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MORNI NG SESSI ON

(10: 07 a.m)

CO CHAI RMAN MOYNI HAN:  The neeting of the President's

Comm ssion to Strengthen Social Security will conme to order. |If
Fidel will just --- here.
DR. M TCHELL: | can't hear you, sir

CO CHAI RVAN MOYNI HAN:  You don't have to, |'m not
sayi ng anyt hi ng.

(Laughter)

CHAI RVAN MOYNI HAN:  As is our custom | have the honor
to turn the gavel over to our distinguished co-chairmn,
M. Richard Parsons. Wl cone.

MR : Right on tine.

CHAI RVAN PARSONS: Good norning, |adies and gentl enen.
W have quite a full agenda today. Those of you who have
acquai nted yourself with it know what | amtal king about, so
other than to extend greetings on behalf of ny fellow
conmm ssioners to all of you in attendance today and to thank you
for your attendance, | amgoing to -- oh, okay. Qher than, as |
say, to extend greetings on behalf of all of us on the Comm ssion
and to handl e one small admnistrative matter, we are going to
get right into the neat of things. W are going to dispense with
what we have done in the past, which is give all of the
comm ssioners an opportunity to nake an openi ng statenent.

The one admnistrative itemis, due to the fact that



several of our nenbers are going to have to absent thensel ves
fromthe afternoon session for personal reasons, it is the
recomendation of the Chair that we flip the agenda. W
indicated we mght do this in the agenda that was published, but
| now formally want to flip the agenda and to take up as the
first order of business the report of the subcommttee on fiscal
sustainability, and then to deal with admnistrative matters
secondl y.

CO- CHAI RVAN MOYNI HAN: | so nove

DR. M TCHELL: Second.

CHAI RVAN PARSONS: W all cone to that w thout
objection. W are going to amend the agenda in that way. Again,
thank you to all in attendance. W appreciate it. As | say, we
have got a full agenda today. Wat | amgoing to do is ask our
Executive Director, M. Chuck Bl ahous, to take us through the
t hi nki ng of the subconmttee on fiscal affairs -- or fisca
sustainability, so that we can have a full discussion of that
subj ect. Chuck.

MR. BLAHOUS: Thank you, M. Chairman. | would like to

beg the indul gence of the Comm ssion, by beginning by thanking

all of you. It has been a pleasure for several nonths to serve
all of you. | have been particularly honored in the |ast few
weeks. | think you have all conducted yoursel ves with great

dedi cation and great integrity, and done a heck of a |lot of work.

| haven't had the chance to thank you all as | would |Iike to,



individually. There's just too many of you. So | would like to
extend that thanks now on behal f of nyself and the rest of the
staff while you are all gathered.

Let me try to make a brief summary of the work of the
fiscal subgroup and state up front that there are about to be
errors in the follow ng presentation. Those errors are m ne.
agai n beg the indul gence of the Comnm ssion as a whole, and in
particul ar the fiscal subgroup, whose work I will probably
unintentionally m srepresent at various points. | |ook forward
to being interrupted and corrected when those points occur.
Interruptions are good. | can't think of anything nore damagi ng
to the long-term prospects of Social Security reformthan a two-
hour soliloquy by ne, so | |look forward to a vigorous exchange
wth the comm ssioners as we wal k through it.

| thought it would be appropriate to begin with a
restatenent of the principles for reformthat have undergirded
t he Conm ssion's work and as outlined in the Executive Order.

Al t hough they are well -known in many quarters, it is very

i nportant to enphasize themat all points, because everything
that this fiscal subgroup has done has been in the service of
t hose principl es.

One is that nodernization of the Social Security
program nust not change Soci al Security benefits for retirees,
people in retirenent, or people on the verge of retirenment. All

of our work | ooks at the |ong-term prospects for the program and



does not meke any changes or threaten any benefits for people who
are now in or near retirenent.

Secondly, the entire Social Security surplus nmust be
dedicated to Social Security only. What this neans in practice,
for this Conmssion, is that all of the noney that is collected
for the Social Security program be it payroll taxes and benefit
taxation, is available to us to use to reform and strengthen
Soci al Security.

If we did not create personal accounts, for exanple,
and sinply continued to use surpluses to issue bonds to the
Social Security Trust Fund, that would nean that down the |ine
t he governnent of course woul d honor 100 percent of those bonds.

The payroll taxes, if we choose to place themin personal
accounts, can fund Social Security benefits through those
accounts, but one way or another, we are going to honor the
comm tment of the Federal governnent to use all of the Soci al
Security noney for Social Security.

Thirdly, Social Security payroll taxes nmust not be
i ncreased. Fourth, the governnment itself nmust not invest Soci al
Security funds in the stock market. Fifth, nodernization nust
preserve Social Security's disability and survivors conponents.
And si xth, nodernization nust include individually controll ed,
voluntary personal retirenment accounts which will augnent the
Soci al Security safety net.

(Over head)



MR, BLAHOUS: Now, | would like to step back for a bit,
M. Chairman, and give kind of a big picture overview of what the
fiscal subgroup has been asked to do and the phil osophies that it
has | ooked at in trying to do it.

| think it is fair to say that every nenber of the
fiscal subgroup has conme to the conclusion that personal accounts
must be a part of any proposal to reform Social Security. |
think we all recognize that the Congress and the President, after
a substantial period of debate, a year or nore - we don't know
the right anount of time, they face a wide range of choices to
bring the Social Security systemto fiscal bal ance.

This Commi ssion's report can help to educate the
Congress, the public and other interested observers as to the
nature of the choices that are faced. W are not the |last word
in how those choices wll be made, but we do have an inportant
goal in explaining the ram fications of any such choice. What
the fiscal group has tried to do is to show the ramfications of
various different ways that this problemcould be solved. There
is a spectrumof different ways the Congress could go.

We coul d choose to live entirely within the current
revenue streamthat is dedicated to Social Security and determ ne
how we can maxi m ze benefits within that revenue stream O, on
the other extreme, we could choose to try to fulfill, or perhaps
even exceed, every benefit prom se now in the books in the Soci al

Security systemfor both current and future retirees, and commt



ourselves to comng up with the additional revenues to do that.
There is an infinite range of possibilities within those two
extrenes, but | think it is fair to say that the fiscal subgroup
has found that no matter where Congress chooses to go, whether
they go towards one extrene or the other or sonmewhere in the
m ddl e, that every projection we have cone up with is that
benefits for individuals will be higher if we create personal
accounts than if we do not create them This is an underlying,
uni fying principle behind all of the recommendations that we have
devel oped.

Further, the subcommttee | think informally found
t hemsel ves gui ded by val ues and objectives that have been
inplicit in alot of the work that they have done. For exanple,
each of the options that will be presented today wll reduce
poverty anong | ow i ncone Anericans, indeed anong all Anericans.
At | east one of the options does this by keeping the current
revenue -- excuse ne, the current benefit prom ses in place and
exceedi ng those benefit prom ses through the personal account
option. Oher options do this by nmaking directed and specific
changes to the benefit fornulas to create nore benefits for
vul nerabl e popul ati ons, whether they are wi dows, |owincone wage
earners, or other elderly at risk of poverty. So you wll see
t hroughout the Conm ssion's work this unifying principle
illustrated as well.

| think another principle that has undergirded the



10

fiscal subgroup's work is that the personal accounts should be
established in a way that hel ps beneficiaries. It would not do
us any good to establish personal accounts in a manner such that
i ndividuals | ost benefits if they took the accounts. That would
not be a very attractive or desirable outconme. So all of the
options put forward by the fiscal subgroup would seek to
establish personal accounts in a way that woul d i nprove treatnent
for beneficiaries who were given that option. Very specifically,
there are sonme things that the fiscal subgroup has |ooked at to

i nprove treatment of specific popul ations.

(Over head)

MR. BLAHOUS: Let ne get into wonen first of all. One
of the problens we face with elderly poverty anong wonen is that
wonen tend to have | ower wages throughout their working lifetines
relative to nmen, and consequently, if it is desired to aneliorate
this difficulty, added progressivity in the basic benefit fornula
and added guarant eed protections agai nst poverty can be added to
the Social Security system and are added in several of the
options before the Conmm ssion today.

Secondly, a great concentration of poverty anong the
elderly is wwth wonen who have | ost their spouses: w dows. The
Comm ssion's options include several provisions that would
i ncrease benefits for widows, sonme by as nuch as 50 percent.

Through the personal accounts in particular, additional

protections can, and | believe "should," quoting the fiscal
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subgroup, be offered to divorced wonen, by establishing a
property right in the accumul ations in personal accounts of a
married couple, so that there is some right to benefits for a
woman who is divorced based on the joint earnings of a couple,
which is not the case for the current systemif the marriage

| asts for |less than 10 years.

(Over head)

MR, BLAHOUS:. |In particular, the fiscal subgroup has
al so given careful attention to how to make sure that the system
wor ks effectively for classes of Americans who are traditionally
of lesser incone. Again, | would reiterate that sone of the
proposal s do this by addi ng protections agai nst poverty in the
basi c benefit formula. Also, the Comm ssion's reconmendati ons
| ook very directly at the fact that certain denographic groups
wi thin American society do not tend to hold as nmuch in the way of
private financial assets as the Anmerican popul ation as a whol e.
All of the options put forward by the fiscal subgroup would give
opportunities to these denographic groups to accunul ate a
meani ngf ul nmeasure of wealth through the accounts.

Let me skip over a few pages in the presentation to
di scuss the range of options that faces policy makers in the
absence of personal accounts.

(Over head)

MR, BLAHOUS: In the absence of personal accounts, the

options aren't very difficult to understand. |If we aren't going
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to create a funded conponent within Social Security, then we
woul d only be left basically with two options: either cut
benefits, or raise revenues. |In your packet you see sone charts
that show the ram fications of going to either extrene. W could
either imt ourselves to the benefits that are payable within
the current system or we could raise revenues to neet every
benefit prom se nade by the current system But that is the
range of options in the absence of personal accounts.

(Over head)

MR, BLAHOUS: The fiscal subgroup has been charged with
devel opi ng neasures and fiscal sustainability for the Soci al
Security system and applying themto various options for reform
that include personal accounts. | would |ike to make a bri ef
revi ew of what those neasures are. Sone of them were touched on
at the last neeting.

The first one, and a very inportant one, is the goal of
havi ng positive annual cash flows for the Social Security system
wi thin the valuation period. W know that within the current
system under current |aw, by 2016 the programw Il enter cash
deficits; there will not be enough tax revenue comng in to fund
all the benefits that the system has prom sed.

Now, in that scenario, the governnent would have to
cone up with additional revenue to pay back noney owed to the
Social Security Trust Fund and pay full benefits. | think it is

fair to say that al nost under any scenari o conceivable for the
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Social Security system at sonme point it is going to face a year
where it faces a cash deficit. That is the nature of having a
trust fund. It is the nature of the governnent's obligation to
meet its Social Security obligations through the Trust Fund when
the program faces a cash deficit.

But the question | think that the fiscal subgroup has
| ooked at is whether that situation is ever turned around. Under
current |aw and under the current system it never would be. The
cash deficits would start small in 2016, and they would grow
w t hout bound forever. That is clearly an untenabl e,

i nsupportabl e situation.

Gven that it is probably inevitable that the system
w Il face sone cash deficits at some point, one test of a reform
proposal is whether ultimately the systemis in the |long-termon
a track that enables it to have cash surpluses, and that is a
measure by which each of these reform proposals wll be
eval uat ed.

DR. M TCHELL: Quick interruption. Excuse ne. By
enphasi zing this cash flow criterion, how does that relate to the
pi cture that you just tal ked about a nonment ago? I|f you could
just illum nate us.

(Over head)

MR, BLAHOUS: Sure. |If you go to the previous page, if
you | ook at the picture on the right, for exanple, that just

assunmes that we raise taxes to support the Social Security
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system by sone neasures we woul d have nmade the system
actuarially sound. The surpluses attributed in the past to the
Social Security Trust Fund and surpluses that it woul d experience
over the next couple of decades would in present value terns

bal ance the size of the deficits that the systemfaces in the
|atter portion of the valuation period.

But you can see in this picture that that does not
necessarily lead to a sustainable system You would still have a
situation where you are having large, short-termdeficits
followed by large -- excuse ne, |arge short-term surpl uses
foll owed by |large out-year deficits, which as | alluded to
before, would grow w thout bound. So it is possible to have a
systemthat is in one sense solvent but another sense not
sust ai nabl e, because the program has not noved towards cash
surpluses in its |long range projections.

DR. M TCHELL: So what you nean is the lines would not
cross in that right-hand graph.

MR. BLAHOUS: That's right.

DR. M TCHELL: Ckay.

MR. BLAHOUS: They don't cross. Once the cash deficits
begin, the lines never cone together again under that scenario.

DR. M TCHELL: Thank you.

(Over head)

MR. BLAHOUS: | just referred to another nmeasure of the

systenmis fiscal health, for which we always turn to the gentl eman
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on ny left, M. Goss, the Social Security actuary, and he tells
us whether the Social Security systemis solvent or not. Under
current projections, that would be through 2038. What sol vency
measures i s whether the revenues that have been commtted to the
Social Security systemare sufficient to fund the benefits that
are promsed fromit. That is a slightly different question from
whet her the Federal governnment has a nmeans of generating the
revenues to pay those benefits, but it does neasure within the
framewor k of Social Security whether there are sufficient
revenues commtted to the programto fund its benefit prom ses,
and under current law that is through 2038.

Thirdly, one nmeasure studied by the fiscal subgroup is
to reduce the rate of growh and | ong-term system costs as a
percentage of the gross donmestic product. This is very inportant
if we are to understand the system as bei ng sustainable. |If the
programand its costs are growi ng faster than the econony that
must support it, then there is a sense in which it is not
sust ai nabl e.

| think Dr. Saving has said at one point or another
that the real trust fund is the American econony, because that is
where the resources conme fromto support the Social Security
system |If that econony is not growing as fast as the systemis,
then we have a problem So all of the proposals and exanpl es
t hat have been | ooked at by the fiscal subgroup will be eval uated

according to how big of a dent they nake on the currently
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unsust ai nabl e rate and cost growth relative to the country's
gross donestic product.

Fourth is the 75-year actuarial balance of Soci al
Security. This is related to the concept | just discussed, the
system sol vency, but this neasure is typically in ternms of the
nation's taxable payroll: what is the gap between the system s
benefit obligations and its revenue comm tnents throughout the
next 75 years. Under current law, it is about 1.86 percent of
the nation's taxable payroll.

Fifth, another matter of great inportance to the fiscal
subgroup is that the actuarial balance of the Social Security
system shoul d not be deteriorating at the end of the valuation
period. This is very inportant if we are to consider whether the
systemis actually sustainable.

I f you |l ook at any period of tinme, whether it is 10
years, 75 years or 100 years, if 1 year after you enact a
proposal to reform Social Security you find that it is projected
to be insolvent again, sone people would say that we have not
done our job.

One way of gaugi ng whet her we woul d have this probl em
is to look at the very end of the valuation period and to see
whet her the actuary's projections are telling us that the Trust
Fund' s bal ance is going up or going dowmn at the end of that
val uation period. If it is going dow, then we are going to have

what is called a cliff effect. One year later we are going to
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get a projection fromthe Social Security actuaries telling us
that the systemis out of balance again, which is in fact
preci sely what happened after the 1983 reforns.

Finally, another inportant neasure of the fiscal
sustainability of the systemis whether or not we have reduced
the currently unfunded obligations of the program | think this
is intended to take kind of a gl obal, perpetual view of Soci al
Security. There is an inherent flaw whenever you | ook at any
truncated valuation period. There is a truncated tine w ndow,
and if you have taken an action that has a certain effect within
that time wi ndow, or perhaps an opposite effect after that tine
w ndow, you really don't have a sense of whether or not you have
i nproved the systenmi s operations as a whole, in a perpetual
sense. So the fiscal subgroup has placed sone inportance on
| ooking in a global sense at whether the systenms overal
unfunded obligations have been reduced under the various options
for reform

(Over head)

MR. BLAHOUS: Now let ne turn to three different
met hods that the Conm ssion -- the fiscal subgroup has | ooked at
to address these various issues. | amagoing to try to step back
for a nonent and do sonmething I amnot terribly good at, which is
to get out of the weeds of Social Security reformand | ook at
things froma very big picture perspective. Each of these three

approaches, M. Chairman, really | ooks at things froma very
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fundanmental |y different point of view but asks a different
guestion. Therefore, it reaches a different answer, and it shows
a different aspect of the trade-offs that are facing policy
makers as they deal with Social Security.

The first exanple would be to sinply create a voluntary
option for individual participants in Social Security to invest a
portion of their taxable payroll in a personal account. Wat we
have shown here for the purposes of illustration is a two-percent
account, but it doesn't have to be a two-percent account. There
are proposals on the table that woul d have bi gger accounts or
accounts that woul d be progressively funded. You could build
various nmeans of doing this into this framework and reach
fiscally very simlar results. | don't want to give the
i npression that this two-percent contribution is set in stone as
the only way of doing it within this framework. You could al so
per haps suppl enent the two-percent account with sonme type of kick
start contribution to nmaxi m ze the account gains for younger
wor kers. Proposals like that have been put forward, and we can
di scuss them here if you |ike.

But the ethic of this particular framework is to sinply
say, if we |leave the old system al one and recognize that it stil
has sone fiscal challenges that have to be net, and this
particul ar framework would not by any stretch solve all of those
fiscal problens, but sinply set up the accounts in a way that

t hey woul d be reasonably attractive to participants so that they
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woul d be likely to increase their benefits if they took the
accounts, and if participants took the accounts, the system would
be noved slightly in the direction of fiscal sustainability over
the long-term

The particul ar exanpl e before you shows that if you set
up this account so that the individual faces an el ecti on where,
i n exchange for the opportunity to get benefits fromthis
account, they give up a certain fraction of their Social Security
benefits, which is equal to the contributions to that account
conpounded by an interest rate of three and one-half percent, you
could construct this in a way so that simnultaneously we woul d
project that individuals who took the accounts would do better
than they woul d under the current system but the system would be
nmoved slightly in the direction of fiscal sustainability as
i ndi vi dual s took the accounts.

| don't want to slide past the very fundanental issue
with this proposal, which is that this framework by no stretch
woul d solve all of Social Security's financing problens. There
woul d be renmaining issues confronting the Congress and policy
makers if this is all that they chose to do. But, this is one
step that could be taken to set up personal accounts.

The second exanpl e approached it froma different
perspective. It says, what, first of all, can we do to get the
Social Security system back on track and to nmake it fiscally

sustainable within the current revenue stream W are not going
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to raise payroll taxes. W are not going to require individuals
to put nore noney into the system But basically, what can we do
to make the systemrun as effectively as possible within the
current revenue stream

VWhat it does is, it chooses to balance the traditional
Social Security systemvia a nunber of neasures, and whil e doing
so, targets the resources of the traditional Social Security
systema bit nore directly on |l owincone individuals. From
within that franework of a bal anced Social Security system the
second exanple would create an option for individuals to invest
four percent of their payroll taxes in a personal account up to
an annual maxi nrum of $1,000. That $1,000 figure would be indexed
for wages after the first year.

Now, there are a couple ramfications of choosing this
approach. One is that because the underlying Social Security
system has been nade sustainabl e, the personal accounts can be
made nore attractive to the individual relative to the first
option, because there is no fiscal hole there and there is
therefore less risk to the system if you do not construct a
bi gger or tougher offset associated with a personal account.

CHAI RVAN PARSONS: Let ne stop you there and just have
you take us through that nore explicitly. 1In other words, in the
first exanple you gave us --

MR. BLAHOUS: Right.

CHAl RMAN PARSONS: -- which we will call plan one, and
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| understand all these plans are illustrative of different
approaches, but in plan one you take a two-percent personal
account, and it has the advantages of now that's two percent of

t he noney you otherw se would put into the payroll taxes that you
redirect into a personal account, and it has sone of the

advant ages of now bei ng yours and investable in higher yielding
assets. But in exchange for that, you agree to give up three and
a -- that anount of nobney conpounded by three and a half percent

i nterest.

MR. BLAHOUS: That's right.

CHAI RVAN PARSONS: On your ultimate Social Security
benefits. So you have to put the two back together, and your
claimwas that, as we have nodeled it out, neverthel ess persons
who woul d take the personal accounts would cone out better off
than if they had not. Now we are tal king about a four-percent
account, and you say the offset is | ess because we don't have to
fill the hole.

MR. BLAHOUS: That's right.

CHAI RVAN PARSONS: | just want you to explain the
sustainability hole, how that is created and how this new pl an
fills it.

MR, BLAHOUS: Under the second approach, the offset
associated wth the personal account election is two percent,
interest rate. There is alogic to that figure. Basically, we

know based on various cal cul ati ons that have been done that a
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typical rate of return that people get on their Social Security
payroll taxes is two percent. So the ethic of this particular
option is to say to the individual, a two-percent rate of return
is basically what the Social Security systemcan give you. Now,
if you think you can get better than a two-percent rate of
return, here is a personal account option that is available to
you. | have been adnonished to clarify it is a two-percent real
rate of return, in case that is not clear.

Under the second option, plan two, if the individual
beats a two-percent rate of return on their personal accounts,
they are going to get a benefit increase. | think it is fair to
say that nost participants are likely to think that they can get
hi gher than a two-percent rate of return. So the personal
account can be nore attractive under this scenario, because it is
overl aying a bal anced system than it can be under the first
scenari o.

CHAI RMVAN PARSONS: That is what | want you to
illTumnate for us. Wiy is it three and a half percent interest
rate in scenario one or plan one, and two percent in plan two?
There nust be sonething el se goi ng on.

MR, BLAHOUS: Sure. It basically has to do,

M. Chairman, with the underlying finances of the Social Security
system In the first plan, you are basically saying to
participants, you can stay in the old systemand we really are

not going to balance it. So the finances of that systemstill
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have sone holes in it, and because those hol es are bigger, you
have to be careful not to dig that hole any deeper by naking the
of fset associated with the personal account election too snall.
Under the second exanple, however, the traditional
Social Security systemis conpletely balanced. 1In fact, it is
going to nove towards cash surpluses within the valuation period.
So by al nost any of the criteria put out by the fiscal subgroup,
the systemas a whole would be put on a sustainable path. So
because the systenis finances are in order, you can nmake the
personal accounts nore attractive to participants w thout
creating an enornous revenue liability to the taxpayer.
DR. JAMES: Could I ask a followup question? As |

| ook at these two exanples, it seens to ne that a major
difference, and that it is inportant to bear in mnd, is that in
exanpl e one the people who don't take the individual accounts
remain in jeopardy, because the systemis financially unbal anced,
and in the future sonething else will have to happen to bal ance
that system On the other hand, in exanple two, the underlying
system has been fiscally bal anced, so that the people who remain
init are in a less risky situation. They then have the option

of taking individual accounts which will enhance their benefits.

MR. BLAHOUS: That's right. Perhaps, M. Chairnman,
this is what you were getting to as well, is that there is a sort

of an unresol ved question in the first exanple, which is what has
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yet to be done and proposed to bring the traditional systemto
sustainability for people who don't take the accounts. Under the
second exanpl e here, that uncertainty would not exist, because a
nunber of neasures are spelled out to bring the systemtoward
sustainability, even for individuals who do not take the
accounts.

CHAI RVAN PARSONS: And those are?

MR BLAHOUS: Well, there is a nunber of them The
bi ggest one is to nove fromwage indexing of the initial benefit
formula to price indexing. This has been sonething that has been
opposed by various advisory boards and technical panels of the
Social Security Adm nistration for a nunber of decades, and sone
of the comm ssioners here know better than | do the | engthy
pedi gree that this proposal has. That price indexing would begin
in the year 2009, in keeping with the charge not to nmake any
changes to the current systemthat woul d affect anyone near
retirenent.

Basi cal |y, what price indexing does, it says that each
subsequent cohort of retirees wll see benefits that are
conparable in real terns to the generation before them the
precedi ng cohort. Currently the systemis constructed so that
the benefit levels fromyear to year grow wth national wage
growh. That, for a variety of reasons, is an unsustainable
projection, given the denographics that we are facing.

| want to be clear, though, that that is not the only
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change to the benefit fornula that exists under this proposal.
There are a nunber of directed neasures that would be taken under
this proposal to affirmatively increase benefits for |owincone

i ndividuals. The benefit forrmula is gradually changed over the
period through 2018, so that an individual, if they work for 30
years at the m nimum wage, they are guaranteed a benefit |evel in
retirement that is 120 percent of the poverty level, which is a
consi derabl e increase over current law. This proposal also would
i ncrease benefits for wdows to 75 percent of the couple's
benefit.

So the price indexing is one nechanismto bring the
systemto bal ance, but there are a nunber of elenments within this
proposal to target the current system s resources nore
effectively so that they reach those in need. Should | go to
exanpl e three?

CHAI RMAN PARSONS: - - -

DR. COGAN: M. Chairman, could | just interject a
t hought here and a little chart? Andrew, could you give ne a
hand to pass out a chart?

(Chart distributed)

DR. COGAN: | wanted to illustrate what Chuck has been
saying. In the current system the benefits that have been
promsed to the future retirees are gromng in real terns, or the
pur chasi ng power of benefits that have been prom sed to retirees

in the future are increasing. How much are they increasing?
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Vll, if you take a 45-year-old person today who is going to
retire in 20 years roughly, the benefits that are promsed to
that individual in real ternms, after taking on inflation, are
about 20 percent higher than the benefits that are paid to a
simlar worker today.

Take a person who is 35 years old today. Wen that
person retires, the benefits that have been prom sed for that
person are about 35 to 40 percent higher in real terns than the
benefits that are promsed -- that are being paid to a current
retiree.

If you take a person who is just entering the |abor
force today, the benefits, the nonthly benefits that are prom sed
to that individual are about 60 percent higher in real terns than
the benefits that are being paid to a retiree today. That is
what this chart shows. Wat the chart shows is that the typica
retiree today gets about $1,000 a nonth, and what this chart
shows is for each age group how nmuch the prom sed benefits rise
inreal terns.

Congress instituted this policy of increasing real
benefits over tine, to try to maintain a wage replacenent rate.
They put this automatic provision in place about 25 years ago.
If you |l ook at the Trustees' Reports of the Social Security
systemfor the |last 25 years, every report except 2 have shown
that the systemis insolvent. So this automatic wage indexed

system has, as it turns out, because of denographics and ot her
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factors, proven to be for 25 years to be unsustainable. What
this policy that we have proposed for consideration in this
option does, is to say let's nodify the prom ses of the systemto
[ive within our neans. Let's get rid of the increases, if you
wWill, in the prom sed benefits that would require us to inpose
taxes in the future on our sons and daughters that we are
unwi I ling to i npose on oursel ves.

If this policy were put in place, no future retiree
woul d get benefits that are in real terns any |ower than the
benefits that are given to today's retirees. So this would
preserve, if you will, the purchasing power at a m nimum of al
benefits to future retirees. Then in addition, individuals would
have an option to gain even higher benefits with a personal
account .

MR. BLAHOUS: M. Chairman, before | go on to the
particul ars of the various proposals and what they achieve, |et
me describe the third plan before the Conm ssion. Again, let ne
try to step back a bit and say that everything that is before the
Comm ssion is intended to serve an educational role to show the
ram fications of fundanentally different philosophical approaches
t hat one coul d take.

Under the first option, we asked what could be done if
we basically do not directly nmake changes to the traditional
Social Security but just try to set up personal accounts in a way

that benefits individuals and indirectly partially benefits the



28

system finances in the |long-term

Under the second exanple, we attenpt to, as Dr. Cogan
said, live wthin our nmeans and maxi m ze the anmount of benefits
that we can pay through the current systemw t hout raising taxes,
wi t hout requiring additional contributions fromindividuals.

The third exanpl e shows anot her objective that coul d be
pursued, and that is to make as a target the full anount of
present |aw benefit prom ses, as distinct fromwhat the current
system can actually pay, but to try to nmake that the target to be
achi eved t hrough the personal accounts. | don't think it would
be any secret to the nmenbers of this Conmm ssion or anyone el se
who studied this issue to discover that that requires sone
addi tional revenue to cone from sonewhere.

In the particular case of this third option, what is
required is that individuals would be given the opportunity to
put anot her one percent of their income into the system and they
woul d have a match made fromtheir payroll taxes by the
government of 2.5 percent of their payroll to create a 3.5
per cent account.

Now, in the particular schene before the Comm ssion,
this voluntary add-on would be subsidi zed via various neans by
the Federal governnent in a way that is targeted towards | ow
income, so that they don't have to reach into their pockets and
cone up with noney that perhaps they cannot afford. So there is

an incentivized way of generating the one percent add-on for
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t hose who have | esser neans.

Now, |ike the second option, the third option makes
sone changes to bring the system the underlying traditional
Social Security system to a path of solvency. It makes changes
in the indexing of the benefit fornula, not to go to price
i ndexing but to do sonething that is called |life expectancy
i ndexing, which is to basically put in a mechanismfor
calculating the benefit fornmula over tine to reflect the
actuary's projections for expected changes in | engthening
lifetimes over the 21st century. That results in | ess cost
savi ngs than going to price indexing, and other neasures are
needed to bal ance the traditional system

Anmong the nmeasures in this proposal are neasures to
correct the actuarial incentives for early and | ate retirenent,
slightly changing the adjustnments nade for early retirenent and
for late retirenent as a nmeans of inproving work incentives.
Because nost individuals tend to retire early rather than |ate,
that wi nds up being a net cost saver for the system Beyond
that, there are elenents of this proposal that would commt
additional revenue to the Social Security systemas a neans of
enabling it to offer higher benefits as a whole, and we can
di scuss those as we nove forward.

Li ke the second proposal, this proposal would make
i ncreases in the guaranteed benefits for |owincone individuals

t hrough 2018, so that an individual who works for 30 years at the
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m ni mum wage does not retire into poverty, and |like the second
proposal, it would increase benefits for w dows.

DR. JAMES: Chuck, could | just add a comment.

DR. M TCHELL: Speak into the m ke.

DR. JAMES: If you are finished with your brief
description, | just want to pick up on John's earlier point about
wage replacenent. As | see it, the basic phil osophy behind
exanple three is to try to maintain the wage repl acenent rate,
and of course, to do that requires additional revenues. So that
ki nd of basic distinction between the approach in tw and the
approach in three, and the additional revenues in -- when | say
mai ntai n the existing wage replacenent rate, | amincluding the
benefits that would come fromthe two parts of Social Security,
that is fromthe individual account and fromthe defined benefit.

So sone of the additional revenues would go to the individual
account in the formof the add-on that you nentioned, and sone of
it would go to the traditional DB, and the two together would
enabl e the current wage repl acenent rate to be nmaintai ned.

Simlarly, the mninmmbenefit for the | ow wage worker
woul d al so be able to rise through tine with wages -- partially
wth wages, as a result of the additional revenues that have been
put into the system

CHAI RVAN PARSONS:  Bob.

MR PQZEN. | would like to make two further points on

plan three. One is, interns of the relationship to life
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expectancy, | think we all know that the denographics are such
t hat people are living |longer, which is a very good thing. Wat
we have tried to do here is to give people choice. W are not
saying you have to retire at any different age than you do now.
We are keeping the normal retirenment age the same, but what we
are saying is, if you choose to retire earlier and you have a
| onger |ife expectancy, then there will be sone adjustnent of
your benefit. So we believe that this is a proposal that is
consistent wwth both changes in |life expectancy and trying to
maxi m ze indivi dual choice.
The other thing that |I think is relevant here is, as
Estell e says, we are adding two sources of revenue. One is from
the, what | would call, incentivized add-on for the personal
account, plus sone anobunt of dedicated additional revenues. |
t hink, M. Chairman, you know that there has been sone discussion
about where those additional revenues could conme from There are
sonme of us who feel that it should conme froman increase in the
wage base for payroll tax, not an increase in the rate, and it
m ght be useful at |east to have sone discussion on that point.
CHAl RVAN PARSONS: Let ne say first of all, just by way
of clarification, as various people who participated at the
subconm ttee level in the construction of these options are now
illumnating further some of the thinking, they are using terns

like "we," "felt,"” and "proposed.” This is all to be taken in

the context of that is the thinking behind individual plans that
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are being part of this mx. Wat we are here to do today is to
di scuss them and determ ne which of the plans or options or
approaches the Conmm ssion as a comm ssion feels should be
included in its final report.

Secondly, to the point that Bob Pozen has rai sed, again
just for purposes of nmaking sure that those nenbers of the public
who are listening to this discussion understand the issue that is
bei ng rai sed, and then we can have sone di scussion around the
tabl e about it, in the six criteria or guidelines that were given
to the Comm ssion by the President at the tine of the creation of
t he Comm ssion, one was that we devel op pl ans and proposal s and
approaches, but none of which, however, could increase payrol
taxes for the purpose of funding Social Security or neeting
shortfalls, deficits.

And the question that is raised is whether an increase
in the wage base, that is to say in the | evel wages that are
subject to the current FICA taxes, which is | think $80, 400, if
you i ncrease that wage base to say, |'ll pick a nunber, $86, 000,
are you increasing taxes and therefore on the wong side of the
limtation that the President set for us, or is that sinply not
an increase in taxes, just an increase in the taxable wage base?

There has been a healthy debate within the subcommttee
of this, and perhaps we should hear from nenbers of the ful
Commi ssion, starting with ny co-chair, the distinguished Senator

Moyni han.
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CO CHAl RVAN MOYNI HAN: | thank you, M. Chairman.
Sinply to nake a point with respect to Dr. Pozen's proposal, this
| think Steve Goss will agree with, or correct me, that we have
had a fluctuating ratio in the past 20 years. In 1982 we were at
90 percent, and it dropped -- not 1982, 1983. And then it
dropped to about 87. Change in the incone structures in the
country do this.

But | can speak to -- as soneone, just as one nenber of
the Finance Comm ttee over 24 years, we never |ooked upon this as
a tax. This was an aspect of the way the tax was, 12.4 percent
or whatever, as it changed over tine. But this was one of the

variations internal to the systemwhich we adjusted as occasi on

arose, but we are now, | do believe we are now down to about 83
percent -- 84. Well, we were at 90 and we slowy dropped down to
84. | would offer the thought that this does not change the

nature of the cal cul ation

CHAI RVAN PARSONS: Clearly the rationale as you had
articul ated, Senator, is that having the wage base bear the sane
relationship to total wages over tinme froma policy point of view
may be a good thing. Having said that, | amgoing to, in the
interest of sort of noving the discussion al ong, suggest that
this was one, it seens to ne, and unless the Conm ssion is of a
different mnd, this was a specific limtation inposed on the
Comm ssion by the guy who set up the Comm ssion, nanely the

President. Probably, at least in the first instance, the issue
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havi ng been rai sed and the rational e having been articulated for
maki ng a change here, the next best thing to do is for us in sone
orderly way to check back with the President who set up the

Comm ssion, find out what he had in mnd, then report back and
conplete the discussion fromthat point of view So if that is
acceptable to all --7?

(No audi bl e verbal response, but gavel pounded several
ti nes)

CHAI RMAN PARSONS: Are there other questions or
comments that people want to make with respect to these options,
bef ore Chuck takes us through the specifics? Gaendol yn.

M5. KING Thank you, M. Chairman. Following on this
pl an three where the indexing is tracking |ife expectancy, would
you, Dr. Pozen or Dr. Janes or Dr. Bl ahous, just speak a nonent
about what that neans with regard to people whose |ife expectancy
has traditionally not even gotten to retirenent age, and | speak
here to a focus on African Anmerican nmales. How does that work?
Do you discount it so that they start getting benefits at age 50,
or is there --?

MR. JOHNSON: | vote for that.

M5. KING |Is there sone explanation for how that m ght
i npact peopl e whose |ife expectancy has traditionally not taken
themto retirenent age?

DR. JAMES: Can | answer that question?

CHAI RVAN PARSONS: Well, it is directed to you and Bob,
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so why don't you start off.
DR JAMES: Let ne say that all of current Soci al
Security as well as all of these plans face that problem and have

not been able to find a solution for that problem

M5. KING You have answered my question. | wondered
if this were any better. | nean, | like it.
MR PQZEN. | think it is better in one respect and

that is, what we have tried to is by building in this fairly
| arge personal account, which for |ower inconme people would be up
to $1,000, that account will be available to people if they have
a longer -- excuse ne, a shorter longevity than other people.

M5. KING In other words, it is an account that can be
passed on to their heirs.

MR. POZEN. Correct. Correct. So I think we have an
i nprovenent, because at | east we now have a significant -- for
t hose people under the current systemwho if, God forbid, they
died at the age of 45 and woul d have nothing essentially --

M5. KING That's right. If they don't have --

MR. PQZEN. -- even though they had paid in, say, for
25 years.

M5. KING If they don't have chil dren under --

MR POZEN: Right.

M5. KING -- the age of 18.

MR. PQZEN. Correct. Now we have done two inportant

things. One is, we have the personal accounts so they have that
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that can be passed on, and | think both proposals do inprove the
survivor benefits. So it's not a perfect solution, but I think
those are two inportant steps in the right direction.

M5. KING Thank you very nuch

CHAI RVAN PARSONS:  Fi del .

MR. VARGAS: On plan three it says "conmmts additional
dedi cated revenues to Social Security." |Is that where we are
tal ki ng about the idea of increasing the wage base?

(No audi bl e response)

MR. VARGAS: And so | guess ny point is, it seens to ne
that you have argued anong the fiscal subcommttee whether it is
a tax increase or not a tax increase, but obviously in this plan
there is a need for additional revenues.

CHAI RMAN PARSONS:  Yes.

MR. VARGAS: So one way to do it is that way. And |
think -- and ny clear understand that you are also saying if
there is another way that people can figure out to get those
addi tional revenues, that that is acceptable as well, as long as
it meets whatever the need is for the plan.

MR. PQZEN: | think if the consultation |leads to the
fact that we can't increase the payroll base, then we would
accept another alternative source of dedicated revenues.

MR. VARGAS: And frankly, I think it is a healthy
debate to have, and | amglad that you have had it in the fisca

subconm ttee, because | think it is a debate that is going to
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happen in Congress, and whether we recommend it or not | don't
think is going to stop that debate from happening, and | al so
t hi nk that Chai rman Moyni han brings up a good point in that there
is some underlying justification for |ooking at where it has been

traditionally and where it is now W could kind of argue back

and forth, well, it's really not a tax increase, or yes, it is,
or no, it's not, but ultimately, | think what you are trying to
do in plan three is be as -- to pursue fiscal sustainability and

be very progressive in terns of establishing sone substanti al
personal savings accounts. |In order to do that, as opposed to
pl an two, you have to figure out another way to get revenues.

DR JAMES: Yes.

MR. VARGAS: So | think maybe the solution is, | think
you are right, to go forward and check back, but at the sane
time, understand that what you are tal king about is additional
revenues, and where that conmes fromwe m ght not decide here, but
it is clear that that is sonething that needs to be included.

MR. PQZEN. | think plan three will have dedi cated
addi ti onal revenues.

MR. VARGAS: Sure.

MR. POZEN. We can debate |ater what the source wll
be.

CHAI RVAN PARSONS: Just to franme it sonewhat
differently, but | think you are right on the point, Fidel, we

tal ked at the | ast neeting about when you have a systemthat is
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in myjor deficit like it is currently, three and a half trillion
dollars, if you are noving toward sustainability you have to do
one of two things. You either have to reduce the outflow on a
go-forward basis to bring it back into balance, or increase the
inflow So this is sort of the anchor of these two points.
Chuck, did you have a point? W have a few nore commi ssioners
who have sone questions for you, but you were |ooking --

MR. BLAHOUS: | was going to give a technical answer to
Fidel's question, but we can --

CHAI RMAN PARSONS: Techni cal answers only confuse the
issue. Tim

(Laughter)

MR. VARGAS: Don't confuse ne, Chuck. | think I got it
now. So you can go ahead.

CHAI RVAN PARSONS: Tim

MR. PENNY: |If we were to nove from 84 percent to 90
percent or to reconmmend such a nove, does that as a dedicated
source of revenue adequately cover the additional costs that are
proposed i n exanple three?

MR, BLAHOUS: Well, what we have done is scored exanple
three in a nmethod that gets to balance, in order to resolve this
sonmewhat vexatious question. W had Steve stay up all night and
break out the conponents of it, and when it came to this m ssing
piece of it, he was to identify the anount of revenue required on

an annual basis and separate that out. | have tried to put in
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this presentation enough information about how the proposal | ooks
with that revenue assunmed in there, not fromthat specific way of
getting there, but with that revenue assuned in and al so w t hout
it, so that the budgetary ramfications of the third proposal can
be seen wth sone ---

DR JAMES: As indicated --

MR. PENNY: Yes, but we obviously know the cost.
DR. JAMES: Yes.

MR. PQZEN. | think the scoring --

MR. PENNY: And we obviously know - -

DR JAMES: It's 86.

MR. PENNY: -- or should know what the increnental

anmount woul d be of new revenue if we increase the wage base.

MR GOSS: If | mght just suggest, the additional
revenue that has been identified here as being required or
desired for the exanple three is not as nuch as you woul d get
fromwhat you suggested, pulling the taxable maximumup to a
| evel that would capture 90 percent of all earnings ---.

MR. PENNY: It is less than that.

MR GOSS: It is less than that.

CHAI RVAN PARSONS:  Ckay.

DR JAMES: It is 86 percent.

MR. BLAHOUS: That is because it is a net figure. |If
you were to increase the cap on taxable wages, it would have an

ef fect both on revenue and on expenditures, because you have to
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pay benefits on that. So what Steve has done is, he has given
you the net figure, which is the size of the hole that has to be
filled in to make the proposal bal ance.

MR. PQOZEN. But the net figure, Tim that Steve has
used, and correct ne if | amwong, is the net figure is going
from84 to 86

CHAI RVAN PARSONS:  Ckay.

DR. JAMES: Eighty-six percent --

CHAI RMVAN PARSONS: Ti ne out.

DR JAMES: -- is the nunber.

CHAl RMAN PARSONS: Tinme out. Because once again, those
of you who have wanted to know what has gone on in the fisca
sustainability subcommttee, welcone to ny world.

(Laughter)

CHAI RVAN PARSONS: We qui ckly get down into the weeds
and the technicalities. Let's just get this back up to the
| evel , though, that not only the comm ssioners but those of you
in attendance can understand it. The third plan as it is called,
whi ch envisions, as Fidel has put it, nore revenues coning into
the system has an elenent that can be filled in several ways.
One of the ways which sone nenbers of the Comm ssion would |ike
to explore is by increasing the taxabl e wage base. W are not
clear as to whether that is in bounds or out of bounds in terns
of that original guidance we were given, so we are going to go

back and check on the guidance. If it is out of bounds, we wll
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find another way of putting those revenues in. W wll find
anot her source that is in bounds, to put those revenues in so
that the plan stays intact. |Is that fairly stated, Steve -- or
Chuck and Steve?

MR. BLAHOUS: That's fair. And actually, there's two
points I would like to make now. | will try to nmake them by not
getting down into the weeds too nuch.

St eppi ng back and | ooking at the big picture again,
what we have tried to do is show the ram fications of the range
of options that confront the Congress. Sone of the things that
have been suggested by congressi onal sponsors' plans and ot hers
can be sort of nolded into these basic frameworks. There are
ways to change the construction of the personal accounts under
the first plan so that it is closer in shape to sone of the
t hi ngs that have been devel oped on the HlIl. Wth the third
pl an, this al so recognizes that sone of the proposals that have
been put forward by congressional sponsors and others do tap sone
general revenues in order to finance the system

That brings me to ny second point, which is that |
woul d hasten to clarify that the general revenues inplicit in
this proposal and the way that Steve scored it to be commensurate
with the President's principles, that is not in any way a
function of or correlated with the personal account el enent of
this. That is a conponent of the programto bal ance the

traditional Social Security systemand bring it to bal ance, and
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so it is not a problemthat is in any way introduced or created
by the personal accounts, but rather a nmeans of bringing the
traditional Social Security systemto bal ance anong the range of
opti ons avail abl e.

CHAI RVAN PARSONS: | think nost of the Comm ssioners
understand that. Al right. Now | think the next part of
Chuck's presentation is nowto go into a little bit nore depth on
each of the three plans. |Is that correct?

MR. BLAHOUS: That's right.

CHAI RVAN PARSONS: So that we get to revisit all three
plans as we get a little bit nore texture on them But does
anybody have any further comment or question before we get into
the specifics? Estelle.

DR. JAMES: Yes. | just want to nention one other
under | yi ng phil osophy in exanple three, which is to renove sone
of the sources of uncertainty in the finances of Social Security.

Part of the reason that Social Security is in the financial bind
that it's in is that things have not turned out the way we m ght
have expected 10 years ago or 20 years ago. For exanple, people
have been living |longer and | onger, and, for exanple, the wage
base has been shrinking. So many of these changes are desi gned
to renmove sone of these sources of uncertainty from Soci al
Security in the future, so that as tine noves on and the future
unfolds and we are faced with surprises, there is an autonmatic

adj ustnent process. |f people suddenly start living | onger and
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| onger, the benefits automatically adjust, so Social Security
doesn't becone sustainable, and that is also part of the
rati onal e behind the thinking about setting the wage base as a
proportion of the total wage bill. That is also a reason for the
i ncentives to induce people to continue working |onger, so if --
the finances of Social Security won't suddenly be thrown off by
peopl e's decisions to retire earlier and earlier, and then we
woul d find ourselves back in this roomagain 10 or 20 years ago
because life hasn't unfol ded exactly as we expected. W are
trying to nove sone automatic stabilizers into the system

CHAI RMVAN PARSONS: Ckay. Now proceed.

MR, BLAHOUS: Yes. | amsurprised there wasn't a rush
toward the exits when you said | was going to go into further
depth now in the three plans.

CHAI RVAN PARSONS: Well, sone people are |eaving,

Chuck.
(Laughter)
MR, BLAHOUS: Just as long as none of the Comm ssion
| eaves, I'mdoing all right. Let nme just direct the Conm ssion's

attention to the charts for plan one or exanpl e one.

CHAI RVAN PARSONS: Put us on a page.

MR, BLAHOUS: Page 12. Page 12.

DR. M TCHELL: Can you show the picture you are
referring to?

MR, BLAHOUS: Yes. | should have had these page
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nunbers.

(Over head)

MR. BLAHOUS: Basically under the first exanple, again,
this is the option before Congress and ot her policy makers which
woul d | eave the current systemon its current course, so there
wi Il be no changes to the current system for people who choose
not to take the accounts. As you can see on the left, if you
assune that there is no participation in the accounts, the cost
and incone rate lines | ook exactly as they do under current |aw.
Ef fectively nothing is changed froma fiscal perspective.

Now, what the picture on the right shows is that sinply
by virtue of setting up these accounts in a way that is
structurally relatively sound, you do start to nove this system
slightly in the direction of fiscal sustainability, sinply
because you have created these funded accounts and they are going
to start financing a portion of Social Security benefits in the
future. On the right side of that chart you see the extent to
whi ch the system finances are inproved in the out-years of the
val uati on peri od.

(Over head)

MR, BLAHOUS: Turning to the next page, I'll review a
little bit nore explicitly sone of the inplications of that
particular policy option. The current systemwould remain on its
unsust ai nabl e cour se.

CHAI RVAN PARSONS: | guess the question would be, these
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charts have been constructed to capture the traditional 75-year
measuri ng peri od.

MR. BLAHOUS: That's right.

CHAI RMVAN PARSONS: And as you indicated, the chart on
the right that shows that everybody took the personal account
that is inplicit in plan one, there is sone inprovenent in the
financi al soundness and sustainability of the systemw thin that
75-year period. The question | would have is, do the |lines ever,
as soneone put it here, ever cross? In other words, if you stay
with this | ong enough, do you ever get to a place of permanent
sustainability?

MR. BLAHOUS: The answer is no. You have to take
further actions beyond this.

CHAI RMVAN PARSONS: Al l right.

MR. BLAHOUS: Both for O percent and 100 percent
participation in the accounts.

DR. COGAN: M. Chairman, can | ask a question? |[If |
| ook at the chart on the right side of 12 which shows the net
i npact of the policy, one way to think about this transition cost
is really to think about personal accounts as an investnent. So
you have an investnent period and then you have a period | ater on
where you recoup that investnent. It seens to nme that if you
have a truncated or a 75-year or a 50-year fixed w ndow, then
what the cal culations off of that fixed window of time reflect is

sort of all of the investnent period but only part of the
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recoupnent period. It would be like evaluating an | RA
contribution or investnment plan by calculating all of the
contributions as of costs to the individual because they are
foregoi ng consunption, but then only calculating as a benefit the
first 2 or 3 years of the returns on those IRAs and then
truncating them So it does seemto ne that we need to think
about this neasure of solvency that we use in this investnent
world that we would be in with a personal account proposal.

MR, BLAHOUS: Well, | think those realities are in many
ways reflected by the fiscal subgroup's conmtnent to using
measur es beyond sinple 75-year solvency or actuarial balance in
order to nmeasure the fiscal health of the program There wll be
inherent imtations and flaws with any tine-limted | ook at the
system and that is one reason why it is particularly inportant
to |l ook at whether on the |ong-term basis you have made progress
towards | ong-term sustainability, whether in an absol ute sense
you have reduced the system s unfunded obligations. And even
t hough there is, you could say, dubious progress within the
val uation period under an option |like this, over the |ong range
you clearly are noving in the direction of fiscal sustainability
by many of the nmeasures that are inportant to the fiscal subgroup
and which | assune are appointed to the Comm ssion as a whol e.

Let me just go back to the ramfications page. Sone of
them | have touched on already, but under this plan,

M. Chairman, as you asked, there would be additional actions
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required to bring the systemtowards true sustainability.

One other ramfication of this option | alluded to at
t he begi nning of the presentation, which is that the individual
participants in personal accounts can expect to see gains from
participating in the accounts, but these gains are nuch nore
nodest under this scenario than they would be under both of the
other two plans put forward by the Conm ssion, |argely because of
the inproved finances of the traditional Social Security system
for the other two options. It is harder to construct a personal
account option so that it is attractive to individuals as |ong as
the current systemremains out of bal ance.

Now, we have made it attractive by design under this
scenari o and under our projections individuals' benefits wll
i ncrease, but the anobunt of the gains fromthe accounts is
smaller than it is in the other two options, and that wll
undoubt edl y have an inpact on individual decision making on
whether to participate in these accounts.

Finally, | would just reiterate that this is a
framework. There is nothing set in stone or sacred about this
two percent illustration that we have put forward. There are
proposals in the Congress, for exanple, to say do sonething |ike
this but make the accounts bigger, or nake them bigger
particularly in the case of |owincone people, or nmake them
bigger still and require individuals to invest a part of their

account in Federal securities. There are different ways to
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structure these accounts, and you can put within this framework
sone of the ideas and sone of the very interesting conceptions
t hat menbers of Congress have put together, and fit it within

t hose frameworks

Anot her possibility is you could create kind of a kick
start or seed noney for these accounts for younger i ndividuals,
whet her peopl e when they hit age 21 or perhaps even an earlier
age, to create an initial larger investnent in these accounts to
i nprove the progress later in the valuation period that this
advance funding would make. So |I would just stress that it is
very easy to massage and nodify this basic framework to be
consistent with many of the ideas that have been sent to the
Comm ssion for our consideration.

(Over head)

MR. BLAHOUS: On the next page we show benefit
projections for this exanple, and these bear out what | said at
t he begi nning of the presentation, that this exanple was
constructed so that individuals would be likely to see increases
in total benefits if they took the accounts.

Now, what we have done here for your edification is to
show on two of the |ines the uncertainty that resides under the
current Social Security system The mddle line on these charts
shows the current systemis prom ses, and the dotted |ine shows
what it can effectively pay under its current legal limtations.

Because those uncertainties remain under this system you would
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certainly have to treat the overall benefit projections as having
that inherent uncertainty residing in them But, within that
basic point, you can see that relative to what is currently
schedul ed, we woul d project that individuals who took this
account woul d get higher benefits than they would by remaining in
the current system subject of course to the limtation that the
current systenis benefit promses are likely to have to be
renegotiated at sone point in the future.

(Over head)

MR. BLAHOUS: Let ne briefly review how this option
stacks up by neasures of fiscal sustainability. In terns of its
i npact on the long-term cash operations of the system as was
asked earlier, the cost and incone rate |ines never cross again.

This plan does not get you there. It |eaves sonme of those
probl ens for another day. However, as we have constructed it,
the cash deficits in the out-years under this proposal would
still be reduced by 37 percent relative to current law, late in
t he val uation period. Wen you consider that we have done
nothing to the system other than establish personal accounts,
that is a fairly inpressive degree of progress relative to the
current system

Now, the solvency and actuarial bal ance nunbers are a
l[ittle bit fuzzier, and this reflects that fact that there is a
variety of ways that this account could be constructed. It could

be constructed as a two-percent investnment fromthe current
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payroll tax stream it could be one percent fromthe payroll tax
and one percent from general revenues. How we decide to finance
it doesn't really affect the cash flow picture, but it does

af fect the solvency and actuarial bal ance picture because it
affects how nuch noney is attributed to the Social Security Trust
Fund. Under any scenari o on a perpetual basis, the perpetual

sol vency of the systemwould be inproved. Only under sone of the
scenari os would they be inproved within the 75-year val uation
period, and those are outlined here.

Finally, this system would reduce the long-termcosts
of the Social Security system including, | would hasten to add,
these charts include the annual investnent in personal accounts.

So this isn't just a reduction in costs for the traditional
Social Security system but the new systemas a whole. It reduces
the gromh in costs relative to the econony by 30 percent through
2075. Again, considering that we have done nothing other than
set up these accounts, that is a fairly inpressive rate of
progress relative to the current system

| think ny previous hope that the Comm ssion woul dn't
start to | eave during the presentation has been partially born
out. | still have an 85 percent rate | think.

DR. SAVING How much do you have to go?

(Laughter)

MR, BLAHOUS: Okay. Let's go to plan two, unless there

are --
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MR. : (bj ections.

MR. BLAHOUS: -- objections or further commentary on
the first plan.

DR. COGAN. Chuck, one point. You say here on page 15
that if you were to structure this personal account as one
percent fromthe payroll tax and one percent from general
revenues that the 75-year actuarial inbalance would be reduced by
28 percent, and that is true. But we have to be very carefu
here, don't we, because fromthe Federal governnent's standpoint,
you are just taking it out of some other pot of noney. So two
percent out of payroll taxes fromthe Federal governnent's
finances is no different than a one percent out of general
revenues and a one percent out of payroll taxes.

MR, BLAHOUS: That is absolutely right, and I would say
in sone respects that is a parable on the Iimtations of what
sol vency and actuarial balance really tell you. One of the
things that | did not do in the first itemon the cash flow was
to differentiate between the two-percent investnent on payrol
taxes and the one and one, because if you recognize the reality
that the governnment still has to cone up with one percent of
general revenues in either case and cone up with it from
sonewhere, it really ought not to be counted as sone kind of new
revenue to the systemor revenue that is mtigating a cash fl ow
problem So in the chart on the previous page, the systemis not

given any credit for structuring this with general revenue
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di ffusions, but that particular construction will change how our

actuaries score the solvency and actuarial bal ance of the

pr ogr am

(Over head)

MR. BLAHOUS: Moving now to plan two. \Wat these
charts show on page 16, the chart on the left, | think it is very
i nportant that people understand what this illustrates. This
basically illustrates in a certain sense what the world | ooks

i ke without personal accounts in a way, because what we have
done here is shown the benefits that can be paid exactly under
the current systemunless you begin to raise payroll taxes or
require additional contributions.

The chart on the left has an actuarial bal ance of
exactly 0.00. It is exactly balanced. So the noral of this
story | think when you | ook at the chart on the left, it is not
that this is sonething so specific to plan two for those who
don't take the accounts, but it really is in sonme ways a neasure
of what the world |looks like if we didn't create a personal
account system

What you see on the right is how the systemw || | ook
if we nove to a personal account systemin conbination with a
bal anced Social Security system As you can see, there is a --
the transition investnent that Dr. Cogan referred tois alittle
bit bigger under the current system but qualitatively it is not

much bi gger than the current system You can see that you reach
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your cash surpluses a little bit sooner and they becone a little
bit bigger than the current system So even though we have nmade
t he personal accounts very attractive for the individual under
this scenario so that they are likely to get considerable

i ncreases in benefits through the accounts, nonethel ess, the
long-termfiscal health of the Social Security system would be
si mul t aneously i nproved as individuals take the accounts. So
this is a very | think instructive pair of charts for show ng how
personal accounts can integrate with a valid Social Security
system and i nprove treatnent of individuals, and help repair the
system's | ong-term finances.

CHAI RVAN PARSONS: Just so we are all clear, this
exanple, the chart on the left is the projections, we have our
standard projection of the existing current costing rate, and
then the graph or the line underneath that is what woul d happen
if we inplemented what | will call the price indexing of initial
benefits and the other changes that were suggested in option two.

