of explanation about the concept of "replacement rates" --
The current benefit formula provides various replacement rates
(benefit amounts as a percentage of wages) for various wage groups.
At the time of retirement, the wages of a Social Security bene-
ficiary are replaced at a given .percentage of his wages (replacement
rate). After retirement this benefit level rises automatically with
increases in the CPI. In the current coupled system, replacement
rates for every category of wage earner are rising over time due

to the double indexing of the benefit base. This is clearly un-~
desirable and should be corrected. '

The question is whether replacement rates should remain constant or
decline over time. If replacement rates are to remain constant, at
what level should they be fixed or if they are to decline, at what
rate should they be allowed to decline. The benefit formula can

be adjusted to produce the desired constant or declining replacement
rates.
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The following graphs illustrates the effect on benefit levels (replace-
ment rates) and expenditures under three alternative decoupling
models as compared to the current law "coupled" system.
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Rising replacement rates under the current system are clearly
unacceptable. The alternative choices are described, as follows:

1. Alternative 1 -~ simply holds constant current replace-
ment rates. 1t eliminates approximately 50% of the long term
deficit. Therefore additional tax revenues would be required
eventually. Because this proposal decoupleswith a minimum of
change in future benefits, it would probably prove the least
controversial among constitutent groups and in Congress.

2. Alternative 2 - allows benefit levels for future
retirees to keep pace with inflation instead of real wage growth.
This means that if such & proposal were enacted in 1976, the level of
future benefits of workers would maintain a portion of their
purchasing power in 1976 rather than keeping up with higher standards:
of living resulting from real wage growth. Replacement rates
would decline substantially over time, as illustrated in graph #1,
thus reducing the future role of social security. This proposal
would eliminate the entire long term deficit and would allow future
tax reductions. Such a far reaching change in the system would
probably be very controversial. \

3. Alternative 3 - represents a middle ground between
alternatives 1 and 2. It allows future benefits to keep pace with
approximately half of the growth in real wages. It would eliminate

2 of the long term deficit. This proposal could also be
politically difficult.

The existing consensus in opposition to the current coupled system
provides a forum for discussion of decoupling proposals. There-
fore one of these three models could be proposed in connection
with a short term financing proposal. However, these alternatives,
particularly the two which include declining replacement rates
would prove very controversial and raise some fundamental questions
about the role of social security which we may not be fully pre-
pared to address at this point.

STUDY OF SOCIAL SECURITY SYSTEM:

To allow time for the neceésaf& data collection, for analysis of
the broader structural issues and for education of the public and

consensus building, it is our judgement that a comprehensive study
.is needed. '

If“you decide to defer legislative action on a short term financing

proposal and/or decoupling, then the study group could address these
issues over the next year.
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Clarification of the role of social security in our society 1is neces-
sary to insure its stability and continued public confidence. Some
of the fundamental questions include the following:

- What should be the role of social security in the context of
the overall pension system? :

- What should be the role of social security in the_overall
tax system?

- What should be the rolé of social security in the context
of economic growth?

- What should be the role of social security in terms of
wage replacement vs. income redistribution (welfare)?

Tt is our judgment that Domestic Council members should assist in
developing a framework for the study which clearly identifies the
appropriate issues, and should assist in the selection of a group

of outside experts. The experts would provide needed analysis and
facilitate increased public awareness of the issues. Responsibility
for overseeing the study could be housed in either the Domestic
Council oimthe Office of the Secretary, HEW.

o~

RECOMEMNDATION:

DECISION:

Propose decoupling:
Alternative 1:
Alternative 2:
Alternative 3: .

Propose Study of Social Security:






