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THE WHITE HOUSE
WASHINGTON

December 8, 1975

MEMORANDUM FOR:  PHIL BUCHEN C e
| JACK MARSH et
MAX FRIEDERSDORF -
ALAN GREENSPAN -
ROBERT HARTMANN o
JIM LYNN RN

FROM:

SUBJECT :

Attached for your comments is a draft decision memorandum
for the President on Social Security. The memorandum has
been discussed extensively with many of you and your staffs.
It presents to the President key substantive questions each
of which have significant ramifications for workers and
retired persons.

While the issues are complex, they have, as I mentioned, been
reviewed before and we have attempted to reflect the sug-
gestions and comments' that have been submitted to us.

In this final round, therefore, it is essential that you
indicate specifically the changes that you believe are still
necessary. :

Given this background, I would appreciate having your comments
by close of business on Wednesday, December 10, 1975.

Attachment



" THE WHITE HOUSE

WASHINGTON

December 8, 1975

MEMORANDUM FOR

THE SECRETARY OF HEALTH, EDUCATION,
AND WELFARE ' :

THE SECRETARY OF LABOR

THE SECRETARY OF THE TREASURY

FROM: JAMES CANNO

SUBJECT: Social Sdcurity
N

Attached for your comments is a draft decision memorandum
for the President on Social Security. The memorandum has
been discussed extensively with many of you and your staffs.
It presents to the President key ‘substantive questions each
of which have significant ramifications for workers and
retired persons. o

While the issues are complex, they have, as I mentioned,

" been reviewed before and we have attempted to reflect the
suggestions and comments that have been submitted to us.
In this final round, therefore, it is essential that you
indicate specifically the changes that you believe are
still necessary.

Giveh fhis background, I would appreciate having your
comments by close of business on Wednesday, December 10, 1975.

Attachment
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THE WHITE HOUSE
WASHINGTON
April 7, 1976

MEMORANDUM FOR: THE HONORABLE W. J. USERY, JR.
SECRETARY OF LABOR )

FROM: JIM CANNO

SUBJECT: Social Se ity Long-Range Financing

Attached for your comments and recommendations is a draft
decision memorandum for the President on the long-range
Social Security financing problem. It describes the two
major options for carrying out the President's December
decision to "decouple" the systen.

There are broad differences of opinion over how best to
present this issue. Therefore, we welcome specific sugges-
tions for any changes you consider necessary.

I would appreciate receiving your comments by close of
business, Monday, April 12, 1976.

Attachment



THE WHITE HOUSE

WASHINGTON
April 7, 1976

MEMORANDUM FOR: THE HONORABLE DAVID MATHEWS
SECRETARY OF HEALTH, EDUCATION,
AND WELFARE

FROM: JIM CANNO w

SUBJECT: Social Se ity Long-Range Financing

Attached for your comments and recommendations is a draft
decision memorandum for the President on the long-range
Social Security financing problem. It describes the two
major options for carrying out the President's December
decision to "decouple" the system.

There are broad differences of opinion over how best to
present this issue. Therefore, we welcome specific sugges-
tions for any changes you consider necessary.

I would appreciate receiving your comments by close of
business, Monday, April 12, 1976.

Attachment



THE WHITE HOUSE
WASHINGTON
April 7, 1976

MEMORANDUM FOR: THE HONORABLE WILLIAM E. SIMON
SECRETARY OF THE TREASURY

FROM: JIM CANNO

SUBJECT: Social Se ity Long-Range Financing

Attached for your comments and recommendations is a draft
decision memorandum for the President on the long-range
Social Security financing problem. Tt describes the two

major options for carrying out the President's December
decision to "decouple” the system.

There are broad differences of opinion over how best to
Present this issue. Therefore, we welcome specific sugges-
tions for any changes you consider necessary.

I would appreciate receiving your comments by close of
business, Monday, April 12, 197s.

Attachment



THE WHITE HOUSE

WASHINGTON

April 7, 1976

MEMORANDUM FOR: PHIL BUCHEN
ROBERT T. HARTMANN
JACK MARSH
MAX FRIEDERSDORF
ALAN GREENSPAN
JIM LYNN
BILL SEIDMAN

FROM: JIM CANNON

SUBJECT: Social Se ity Long-Range Financing

Attached for your comments and recommendations is a draft
decision memorandum for the President on the long-range
Social Security financing problem. It describes the two major

options for carrying out the President's December decision to
"decouple" the system.

There are broad differences of opinion over how best to present
this issue. Therefore, we welcome specific suggestions for any
changes you consider necessary.

I would appreciate receiving your comments by close of business,
Monday, April 12, 1976.

Attachment






THE WHITE HOUSE

WASHINGTON

April 20, 1976

MEMORANDUM FOR: JIM CANNON
FROM: ART QUERN
SUBJECT: Public Employee Pension Funds

Attached is a summary provided by Steve McConahey of a
20th Century Fund Report on public pension funds. It is
a very interesting report and Steve's summary is well
worth your time.

Attachment

cc: Art Fletcher
Pat Delaney
Lynn May
Allen Moore




THE WHITE HOUSE

WASHINGTON
April 19, 1976

MEMORANDUM FOR: ART QUERN %()’ﬂ\
FROM: STEVE McCONAHEY
SUBJECT: Review of the 20th Century

Fund Report on Public Employee
Pension Funds

This report provides a very comprehensive review not only of
the basic elements of pension fund policy but of some
specific programs. This memorandum provides you with the.
highlights of the major recommendations reached by the

author.

l.

The most significant policy question for public
pension systems is the degree to which they are
coordinated with social security. The author
feels that if a state did not somehow coordinate
its system with social security, it will have no
control over its employee retirement benefits.

For the most part, public employee pension funds
have a higher benefit level than private funds;
however, this is a combination of a higher payout
ratio as well as a greater contribution rate on
the part of the employee.

The author feels that anything that provides a
benefit beyond "continuance of net income" raises
questions about the equity of the fund and cer-
tainly raises risk of public rejection. Moreover,
he documents the phenomena of early retirement
when benefits are provided immediately upon
retirement as opposed to a point when the age of
60 or 65 is reached. Not only does this force
early retirement, but it adds additional burdens
to the pension system.

Because social security tends to be focused on
assistance to the poorer parts of the American
public, local governments have to be careful to
coordinate their plans of social security to avoid
payment of more than net income before retirement
when the two systems are combined.



10.

11.

He specifically recommends amendments to the law
to include all public employees hired in the
future. He further suggests that the elements of
the social security law that permit withdrawal
ought to be changed to prevent employees who elect
to terminate from receiving future increases in
benefits. :

He feels that it is inappropriate, on general
principles, for the larger system of social security
to accomodate the peculiarities of many federal,
state and local plans. He feels that that respon-
sibility of coordination and development of a
reasonable retirement program should be left to
the states.

He emphasizes the need for public employment
retirement systems to be funded on actuarial

basis. He feels that pay as you go arrangements
encourage irresponsibility, grant benefits without
recognition of the cost, and expose employees to
the hazards and disappointment of the jurisdictions
inability to pay.

He feels that jurisdictions should be able to
reach portability agreements amongst them, whereby
one does not lose benefits when transferring to
another.

Policemen and firemen pensions have been too high
in many places, and have encouraged early retire-
ment. Again, this causes a high turnover in
employment ranks and causes an increased financial
burden on the pension system.

Many pension systems should update their investment
programs. He feels that investment policies have
been too conservative without the flexibility to
react quickly and without using the expertise of
people totally familiar with the investment market.

Consolidation of individual public pension

systems at the state levels is worth considering.
This would avoid benefit competition among various
jurisdictions and would yield more efficient
administration and perhaps better investment
policies.



12.

13.

14.

15.

He expresses concern about the inclusion of pension
benefits in collective bargaining process. In

such situations where it is bargained for there is
always the risk that the legislature will refuse

to accept what an employee union has negotiated.

There is a need for some type of firm commitment

for the delivery of the benefits promised. However,
he recommends avoiding situations where the state
is left with no opportunity to adjust plans if
particular problems arise.

In improving pension legislation, there is no

magic formula. He feels that it is " a combination
of statesmen art of combining, with judgment and
integrity, the ideal with the possible."

The author concludes "on the whole, benefits paid
by public systems have been a major contribution
to the security of several generations.... New
circumstances, rising levels of wages and benefits,
and a new social security system confront employee
pension plans with a need for redifinition of
purpose and for a new approach for the accomplish-
ment of their goals."



DRAFT MEMORANDUM

THE WHITE HOUSE

WASHINGTON
April 22, 1976

MEMORANDUM FOR THE PRESIDENT

FROM: ' JIM CANNON
SUBJECT: Social Security: TLong-Range Financing
PURPOSE

The purpose of this memorandum is to re-open for discussion
and review your December decision to "decouple" the Social
Security System. The memo includes an expanded presentation
of the issue, some new information relevant to the subject,
and revised policy alternatives.

Because of the complexity and importance of this matter, it
is recommended that in considering the alternatives, you
meet with the Cabinet secretaries and staff advisers most
closely involved and concerned with this issue so that v1ews
and assumptions may be carefully discussed. :

BACKGROUND

In December you addressed three major problems threatening
the financial integrity of the Social Security System:

1. The system is experiencing annual deficits.

Your response to this problem was a proposal
to increase revenues through a .6 percent

(.3 percent each for emplovers and emplovees)
Social Security tax increase, effective in
1977. This would solve the problem through
the early 1980's,but there appears to be no
chance that Congress wil enact such an
increase this vear.
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The sygtem s cost-of -living indexing

to overadjust for inflation.

This problem is often referred to as
"coupling" or "double-indexing" because two
automatic adjustments for inflation are
made in the determination of benefits.

[One of these is a CPI adjustment to the
benefit formula, and the other occurs be-
cause the level of earnings subject to
Social Security taxes is increased annually
to reflect average wage growth -- and wage
growth also tends to incorporate CPI in-
creases.] The projected net effect over
the long term is to increase benefits
faster than the rate of inflation and real
wage growth.

Your December decision on this issue was to
"decouple" the system in a manner equivalent
to Option A below. This decision was
described specifically in your 1977 budget,
the Economic Report of the President, and
OMB's Seventy Issues book. (See specific
language at Tab A)

The system faces major long—term financial

Eressures .

Congress expects the trustees to project at
least 75 years into the future to estimate
the impact of current provisions. Revised
projections now indicate huge deficits by
2050 averaging over 8 percent of annual
payroll. This translates to more than $3
trillion at current tax rates. BAbout half
the deficit is attributable to the "coupling"
problem, and the rest is largely due to
revised demographic (i.e., blrthrate)
assumptions.

RE-OPENING THE DECOUPLING DECISION

We are asking you to review your December decision on
decoupling for two reasons:

l.

The belief held by many of your advisers that
the complexities of this issue and its poten-
tial long term implications reguire more de-
tailed presentation and discussion than was
provided in December; and
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2. Recent Congressional developments.

Both the House Ways and Means Committee and the
Senate Finance Committee have indicated that
they will not accept your proposal to

increase Social Security taxes by .6 percent
in January, 1977. However, there is concern
among the members of both committees about the
long-range fiscal impact of "coupling."

To advise them on "coupling" and other major
- - - Social Security @ssues, these two committees
last year retained a panel of six economists
and actuaries, chaired by Harvard economist
William Hsiao. The final report of this
panel was submitted to the Congress on
April 5. It recommends a decoupling ap-
proach (Option B below) which is more fis-~
cally conservative than Option A, and which
would eliminate most, if not all, of the
projected long term deficit with minimal tax
increases. :

For these reasons, we are asking you to review your decision
of last December.

RELATED LONG-TERM ISSUES

Since the coupling problem is not the only major long-term
Social Security issue requiring attention, we want to remind
you of some of the others. Certain of these may be addressed
to a degree in your decoupling decision, but all of them re-
quire additional in-depth study and analysis. Several major
unresolved issues are:

® The long-range role of social security vis-
a-vis private pension and savings plans.

® The acceptable economic limits of the Social
Security program and its impact on capital
formation.

® The preferred means of funding Social
Security (i.e. should general revenues
finance a portion of the system?)

® The impact of Social Security taxes on unem-
. ployment and of benefits on work incentives.
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e The extent to which Social Security should
redistribute income, and its relationship
to public assistance programs.

e The fairness of spouse benefits.

® The inclusion of all workers under Social
Security (including employees of State and
local governments who now have optional
coverage).

e Other related issues (e.g. sex discrimina-
tion, the retirement test and earnings’
rules governing the receipt of benefits,
etc.)

Further analytic work would enhance our understanding of
these issues, and it is our recommendation that an order to
proceed with this additional analysis accompany your deci-
sion on decoupling. Ultimately, however, any reform of the
system will require fundamental value judgments. ‘Several
of your advisers believe that some of those judgments can
be made on the basis of existing knowledge.

" ALTERNATIVES FOR ACTION

Although there exists a virtually unlimited number of wavs
of correcting for the coupling problem, only two are pre-
sented here. They represent the two strategies most often
argued as the appropriate direction for the program to take
over time.

Both options would eliminate the overadjustment for infla-
tion in the current formula. They differ in the manner in
which they would calculate initial benefit levels in the
future (and, therefore, the extent to which they would
eliminate projected deficitg. This difference is not par-
ticularly significant in the next ten to twenty years, but
becomes quitedramatic after that.

Option A: This plan (your December decision) is
designed to replace on the average a constant
proportion (approximately 43 percent) of pre-
retirement income for new retirees. Wages
are expected over time to grow faster than the
CPI, and Option A would fully reflect this
wage growth by indexing initial benefit
levels to wage increases. This approach
ensures that the real value of the average
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social security benefit for new retirees
grows at the same rate as the real income
of the rest of the population. This

option would eliminate only half of the
long-term deficit and therefore should be
viewed as a major step toward solving the
total problem but not the complete solution.

Option B: This plan (the Hsiao panel
recommendation) is designed to adjust
future initial benefits for CPI increases,
but reflect wage growth to a much lesser
degree than Option A and only to the extent
that an individual worker achieves it. The
average real benefit grows, but not as fast
as the real incomes of the rest of the pop-
ulation. Therefore, the average rate of
earnings replacement declines over time.
This option would substantiallv eliminate
most of the long-term deficit.

Option C: Postpone action on decoupling until
a more thorough analysis of the implications >
of Options A and B and other decoupling
models can be undertaken.

DISCUSSION

To understand the mechanics of both Options A and B, it is
useful to review how the current system operates with an
oversimplified example. Social security benefits after
retirement are often described by the extent to which they
replace a certain percentage of a retiree's previous earn-
ings. This percentage, known as the replacement rate,
currently averages 43 percent for all wage earners. For
various earnings' levels, the replacement rate is the
following:

e Approximately 63 percent of the wages of a
worker earning $3600 (a relatively "low"
wage worker).

e Approximately 42 percent of the wages of a
worker earning $8600 (a "middle" wage
worker) . ‘

e Approximately 30 percent of the wages of a
worker earning the covered maximum of
$15,300 (a relatively “high" wage earner).
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These figures reflect the progressivity of the benefit
structure under Social Security, i.e., the lower a person's
earnings, the higher the percentage of wages replaced by

. social security benefits.

The difference between Options A and B is how they would
have replacement rates behave in the future. Option A
would treat a person on the basis of his relative status
among all wage earners, by indexing future initial benefits
to wage increases. Option B, on the other hand, would
treat a person on the basis of his real level of earnings,
by indexing future initial. penefits to price increases.

Under Option A, replacement rates for all wage earners on
average would approximate 43 percent over time. As wages
increase due to inflation and real wage growth, replacement
rates would keep pace, continuing to replace the same por-
tion of pre-retirement wages for persons similarly placed
in the earnings spectrum.

Under Option B, replacement rates would remain constant
over time for given levels of real earnings. Since all
persons are expected to enjoy increasing real wages, aver-
age replacement rates are expected under Option B to
decline gradually to 23 percent by 2050 due to the progres-
sivity in the formula. Option B assumes that as living
standards rise average workers will be able to afford to
rely more heavily on private pensions and personal savings
to supplement their social security income, just as wealth-
ier workers are expected to do when they retire today.

(At Tab E is a chart which plots the behavior of average
replacement rates under current law and Options A and B.)

Various examples can better illustrate the difference.
However, a strong cautionary note with regard to actuarial
assumptions should be made first since they have such a
tremendous impact on the figures.

© Actuarial assumptions. The key assumptions used for
predictive purposes are inflation, real wage growth, and
the birthrate. The problems with using a given set of
assumptions over a 75-year period is that they have a com-
pounding effect which can build in large distortions.

When the 1972 amendments were passed, the coupled system
was projected to have long range costs which would not
require unscheduled payroll tax increases. Under signifi-
cantly modified 1975 actuarial assumptions (6 percent wage
growth, 4 percent inflation, and a birthrate of 2.1), the




.

system was projected to have an actuarial deficit of 5.3
. percent of taxable payroll -- this translated to $2.4
_trillion and generated widespread public reaction.

In this year's Draft Trustee's Report now under review,

the actuarial assumptions have been revised again (5 3/4
percent wage growth, 4 percent inflation, and a birthrate of
1.9). In conjunction with other changes, the revised
assumptions project deficits averaging 8.4 percent, or more
than $3 trillion. This is not to say that conditions are
significantly different this year from 1last, but the changed
assumptions have a large long-term impact.

vou should know that there was disagreement among the
trustees on whether to use the new assumptions. Most econo- -
mists caution against relying on a single set of assumptions
and prefer that a range be used. (The Trustee's Report uses
an "optimistic," "intermediate," and "pessimistic" set but
refers often to the results caused by the Pintermediate”
set) .

No one seems to believe that the decoupling decision should
be determined by the results of the revised assumptions, but
you need to be aware of their existence. You also need to
know that Option A is now expected to reduce the 8.4 percent
annual deficit to 4.7 percent, whereas last year's figures
for Option A indicated a reduction from 5.3 percent to 2.7
percent. Under the revised assumptions, Option B is no
longer expected to eliminate all of the long-term deficit.

The illustrative figures in the table below are based on the
1975 assumptions -- 6 percent annual increase in wages con-
sisting of a 4 percent increase in prices and a 2 percent in-
crease in real wages (over 75 years, this 2 percent increase
compounded annually results in more than a four-fold increase
in real wages).

Three categories of wages are used in the table -- "low,"
"middle,” and "constant." All figures are for single.retir-
ees. Under current law, spouse benefits add an additional
50 percent. Wages are expressed in constant 1976 dollars.
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Today's "low" wage worker is expected to earn $15,000 in
2050, Option A continues to treat him as a low wage
. earner and replaces 63 percent of his salary. Option B

_ treats him like today's high wage earner and replaces

- 30 percent of his salary. The "middle" wage worker would
experience a similar decline in replacement rates.

The “constant" wage worker experiences no real wage growth
and finds himself at the bottom of the theoretical 2050
earnings scale (similar to the relative position of a person
today earning $2,000/year). Option A treats him as a "very
low" worker-and replaces 100% of his wages, whereas Option B
treats him in essentially the same fashion as he is treated
today. Additional detail is provided at Tabs B and C.

~COMPARISON OF OPTIONS A AND B FOR
"LOW," "MIDDLE"™ AND "CONSTANT" WAGE EARNERS, 1976/2050

WAGE ANNUAL PRE- ANNUAL BENEFIT - REPLACEMENT
LEVEL RETIREMENT = AMOUNT (1976 $)* RATES (2)%*
EARNINGS ‘
(1976 §) - Option Option ~ Option Option
A B A B
u LOW n ’
1976 3,600 2,300 2,300 63 63
2050 . 15,000 9,000 4,500 63 30
"Middle"
1976 8,600 3,600 3,600 42 42
2050 37,000 16,000 7,800 A 42 21
"Constant"” ‘ g
1976 8,600 .3,000 3,600 42 42 ‘

20590 8,600 8,600 4,000 100 46

*All figures are for single retirees. Spouse benefits would
add 50 percent to annual benefit amounts and replacement
rates. See Tabs B and C. It should also be noted that the
benefits are tax free. Therefore, the replacement rates
understate the relationship to after tax (net) income.
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Long-term cost is also an extremely important consideration.
» Under the 1975 actuarial assumptions, Option A was expected

. to require 16.2% of taxable payroll in 2050 (the current
law's tax rate is 9.9% with a scheduled increase to 11.7% in
2011). Option B was estimated to require 8.8%. As stated
earlier, the 1976 assumptions result: in significantly larger
deficits. Tabs B, C, and D have additional comparative cost
data. '

PROS AND CONS

n

OPTION A: Decouple —-- Index Future Benefits To Growth In
Prices and Real Wages (Average benefits grow
with average earnings.)

Pros:

e Option A eliminates the double-indexing for
inflation and halts the trend over the last
twenty~five years towards rising average
replacement rates (See Tab E). By holding
these rates constant, the Administration is
not vulnerable to a charge that the Admin-
istration is using decoupling as a means of
deliberalizing the program. This should
assure its acceptability to the Social
Security constituency, thus avoiding a
major political controversy.

e Option A was described as your decision in
the 1977 budget. The labor movement and
other Social Security watchers received the
decision favorably. Even though it solves
only 50 percent of the long-range financing
problem, it still allows the Administration
to go on the offensive for initiating action
towards the preservation of the integrity of
the system. A change at this time would
catch the Social Security constituency by
surprise, and would draw their strong
opposition.

e It provides ample opportunity to address
broader issues about Social Security on a
deliberate basis due to the long-run financ-
ing problem. This permitsconsideration of



-10-

various changes falling between the somewhat
extreme positions represented by Options A
and B, but gives the Social Security constit-
uency advance warning of possible changes,
and perhaps a voice in the deliberations.

e It permits you to fulfill your commitment to
"decoupling" while indicating it is not the
final word on the subject. You could simul-
taneously announce the establishment of a
study team to develop more far-reaching,
long-term recomméhdations. '

Cons:

e Option A solves only 50 percent of the long-
term financing problem. Under the revised
assumptions in the 1976 Draft Trustee's
Report (whether one agrees with them or not),
this translates to a long-term average
annual deficit of 4.7 percent of covered pay-
roll -- or nearly $2 trillion. This does not
compare favorably with last year's estimated
5.3 percent average deficit costed at $2.4
trillion for the coupled system.

e It could be portrayed as an inadequate
response to a major future financial crisis,
requiring steep social security tax increases
(or general revenue funding) in the long run.
Such revenue demands could have adverse im-
pact on employment, work incentives, and the
rate of capital formation.

e It fails to take advantage of the unique S tlfen
opportunity presented by the "coupling" prob+#s
lem and the Hsiao panel recommendations to {=
re-structure the entire system dramatically. \=,
As time passes, the system is likely to grow
and become increasingly less susceptible to

change.

e It may add to growing concern about long-term
payroll tax increases and further erode public
confidence in the system.



OPTION B:

- Pros:

Cons:

_ll -

Decouple -~ Index Future Benefits to Price
Growth Only. (Average benefits grow less
rapidly than average earnings.)

Option B would eliminate most of the long-
range deficit, thus putting the Adminis-
tration on the side of prudent fiscal
management. It presents the strongest
possible argument that the Administration
is acting to prederve the financial in-
tegrity of the system.

It is in keeping with the independent
findings of the non-partisan Hsiao study
panel. The financial pressures of the
"coupling" problem may provide an unparal-
leled opportunity for implementing such
changes.

It would reduce the potential long-range
burden of the social security tax on wage
earners and the economy. It would stabilize
payroll tax rates at a fairly constant per-
centage and may trigger increased individual
savings and capital formation.

It may enjoy some political appeal because

it returns to Congress more financial lati-
tude for making discretionary increases or

other popular reforms.

Option B is likely to raise serious political
guestions. It would almost certainly be
viewed by the Social Security constituency as
a significant deliberalization of the system.
Whether or not this is a fair characteriza-
tion of Option B, the issues are sufficiently
complex that this is the inevitable political
interpretation.

It would be viewed as a retreat from the
decoupling plan described in the 1977 budget, etc.
which is generally perceived as your position.,
This would catch social security watchers by
surprise and could damage your political
credibility.
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® It replaces a steadily declining proportion
of most workers' pre-retirement income, but
does not permit a reduction in scheduled payroll
taxes. This may promote public dissatis-
faction with the system, particularly among
higher paid workers who already have the

highest taxes and the lowest replacement
rates.

e It makes major changes in the system with-
out detailed analysis and public debate of
the underlying role, economic implications,
and philosophy of social security. It also
hampers the potential interest in and and
impact of a major, in-depth social security
study.

OPTION C: - Postpone Action On Decoupling

Option C would postpone any initiative on decoupling until a
thorough analysis of the implications of the various options
could be undertaken in conjunction with a study of related
economic and philosophical issues. In an effort to depolit-
icize the issue, you could announce your decision not to in-
troduce a decoupling proposal now, emphasize the fact that
there is still time to study these issues in depth before
making changes, and cite the Hsiao panel recommendations as
to support your own non-partisan position.

Pros:

e Option C would provide an opportunity for P

extensive analytic effort geared toward
the preparation of a comprehensive social {Q
security reform package. It would permit ‘
the development of a more sophisticated
data base for making projections and com- ~
parisons among decoupling options. It

would also permit the study of some of the
critical economic and philosophical

questions related to social security.

e It would diffuse the politicization of the
issue in an election year, since Option A
is vulnerable to charges of fiscal irre-
sponsibility and Option B will be labeled



Cons:
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a significant deliberalization. It would
also preserve the opportunity to link major .
structural reform to correction of the
"coupling" problem.

Option C may invite criticism of indecisive-
ness and playing politics on a critical
issue in an election year. This is particu-
larly so in light of the widespread belief
(and 1977 budget Ltatement) that you already
decided on Option A,

It may lead to a massive study which fails
to achieve consensus positions on major
questions which are inherentlv difficult to
answer and invite controversy. It also may
lead to excessive delay since a major study
would probably require a minimum of eighteen
months.



PUBLISHED DESCRIPTIONS OF PRESIDENT'S TAB

DECOUPLING DECISION

The Budget of the U.S. Government FY 1977

"The Administration is also proposing legislation
to delete the inadvertent feature of the 1972
social security amendments which not only assures
new retirees of future benefit increases as the
CPI rises, but also -= under present projections
-- raises the initial benefit levels more rapidly
than wages increase. Under this proposal, future
initial benefit levels will continue to reflect
the general rise in covered wages in the economy,
and maintain the same proportion of a retiree's
prior earnings as at present." (p. 137)

- Economic Report of the President, January 1976

"The Administration will propose a specific plan
to modify the (Social Security) system so that
benefit levels will rise at the same rate as
average wages. The goal is to make a person's
benefits rise solely in accordance with wages
during his working years and in accordance with
the CPI in years after his retirement." (p.117)

Seventy Issues, FY 1977 Budget, January, 1976

"The Administration is proposing to eliminate this
flaw by maintaining for all future beneficiaries
"the same ratio of benefits to pre-retirement
earnings that exists for people who retire today.
By making this change, roughly half of the pro-
jected long-term actuarial deficit would be
eliminated." (p. 185)



TAB B

Comparison of real benefits under Options A and B for the
average worker whose earnings rise over time and of
required tax, 1976-2050.

OPTION A
Annual pre- Annual Benefit Replacementé/ Payrdll 2/
retirement (1976 $) Rate Tax required-
earnings Single Married Single Married / (¢ of
Year (1976 §$) Person Couple Person ' Couple~ taxable payroll
1976 $8,600 $3,600 $5,400 42% 63% 10.9%
1990 11,300 5,000 7,500 44 66 11.2
2000 13,800 6,000 9,000 44 66 . 11.5
2030 25,000 11,000 17,500 44 66 17.0
2050 37,200 16,400 24,600 44 66 16.2
OPTION B
Annual pre- Annual Benefit Replacementk/ Payroll /
retirement (1976 $) . Rate Tax reguired~
earnings Single Married Single Married3/ (%2 of
" Year (1976 $) Person Couple Person ' Couple~ taxable payroll
1976 $8,600 $3,600 $5,400 423 63% 10.9%
1990 11,300 4,000 6,000 35 53 10.1
2000 13,800 4,600 6,900 33 50 9.3
2030 25,000 6,000 9,000 24 36 10.7
2050 37,200 7,800 - 11,7¢0 21 32 - 8.8

1/ Primary insurance amount at age 62 as a percent of earnings
in the preceding year.

payroll.

2/ Social security expenditures as a percent of taxable °

3/ Married couples refer to couples where the wife has no

social security benefit in her own right.

NOTE: Projections assume that earnings rise 2 percent faster
each year than the CPI and that the fertility rate
rises from 1.8 to 2.1.



TAB C

Comparison of real benefits under Options A and B for a
worker with a constant level of real earnings and of

required tax, 1976-2050.