MR, BLAHOUS: That's --

CHAI RVAN PARSONS: It would bring the system-- w thout
per sonal accounts.

MR. BLAHOUS: W thout personal account.

CHAI RVAN PARSONS: | npl ementing that package of
reforns, that, you say, brings the systeminto actuarial bal ance
and puts it on a long-term sustainable basis. And then if you

overlay the personal accounts elenent of that, you get the chart
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on the right, which further inproves the picture.

MR. BLAHOUS: Right, in the long-term

MR. : Long-term

(Over head)

MR BLAHOUS: On the next page you can see a conparison
of projected benefit levels. There's three lines on this chart.
One shows you what the current systemcan pay in a literal sense
if we don't do anything to the system and then watch benefits be
cut in 2038. Another line shows basically what the current
system can pay on a sustainable basis if the particular policy
choices are made inherent in this plan. | think what you can see
on these charts is that this particular plan directs nore of the
resources towards | owincome individuals. You can see that
relative to the current system |owincone individuals are for
the nost part well above what the current systemcan actually
pay. For those who don't take the accounts, a little bit has
been taken away fromthe high earners fromthe current system
But for all participants in accounts, you can see that if they
t ake the accounts, their overall benefit |evels would be nuch,
much hi gher than if personal accounts were not integrated into
the system

M5. ABNOR:  Chuck, can | ask -- M. Chairman, can | ask
a question about this?

CHAI RVAN PARSONS: Pl ease.

M5. ABNOR: If | understand this correctly from Steve
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Goss's nunbers, with this exanple, after noving from wage
indexing to price indexing, we then took a | ook at the m ni mum
wage worker and the | ow wage worker and what benefits actually --
we | ooked even at what their current benefits would be w thout
any changes, and we decided that in those cases, those benefits
were too low. Under this exanple or this plan, we have hiked

t hem back up agai n.

So an exanple, a m nimum wage worker under the current
system woul d receive at retirenent $7,344, but under this exanple
that benefit would go up to $10,308 - al nost an additional $3,000
a year in increased benefits fromwhat the current system would
pay for m ni mum wage, and al nost the sanme increase for | ow wage
workers. So the benefits under this exanple for mnimum and | ow
wage workers are significantly higher than under the current
system and | think that is a really inportant point going to the
phi | osophy of a lot of us, that the nost inportant function of
the Social Security systemis to -- nost inportant function
really is insurance against poverty in old age. Wat we are
attenpting to do is raise even nore of our elderly out of poverty
in the future than is already done by the current system or
projected to do. | think this is maybe the strongest point in
this sanple plan, and | think it is something that needs to be
highlighted. | think it is really inportant to | ook at the
actual dollars that we are talking about. So, | nean in sone,

$3,000 a year increase fromthe current |evel.
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MR. BLAHOUS: And it is worth stressing that there are
i ncreases for |owincone earners --

M5. ABNOR: Thank you.

MR, BLAHOUS:. -- relative to the current system
whet her or not they take the account.

M5. ABNOR: Thank you. Yes.

MR, BLAHOUS: That ---.

M5. ABNOR. W thout even adding on the personal account
on top of it, which they would be able to do.

CHAI RVAN PARSONS: Tim

MR, PENNY: M. Chairman, if | can tag on to that
comment. You have a really good page that sunmarizes the various
ways in which we can | ook at sustainability, and | think that is
great. W ought to keep that, and in the final report we need to
do as you have done here and illum nate how each of these
exanpl es or options or plans neasures up agai nst those criteria.

But | think what Lee is getting at is there are sone ot her

inportant criteria that don't relate specifically to
sustainability but relate to benefit levels for different
categories, and that would be the | owest inconme workers, that
woul d be surviving spouses, wonen who have been through divorce.
There are changes within each of these plans that lead to
different outconmes for those categories, and in many cases nuch
better benefits than current |aw or prom sed |law or certainly

payabl e benefits under current law, and | think those al so need



57

to be highlighted nore than you have done so in this report.

MR, BLAHOUS: | would stress a couple of things. One
is that if the -- in the design of this plan, the Conm ssion
coul d have chosen to have a rate of benefit growth that would
have just sinply bal anced the systemas a whole exactly. It just
so happens that if you were to go to conplete price indexing, you
woul d save a little bit nore noney than you actually needed to to
bal ance the system Instead of sinply having an overall rate of
growt h that was higher than that, higher than inflation for
everyone including higher wage earners, both in this plan and in
the other plan, the fiscal subgroup basically sat down and said
how do we target the resources of this systemso that it nost
effectively reaches those who need these benefits --

M5. ABNOR: Right.

MR, BLAHOUS: -- to keep themout of poverty. These
provisions to increase the wi dows' benefit, to increase the
guaranteed m ni nrum benefit for people as a function of their work
history, these all are in these plans as a result of that.

CHAI RVAN PARSONS: Cerry and then Tom

MR. PARSKY: | wll have sone comments at the end, but
| just want to nmake sure | understand the conparative tables.
This exanple two table that you are tal king about now, initial
benefit at 65, | think I understand the relationship between the
red line and the blue Iine. Right?

(Background conversati on)
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MR. BLAHOUS: M copy is in black and white.

IVS. : We just have black and white, Cerry.

MR. PARSKY: Bl ack and white?

CHAI RVAN PARSONS: You got the one original.

MR. PARSKY: Ckay. | think I understand the
rel ati onship between the present |aw benefit payable and the
benefit that is without the account. There is a spread there.
Ckay. Is that right?

MR. BLAHOUS: That's right.

MR. PARSKY: There is a spread, suggesting that you
don't deliver under this the sanme | evel of benefits that is
payabl e under the current system |s that correct?

MR. BLAHOUS: Under -- I'msorry. You are conparing
t he benefits --

MR, PARSKY: | amjust |ooking at the average earner,
just for exanple.

MR. BLAHOUS: Ch, the average earner. That's right,
because nore of that noney has been given to the | owincone
peopl e.

MR. PARSKY: The low inconme. That | understand. Now
if you just flip back to the sane exanple -- | nean the sane page
but under exanple one. Since |I have the benefit of colors |
won't do that, but the relationship between present |aw payable
and the benefit, | gather it is the benefit w thout the account.

Are you sayi ng under exanple one that the -- what wll be
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provi ded woul d be greater than what is currently payabl e?

MR, BLAHOUS: Not really, M. Parsky, because exanpl e
one acknow edges that future actions have to be taken to bal ance
the system

MR. PARSKY: Ckay.

MR, BLAHOUS: And we don't know what they are going to
be under option one, because we are not outlining what they are
going to be. They are basically left for another day, another
time. |f under option one you visualize a particular nmeans of
bal anci ng the system you mght well conme up with sonething that
| ooks like the benefit line that you see in exanple two.

MR, PARSKY: | see.

MR. BLAHOUS: But not knowi ng what that is, under
option one what we do is we show the benefits prom sed and then
what woul d happen in 2038 without reform And then under exanple
two we show a particular way of getting to a | evel of sustainable
benefits in the old systemthat the fiscal subgroup thought was
an effective way of targeting benefits for those who nost needed
it.

MR. PARSKY: Well, | think that we ought to consider --
| would certainly be very supportive of having this exanple as
part of our presentation. | think it is very inportant. But |
woul d think that we would want to make it very clear that the
only way to achieve this line that you are tal king about is by

maki ng significant additional changes at sonme point in tine,
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because if you just | ook at these two together --

MR BLAHOUS: Sure.

MR. PARSKY: -- | think it is alittle bit distorted.

CHAI RVAN PARSONS: Tom and then divia. Tom

DR. MTCHELL: | just wanted to el aborate on (away from
m crophone) - - -.

CHAI RMAN PARSONS:  No.

DR. M TCHELL: Sorry. Thanks. | would just propose
that you get rid of the line for benefit w thout account, because
if you haven't specified what you are going to do to make it be
there, then | just think you ought to get rid of it. Thank you.

MR. . For exanpl e one.

(%) One.

DR. M TCHELL: In one. In one.

MR BLAHOUS: Yes.

DR. SAVING | think a point that we ought to nake
clear here is that at |least plans two and three that we're
di scussing, plan three we still haven't discussed in detail, we
made very conservative investnment assunptions, return assunptions
on investnment, and we nmade very conservative annuitization rates.

If we were to nake nore -- and rely a little bit on equity
mar kets, still in a very conservative way, and a little bit nore
on equity markets in the annuitization phase, we can nmake these
benefits of people wth the accounts significantly greater than

what is currently prom sed. And what is currently promsed to a
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new person entering the labor force is a 50 percent increase in
real benefits when they retire. W can do even better than that
with still fairly conservative investnent assunptions. W have
made even nore conservative investnment assunptions than that, and
| think that's inportant, and we have been able to acconplish in
both of those plans a very significant -- an even bigger increase
for lower income people than the currently promsed law. So we

have been able to acconmplish a | ot.

MR. : That is a very inportant point.
CHAI RMAN PARSONS: Ckay. John and then --. John.
DR. COGAN: | want to echo what Timsaid and what Lee

sai d about changing or adding to the criteria for evaluating
these plans. | wll give an exanple of just how powerful this
option two is for lowincone people. |If you take a person who is
25 years old today and you give them a personal account with

t hese conservative assunptions, the purchasi ng power of benefits
for that | owincone person, a person who has an average i nconme of
about $15, 000, the purchasing power of the retirenent benefits
for that person wll be the sanme as the purchasi ng power of
benefits that are provided to a nmediuminconme worker today. The
average benefit to a worker today is around $1,000 a nonth. A

| ow-i ncome worker under this plan that chooses personal accounts
who is 25 years old today and has a chance for the accounts to
grow, will get a benefit in real terns that is the sane as this

m ddl e cl ass worker, even though their average incone is around
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$15,000. So that kind of exanple | think very well illustrates

t he power of personal accounts and the power of this proposal.

t hi nk when you start asking people to eval uate proposals, | think
it is very inportant to have a criterion that reflects that fact.

CHAI RVAN PARSONS:  Bob.

MR. POZEN: | just want to confirmwith Steve that the
conservative equity -- excuse nme, the conservative investnent
assunption was a 50/50 portfolio, bonds and equity with
roughly -- Chuck, am1 right, with roughly a return of about 4.6
percent real, 4.7 percent real ?

MR, GOSS: Yes. The sort of average portfolio was
assuned to be 50 percent equity, 30 percent corporate bond, 20
percent governnent bond, with an overall net yield of about 4.6
percent real

DR. COGAN: 4.6 percent.

MR GOSS: 4.6 percent real. That's net ---.

DR. COGAN: | just think it was useful for the public

to realize that we were tal king about a 4.6 percent annual real

return.

MR. GOSS: Net of adm nistrative cost.

DR. COGAN: Net of admnistrative cost.

MR. PARSKY: And just to follow on that, what we heard
fromthe Thrift Plan that now exists is what would be -- what was
the average -- or what was the mx in the plan that currently

exi sts?
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CO- CHAI RVAN MOYNI HAN:  (Away from m cr ophone) You nean
the m x of stocks --

MR. PARSKY: O stocks and bonds in there.

CO CHAl RVAN MOYNI HAN: Wl |, they have about seven
pl ans now.

MR, PARSKY: But | -- is that --

CO CHAI RVAN MOYNI HAN: - - -

MR. BLAHOUS: Steve tells ne it's, as of this nonent it
is closer to a 60/40 m x overall

MR. PARSKY: That was ny point. | think Tom has made
an excellent point here, and | do think that it is inportant to
| ay out exactly the kind of assunptions that are used relating to
t hese personal accounts, the mx, the return, and in relationship
to what you m ght determ ne to be conparabl e areas.