OPTION A

Annual pre- Annual Benefit Replacemenfl/ Payroll 2/
retirement (1976 3) Rate Tax required—
earnings Single Married Single Marrled 3/ (% of

Year (1976 $) Person Couple Person = Couple—~ taxable payroll

1976 $8,600 $3,600 $5,400 42% 63% 10.9%

1990 8,600 - 4,900 7,400 57 86 11.2

2000 8,600 5,600 8,400 65 98 11.5

2030 8,600 7,100 10,700 83 125 17.0

2050 8,600 8,600 12,900 100 150 16.2

- -OPTION B

Annual pre- Annual Benefit Replacemehtl/ Payroll 2/
retirement (1976 §) Rate Tax required—
earnings Single Married Single Married3/ (2 of

Year (1976 $) Person Couple " Person Couple — taxable payroll

- 1976 $8,600 $3,600 $5,400 42% 63% 10.9%

11990 8,600 3,800 5,700 44 - 66 10.1

2000 8,600 4,000 6,000 46 69 9.3

2030 8,600 4,000 6,000 46 69 10.7

2050 8,600 4,000 6,000« 46 69 8.8

1/ Primary insurance amount at age 62 as a percent of earnings
in the preceding year.

g/ Social security expenditures as a percent of taxable payroll.

§/ Married couples refer to couples where the wife has no 5001al
security benefit in her own right.

NOTE:

Projections assume that earnings rise 2 percent faster

than the CPI and that the fertility rate rises from
1.8 to 2.1.




Cost (in terms of percent of payroll) of Decoupling Options

Percent of Texable Compared with Current Law and Contribution Rates

Payroll in Current Law
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~Note: Assumes long~-range annual increases of 6% per year in wages and 4% per year in prices.
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WASHINGTON
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April 27, 1976 |
TO : JIM CANNON }40’

FROM: ALLEN MOO

SUBJECT: ~Goldwin's proposal to eliminat
the retirement test from Social
Security. (See his memoranda,

attached)

This memo indicat®e_my belief for why no public initiative
should be taken on the i§&lié at this time.

ISSUE: Should the Social Security Retirement Test be
eliminated?

BACKGROUND

The "retirement test" under current Social Security law
measures the earned (as opposed to unearned) income of a
beneficiary between the ages of 65 and 72. To the extent
earnings exceed $2,250, benefits are reduced one dollar
for every two dollars earned. Therefore, a family enti- -
tled to benefits of $300/month ($3,600/year) would lose
benefits up to the point at which earnings reached $9,450
[i.e. 2,250 + 2(3600)]. Once earnings passed $9,450, no
social security benefits would be paid. The "retirement
test" is eliminated when the retiree reaches age 72.
Also, the $2,250 figure is adjusted upward annually at
the rate of average wage growth in the economy.

The question of whether or not to preserve the retirement
test hinges on economic theory, cost, and employment con-
siderations, as well as on public perceptions about Social
Security.
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Treasury has written a memo laying out the rationale in
favor of eliminating the test. OMB wrote one in favor of
retaining the test until we better understand its impact.
No one else inside is on the record with a position, but
the Hsiao study on social security recommends no change
now, but rather a research study to examine the economic
and employment effects of a variety of retirement tests.
It appears that Bob Goldwin is pursuing the issue on his
own initiative (with Treasury's support). He tried to
put the issue on the EPB agenda with decoupling.

In my digging on this issue, I discovered that Reagan had
called for the elimination of the retirement test in his
nationwide speech (note language attached). I further
discovered that a brief statement citing a $2 billion cost
figure was circulated in a speech kit by the PFC
(attached) . No one seems to know whether or not this
issue has received any subsequent coverage. (Neither OMB
nor Goldwin had been aware of this political development.)

My thoughts on the merits of the issue are laid out in a
brief memo sent to Rudy Penner (attached) . Consistent
with my informal recommendation to him, I suggest that you

respond to the Goldwin memos with the attached memo making
the following points:

(1) We do not know enough about the economic
impact and costs, but the costs appear
+o be significant;

(2) We should look at alternatives other
than outright elimination; and

(3) The issue fits logically into the
analytic agenda on Social Security which
may be initiated soon.

I think one other point might be made verbally, i.e. a new
position on this issue may look like a political move to
Reagan's corner and conflicts with the implied tone of the
PFC material.

This final point raises a larger guestion about procedure.
It was only accidental that T discovered the Reagan state-
ment and the PFC response. No one on the Domestic Council
was asked to respond from a policy viewpoint on issues
raised by Reagan. Even worse, once an implied policy
response was drafted, no one here had any systematic way

of learning about it. I don't have a solution to this
problem, but I think we should look for one.

Attachments

cc: Art Quern
Jim Cavanaugh



THE WHITE HOUSE

WASHINGTON

MEMORANDUM FOR: BOB GOLDWIN
FROM: JIM CANNON
SUBJECT : Proposal to Eliminate the

Social Security Retirement Test

I believe it would be a mistake to eliminate the Social
Security retirement test at this time for the following

reasons:

(1)

(2)

»

We simply do not know enough information
about the budgetary, employment, and
economic consequences of this action.

Both the OMB and Treasury memos reflect
the uncertainty about the net cost and
distributive effects of this proposal.
The theory itself is appealing, but
given the expectation that the proposal
could cost $2-3 billion annually, we
should first consider whether this is
the best public purpose for which to
spend such amounts. This problem is
particularly sensitive given the current
financial pressures on the social
security system.