CHAI RMAN PARSONS: divia, and then we are going to
nmove to plan three. Just so that we are all -- we have a
framework with which to work, | am hoping to concl ude the norning
by about 12:15, which is about 45 -- 40 mnutes fromnow W
wll then take a 1-hour |lunch break. Senator Myni han and |
just so that everybody knows, will probably do an informal press
briefing at 12:45, and we will reconvene here at 1:15 and
probably run to 3:00. So we all have a sense of tine. divia.

DR. M TCHELL: | just wanted to extend what Gerry said,
that in all of the plans, exanples, options and so forth we have

been | ooki ng at, we have been very consistent to always use the
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sane assunptions across plans, so that nobody gets brownie points
for deviating in an alternative direction. W have been | think
very careful to conpare apples and apples, and I would say that
after our Comm ssion's work i s over and as other people take

t hese discussions to Capitol H Il and the rest of the country, it
is going to be very inportant to score these using a common set
of benchmarks, or otherwise | think people will be very confused
about where we are going.

CHAI RVAN PARSONS: Fair enough.

MR. BLAHOUS: M. Chairman, before | go to the |ast
one, just a brief summary on the fiscal characteristics of the
second plan --

CHAI RMAN PARSONS:  Sure.

MR. BLAHOUS: -- | think are inportant. One is that
this is a plan that would get to positive annual cash flows
within the valuation period and they would be permanent. That is
very inportant. | think it is interesting and worthwhile to note
that if no one took the accounts that woul d happen by 2062, but
if everyone did, it would happen by 2057. So in other words, the
nore people take the accounts, and the accounts are designed to
be attractive, the sooner the systemgets to positive, pernmanent
cash flows. That is a very inportant result.

Sol vency and actuarial bal ance woul d be inproved under
all participation rates for the accounts. The traditional Soci al

Security systemfor those who don't take the accounts, or if you
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assunme no one takes the accounts, that would be entirely

bal anced. The anount of revenues required to bal ance the system
as a whol e woul d be reduced by approxi mately 40 percent relative
to the current system and then | would -- that is 40 percent
relative to a 75-year figure then, and that is inportant to note,
because under the current systemthat figure is increasing

wi t hout bound after the 75 years, whereas this plan would reduce
that by 40 percent and then it would be over. You would be in
per manent surpluses after that.

As for reducing the rate of growh and | ong-term costs
as a percent of GDP, this programwould solve that matter
entirely. As a matter of fact, the total system costs woul d be
| oner as a percent of GDP at the end of the valuation period than
they are today. So that problemwould be entirely solved. And
actuarial bal ance under all participation rates would be
inproving at the end of the 75-year valuation period. So you can
see that this programneets a nunber of tests for fiscal bal ance,
pl us the progressive and distributive aspects the comm ssioners
have outli ned.

(Over head)

MR, BLAHOUS: Going now to the third system you see
here two charts that show --

DR. COGAN. Chuck, can | interrupt you just for one
second? A question about this third exanple. You say that it

has a voluntary contribution. |Is it that the contribution, the
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i ndi vi dual gets a personal account and then can add their own
money to it, or is the out-of-pocket noney required in order to
get sonme access to their payroll taxes?

MR. BLAHOUS: M understanding of the construction of
it, and comm ssioners should correct ne if | am m staken, is that
t he one-percent voluntary add-on is a trigger, as it were, for
t he personal account, that the individual chooses to put up one
percent and then that is effectively matched by the governnent at
two and a half percent frompayroll taxes. So there is an
incentive there. You don't get the investnent of the payrol
taxes unl ess you put the one percent in.

Now, there are other incentives as well that are put
forth through the tax credits and other specifications that have
been put forward, but it is sort of a triggering nechanismfor
the investnent of the payroll taxes.

MR. POQZEN. | think that is correct, but | think the
incentive, there are tax incentives provided for people to put up
t he one percent including refundable tax credits for people who
woul d not be ot herw se paying incone tax.

MR. BLAHOUS: Right. And in the case of |owincone
peopl e, the particular incentive mechanismas | understand it is
to do it through the year-end incone tax credit.

MR. PARSKY: But just so that | understand it. | think
this a very inportant point relating to this plan, plan three or

exanple three. It is voluntary but you have pay sonething in
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order to be part of it? |Is that what you are sayi ng?

MR. BLAHOUS: That's correct.

MR. PARSKY: Oh.

MR. BLAHOUS: It is kind of a --

CHAI RVAN PARSONS: I n order to be in the personal
account side of it.

MR. BLAHOUS: In order to --

MR. PQZEN. | think this is what is traditionally
call ed an add-on plan, that you have to add on sonething --

CHAI RVAN PARSONS: Ri ght.

MR, POZEN. -- in order to get matched by the
gover nent .

CHAI RVAN PARSONS: Ri ght.

MR, PARSKY: O kind of in short hand, you have to pay
to play?

MR. . Yes.

CHAI RVAN PARSONS: But going back to again --

MR, PQZEN. But you are tax incentivized to play.

CHAI RMVAN PARSONS: Qur conceptual dichotony, Gerry.

MR. PARSKY: Ckay. | think I -- pardon ne?

CHAI RVAN PARSONS: Because the noney cones from
sonewhere. (Going back to our conceptual way of |ooking at this,
this plan assunmes nore inflow So part of that inflow cones out
of an individual's pocket. In other words, you have put up an

addi tional one percent to get that match by two and a hal f
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percent of your Social Security noney in your personal account,
and to incentivize sonebody to put that noney in, various
features of the plan have been created that nake it attractive
for you do so. But yes, you have to pay to play.

DR. JAMES: The basic idea of this goes back to the
basi c philosophy that it is inportant to maintain or even exceed
the current wage replacenent rate. |In order to do that, you need
addi tional revenues. You have to get the additional revenues
from sonmewhere. The add-on is one piece of that additional
revenue. The tax source, whether it is froma stabilization of
t he wage base or from sone other source of public noney, is
anot her piece of that. So that is the general approach in plan
t hr ee.

M5. KING May | just ask one question of Estelle, and

that is, the refundable tax credit part of it is purely for

incentive? That is to say, if you didn't -- you don't need it in
order for your -- for the plan to go forward. You're thinking it
is like a sweetener, like a ---.

DR. JAMES: Well, yes, but especially for | ow earners.
It is going to be difficult for themto come up with the
addi tional one percent. | nean, one percent of, say, $10,000 is
only $100, but that may be a |l ot of noney for that person who is
only earning $10, 000.
CHAI RVAN PARSONS: Undoubtedly is.

DR JAMES: The tax credit and the fact that it is
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refundable is designed to make it attractive and affordable, even
for the | ow earners.

M5. KING Okay. | just need sonebody to correct ny
menory. | remenber a nunmber of tax proposals with the term
"refundable” in them but it seens to ne that they have not
traditionally been terribly successful in passing. Am I m ssing
sonet hi ng here?

MR. PARSKY: They're not.

MR. PQZEN. This one already exists. | nmean, we are
buil ding off the one that exists, and it essentially would say if
you are already eligible --

M5. KING The earned incone tax credit.

MR. POQZEN: -- the earned incone tax credit. Just to
give a sinple exanple, if you are already eligible for the earned
incone tax credit and you had to put, as in Estelle's exanple,
$10,000 -- you are at $10,000 and you had to put in an extra
$100, this would give you a refundable tax credit of, say, $50
toward the $100, so you would get partially subsidized by the
existing -- in accordance. You wouldn't create a new program
you just use the existing program

M5. KING | see. Thank you

CHAI RVAN PARSONS:  John.

DR. COGAN: Now this earned giving of a tax credit is
for people primarily who don't pay any incone taxes.

M5. KING Exactly.
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DR. COGAN. And so it seens to ne that the proposal as
it is structured uses sonebody el se's noney for the person's
personal account. Wy wouldn't you nodify the proposal, or would
you think it would be a good idea to nodify the proposal, to
instead say for |owincone people, allow themto use an
addi tional one percent of the payroll tax, so they are using
their owm noney that they pay in taxes creating, thereby,
owner shi p? Wiy have you gone the route of using sonebody el se's
noney?

DR. JAMES: Well, the basic idea is that we are using
the tax system which is a very traditional way in the United
States to encourage retirenent savings. Everyone is expected to
put up sonething if they want to play, and this includes | ow
earners. But everyone gets sone kind of a tax incentive, but |ow
earners get it in the formof a refundable tax credit which
covers part of that add-on, although not all of it.

MR. PQZEN. | think the answer is this, that we
provided that the match will be 2.5 percent but up to $1, 000,
whi ch gives a |arger account for |ower-inconme people, but if we
had taken out another 1 percent for |owinconme people, it would
have hurt these solvency type of --

DR JAMES. ---

MR. PQZEN. -- calculations, and the basic phil osophy
here is that we want to bring new revenue in the system W want

to do this change for longevity, but we also want to bring new
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revenue in the system and this was considered to be a nodest way
to bring in -- an incentivized way. If we took out an extra one
percent, which we could do, it would change all the solvency
nunbers in a negative way.

CHAI RVAN PARSONS: | think, John, the value of this is
it highlights the public policy issues --

DR. JAMES: R ght. That's right.

CHAI RMAN PARSONS: -- that various approaches to
solving this problemcreate, and that these are the kinds of
issues | think the Congress and ultimately the President need to
westle with and grapple with in terns of how do we bring this
t hi ng back into sol vency.

DR. JAMES: Right.

DR. COGAN: But | think one of the inportant points is,
to go back to what | said earlier, that is we shouldn't confine
oursel ves to narrow neasures of solvency. A dollar out of the
Federal Treasury is a dollar out of the Federal Treasury. Wen
t hi nki ng about sol vency issues, it is inportant to consider the
Trust Fund but you don't want to make, | won't say, inferior
policy, but you don't want to be driven too nuch by this, by
being tied to the 75-year solvency of the Trust Fund.

MR, PARSONS: Tim

DR. JAMES: Could I just nmention that in terns of the
nunbers, the earned income tax credit refund, which is what we

have been di scussing here, would cost about a billion dollars a
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year. So in the infinite schene of things, conpared with the
trillions that are under discussion, we are not tal king about a
huge i npact on the general budget.

CHAI RVAN PARSONS: A billion here, a billion there.

MR. : Is that the right nunber?

MR, PENNY: But we are. But we are tal king about an
i npact .

DR JAMES:. Yes.

MR. PENNY: And whether it's EITC or getting back to
our earlier discussion about expandi ng the wage base or just an
outright general fund --

CHAI RVAN PARSONS: Transfer.

MR. PENNY: -- transfer, sonehow in our analysis of the
fiscal inpact of these various exanples or options, we need to be
honest about that, so that we are not conparing apples to
oranges. So find a way to do that in the way you draft our final
report, and then we can approve or disapprove of how you
recomend, but we need to find a way to do that, because it is
sort of hidden and we are looking at this as if there is sol vency
that's, you know, solvency that isn't quite the sane as the
sol vency we have described in the previous option.

(Background conversati on)

MR. PENNY: Because this requires sone noney to cone
fromsonmewhere, and it is not accounted for in quite the sane way

that we accounted for it in the previous option.
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CHAI RVAN PARSONS: Better put, it requires sone noney
to cone froma bunch of places --

MR. . Yes.

CHAI RVAN PARSONS: -- and we ought to be clear in terns
of how nmuch actually is comng additional contribution from
wor kers, how nmuch is being tax subsidized, how nuch is com ng
fromsone ot her place that shows up on the Federal budget or
sonebody el se's budget.