The issue as currently presented ignores
consideration of more moderate action
alternatives directed at similar
objectives.

Since total elimination of the test may
prove so costly and may focus benefits
on persons with relatively moderate need,
incremental steps toward this objective
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should be considered. Changes such as
increasing exempted earnings, reducing
the marginal tax rate, providing addi-
tional benefit incentives for continued
employment, etc. should be analyzed
before a final recommendation is made.

(3) The question fits logically into the
issue agenda on Social Security which
is currently under discussion.

The "retirement test" is only one of a
number of Social Security issues which
has been mentioned in internal memo-
randa as requiring major analvtic
attention. The specific mechanism for
studying these issues has not been
decided upon, but given the uncertain
impact of the retirement test, it is an
appropriate issue to include in any
broad range study.

I do agree with you that this is an important issue which
deserves our careful consideration, and hope that we can
avoid unnecessary delay in analyzing it properly.
























THE WHITE HOUSE

WASHINGTON

April 23, 1976

MEMORANDUM FOR: RUDY PENNER

FROM:

SUBJECT:

ALLEN MOORE /M

Brlef Thoughts on the Retlrement
Test Question

Reasons to Retain Retirement Test

1.

2.

Budgetary demands (particularly troublesome
with system already under severe pressure).

Lack of knowledge on employment impact -- and
therefore on tax receipts and budget.

Consistency with "earnings replacement"
underlying philosophy of the system.

Progressive benefit structure reflects a "needs-
related" posture for the system, and retirement
test is consistent with this.

Elimination would help foster the contributory
"myth" of the system (i.e. that benefits are
closely tied to contributions).

People who would benefit have less relative
need than many other beneficiaries.

AY

- Hsiao report says data poor and suggests study

using different retirement tests for different
worker groups.

This is a logical issue to look at in concert
with the range of Social Security issues needing
study (a la Decoupling memo).

Reasons to Eliminate Retirement Test

1.

2.

" Political expediency -- something for elderly.

Improve work incentives.



3. Increase taxX revenues.

4. Improve public understanding of system by treating
earned and unearned income identically.

C. Optional Courses of Action

1. Initiate in-depth study.

2. Increase wage disregard.
3. Reduce marginal tax rate.
4. Change retirement test to earnings test, and

bring in unearned income. Simultaneously,
increase wage disregard significantly and/or
reduce marginal tax rate.

5. Adjust benefits upward actuarially after age
72 for persons who had retirement test reduction.

Recommendation

1. Spend more time studying economic (i.e. employment,
tax, and budget) implications of the issue.

2. ' Examine more than the one alternative.

3. Include, if possible, as part of study which
hopefully will evolve from Decoupling decision.

4. If desirable, make Presidential announcement
that issue is under study.



| NATIONAL GOVERNORS' CONFERENCE
NATIONAL CONFERENCE OF STATE LEGISLATURES

MEMORANDUM TO: Stephen McConahey April 29, 1976
FROM: Stephen Farbeﬁ & Jerry Sohn h
SUBJECT: State Social Security Termination

We have completed a quick survey of the states on the status of requests to terminate
social security coverage for their employees.

This is a complex issue because there are varying degrees of coverage. In some states
"regular" employees are subject to one arrangement, while employees of special authori-
ties, teachers, etc., are covered differently.

This survey addresses the status of state termination actions with regard to regular
employees of the state government only. The brief questionnaire (copy attached) was
sent to the budget director in each state. In some cases we followed up by telephone
to clarify survey responses. The results are as follows:

1. Four states (Massachusetts, Maine, Ohio and Nevada) have never been covered.
a 2. One state (Alaska) has requested termination.

3. One state (California) is seeking termination on an incremental. basis for
certain classes of employees.

4. Seven states (Hawaii, Idaho, Maryland, New Mexico, Oregon, Wisconsin and
-Wyoming) are actively studying the issue either by executive or legislative
initiative.

5. Eight states (Arizona, Kansas, Missouri, Montana, New Jersey, Texas, Vermont,
and Virginia) have begun to raise the issue in staff discussions. These
states report varying levels of consideration, but are all at the preliminary
stages of looking at the question.

6. The remaining twenty-nine states are not now considering requesting termination.

Several reasons have been given by state and local governments for decisions to terminate
social security coverage. The most common reason given is the rising costs of the pro-
gram to employer and employee. Other reasons offered included a dissatisfaction with
benefits under social security compared to benefits available from other state programs;
projected cost increases under social security; the condition of the Social Security
Trust Fund; poor returns on employee contributions; and the heavy burden of payroll
deductions on middle-income employees.

The National Conference of State Legislatures and the National Governors' Conference

have no policy positions on this issue. Both organizations and the Academy for Contempo-
rary Problems are studying the broader topic of public pension systems, and coverage of
employees by social security will be a topic for further inquiry.

Attachment