VS. : Right.

CHAI RVAN PARSONS: Just be clear where the nobney cones
from

MR, BLAHOUS: | also want to be clear on a couple of
technical points. One is the --

CHAI RMAN PARSONS: GCh, no. Here we go.

(Laughter)

MR. BLAHOUS: Sorry. W are and have been working on
trying to get a nore precise estimate of the size of the EITC
subsidy. W are working with OVMB and the Treasury to do that.
Secondly, and this | think is responding to Comm ssioner King's
question basically about the nature of the one percent add-on,
again stepping back to the big picture, there is kind of a basic
ethic, if you will, residing under each of these plans. The way
that this one percent add-on is structured, there is no offset
associated with the one percent add-on, and if it were not there,

the basic systemc finances within the Trust Fund would still be
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the same. So where this cost shows up and the reason it is
present is because the underlying ethic that went into the
drafting of this option was to hit as a target the current |aw
benefit prom ses, and that is the nmain function of this one
percent add-on. It is not so nmuch to interact with the system
finances, which are basically the same without it because it is
not offset. So the cost of the EITC subsidy really shows up on
t he Federal governnent's books as a whole and is sort of inherent
in the benefit projections for individuals, nore than it is with
the finances of the traditional Social Security system

DR. JAMES: Chuck, isn't it true that we are devel oping
measures on the unified budget? | think that would address Tims
concerns.

MR. BLAHOUS: That woul d be incl uded.

DR. JAMES: That is one of the indicators that is
inportant to ook at. That should capture all of these things.

M5. KING Just so | amclear --

MR. . Speak into the m ke.

M5. KING What | thought | heard you just say, and I
could be wong, that using the EITCis in fact tantanount to a
tax increase, and --

VR. > | don't --

DR JAMES: No.

MR, BLAHOUS: No.

(Background conversati on)
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CHAI RVAN PARSONS: It is nore equivalent to a transfer
of general revenue. It is nore equivalent, conceptually
equi val ent .

M5. KING But using the EITC doesn't -- does have a
sort of reverse inpact for where we said we would be going with
t he revenue program aspect.

CHAI RVAN PARSONS: | don't think so, Gawen. | think
what -- the way to think about it is, you would give -- sone
people if they chose to put up an additional one percent of the
their earned incone base woul d get a bigger tax break than they
currently get.

M5. KING Ckay.

CHAI RVAN PARSONS: So it is equivalent to at the end of
the day a general funds transfer, as opposed to a tax increase.

MR. PARSKY: | think that is a valid point. |In order
to have apples conpared to apples, | think if you consi dered
doi ng what John | think was suggesting, which is if you all owed
this to be an additional anpbunt of payroll taxes but then had to
identify the anount of general revenue transfer you would have to
make in order to deal with the sustainability issue, then you
wll have -- there will be sonme general revenues needed in
transition for plan two.

CHAI RMAN PARSONS:  Yes.

MR. PARSKY: And certainly there will be additional

revenues needed for plan one, even though it is not quite
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identified in terms of how much. So you would then have at | east
the basis for doing an appl es-to-apples conparison, it seens to
ne.

MR. BLAHOUS: That's right. And we have tried within
the restrictions of a fairly sinplified presentation here to show
these different aspects. It is inherent in the plan to commt
t hese revenues, so the initial presentation of the plan shows it
with these revenues in there, but there are various --- risks and
qualifications that basically show the net anmount of revenues --
net of these revenue conmtnents, and Steve has al so been asked
at every step of the way to separate out the various conponents
so that comm ssioners can see the revenues conmmtted from
di fferent sources.

CHAl RVAN PARSONS: Ckay. Let nme --

DR. JAMES: There is a policy decision about where the
revenues should cone from W are not going to nmake that choice.

That choice will be nade by Congress and by the Wiite House. So
there is a difference between a plan that visualizes the noney
comng fromthe payroll tax versus the noney com ng fromthe
general revenues. There are different distributional inpacts.
The noney will ultimately cone from sonmewhat different sources,
so | think it does make a difference how you specify that. At
the sane tine, it is inportant to capture all of these cost
el enments, and that is the reason for including the inpact on the

uni fi ed budget.
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CHAI RMVAN PARSONS: Chuck, let me ask you to take the
next five mnutes to finish the last | think it is two pages of
this presentation, and then | want to throw it open for sone
general discussion, because | think we need to begin to drive
this to a point where it will be helpful to the staff in terns of
next steps.

MR. BLAHOUS: COkay. Terrific. Let nme just sunmarize
very briefly the benefit projections for this proposal. As you
can see, individuals who take the accounts under this proposal
woul d vastly exceed what they woul d expect to get fromthe Soci al
Security system | acking the accounts. The one thing that | would
point out here is that the underlying ethic, as | said before, of
this proposal is that if people took the accounts, they woul d be
able to reach or exceed what the current system even prom ses,
and that is why it has to tap additional revenues to do that.

Now, the other thing | would point out is that when
this proposal was first devised we were naking sone even nore
conservative assunptions on the rates of return. So these
actually all exceed current |aw benefit prom ses by nore than
they did when this proposal was first devel oped. So even if you
scal e back these projections to an even nore conservative rate of
return, you are still going to be beating what the current system
prom ses, just because of the timng of our work and the way we
did our projections.

(Over head)
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MR. BLAHOUS: Finally, on the |ast page, interestingly,
this systemw || return to cash balances in the out-years if
everyone participates in the accounts, and there is anple
incentives for themto do so, especially because the two-percent
offset is only applied to a portion of the total of account
i nvestnments, and so individuals are likely to cone out, as you
saw before, very far ahead, and if they do, the systemw || reach
per manent annual cash bal ances in 2062.

Under all participation rates for the accounts, the
sol vency and actuarial bal ance picture would be inproved about 50
percent of -- 54 percent of the current gap would be filled in
terms of the revenue commtnments renmaining yet to be devoted to
the systemto bring it to solvency. Wat | have done in the
doubl e asterisk belowis to net out sone of the other revenues
for those conm ssioners who wanted to | ook at the proposal
wi thout the credits for the transfers of those revenues.

Li ke the previous proposal, the total system s costs
woul d not be growi ng faster than the gross donestic product by
the end of the valuation period. That problem would be wholly
sol ved, and the system woul d be absolutely sustainable as a
function of the growh of the American econony. And like the
previ ous proposal, the actuarial balance of the systemas a whole
woul d be inproving and not deteriorating at the end of the
val uati on peri od.

So those in sum M. Chairman, are three different
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exanpl es that are before the Conm ssion for their consideration.
They each serve different phil osophical approaches to attaining
fiscal balance within Social Security, and they each show how
personal accounts can benefit beneficiaries as well as the system
as a whol e.

MR. PQOZEN. Could | just add one --. Again, this point
on the low earners, if you | ook at exanple three, initial benefit
at age 65, from 2036 on the benefit of |low earners is very nuch
hi gher than you woul d have under the current system and unlike
plan two, that continues - and continues essentially forever. In
plan two they cone back together, but because of the wage
repl acenent feature of the way we have structured this, |ow
earners continue to have a substantial benefit on the DB only,
just assum ng they don't even take the personal account. They
are going to have a | ower benefit essentially throughout this
whole period. So | think this is a very inportant feature of the
pl an.

CHAI RVAN PARSONS: (Okay. Let's have a period of
general coment on these three plans, and then hopefully, what I
would like to do is in the next 15 mnutes drive it to a point
where we could be at a point where we give staff guidance in
terms of whether we want to now construct this sustainability
part of our report around these three options or we don't |ike
these options, we want to nodify them Sam kick us off.

VMR BEARD: | would like to, M. Chairman, nmake a
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totally nontechnical comment.

CHAI RVAN PARSONS: It woul d be wel cone.

MR. BEARD: | have had the privilege of participating
in this whole process over the six nonths, and | just want to
give an overview. Wat's going on today fromny vantage point is
very exciting. What we are saying is, Social Security as it is
is in serious inbalance. W have done the work. W have put
together three alternative plans. It is very inportant that in
the three alternative plans there are sone tough choices. |If
there is a serious inbal ance, tough choices need to be nade.

What is exciting here is that the -- when | go back to
1998, President dinton pulled us all to the White House and
said, "For the good of the country we have to change Soci al
Security. Don't get tied up in any position you are in, because
we are going to have to do sonmething significant.” It is very
exciting that President Bush has picked up that and he is saying
on a nonpartisan basis with the Congress, let's get going here.
It is essential for the good of the country.

VWhat we are putting together here is three plans, and
the nessage really is it is exciting. In a short period of tineg,
one, two years, we need to address this on a nonpartisan basis,
and basically, anybody could take parts of any one of these pl ans
and carp at them they can demagogue at them but there is an
exciting nmessage here. The vision part: let's put wealth on the

table for all Americans, let's save Social Security, save the
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soci al conponent part. So basically, part of the nessage is,
everybody get serious. |If you don't |ike what we are doing, no
pl an, no play. You have got to cone up with sonethi ng which
reflects the degree and depth of the work that has gone in here,
or else it is not responsible dial ogue.

MR. It is taking a life of its own.

CHAI RMVAN PARSONS: Yes. Fidel.

MR. VARGAS. You said 15 mnutes, but -- and naybe
sooner, at least | hope, because one of the things that | got
fromthis discussion was, nunber one, | want to thank the fisca
subconm ttee and staff for doing the work, because | think you
did capture kind of the range of options. Wat | see it really
isis as a continuum You have three plans that are presented
before us today, but really there is a fourth, and that fourth is
the "do not hing plan" which you tal ked about, which is obviously
that there is no one that can argue everything is sustainable for
the long-term Yes, current and near retirees are going to be
taken care of, and we --- right away to take care of themif we
don't do nothing, but the "do nothing"” option nmeans increasing
taxes or cutting benefits.

But the three plans that are presented here today,
again, are along a continuum from nodest | would argue, to nore
progressive, and al so progressive in the terns of sustainability.

The way to get there is -- there's different paths to get there.

Frankly, | think that the fiscal subcommttee did the work that
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we were charged to do.
Now there are details that need to be illumnated in
each of these plans | think for the final report, but | don't --

| would recommend or | would npove that the Comm ssion direct

staff to illumnate sone of the potential issues in the plans

that have been addressed today but that to come back with those

three proposals as potential plans or paths to follow as

recommendations to the President in our final report.

CHAI RMAN PARSONS: |Is there a second to that notion?

DR. M TCHELL: Second.

CHAI RVAN PARSONS: Now live for discussion. Keep
goi ng.

MR. VARGAS: Then | will just keep going with that
di scussi on.

CHAI RVAN PARSONS: Keep goi ng.

(Laughter)

CHAI RVAN PARSONS: Just being efficient.

MR. VARGAS: As a former Mayor, | amused to noving
things along in this manner, so | apologize if | seema little
too pushy. The things that we tal ked about in terns of the
President's directives and then nore inportantly sone of the
i ssues that were discussed today. How | am/looking at this from
my perspective, because | actually rank thema little differently
than were di scussed today, but the first which I think is

inportant is each of these establishes substantial personal
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savi ngs accounts. You can argue again about the size or the
depth, but essentially we are tal king about, as Senator often
says, personal property, accounts that are people -- that people
can see, that they can touch, that they can feel, that they can
direct, that they can own, that they can pass on to their heirs,
and that will nmake a significant inpact regardl ess of what plan
they are included on the econom c well-being of all Anmericans,
especially |l owincone and | ow wage earners.

The second is financial sustainability. Again, you
coul d argue that even plan one to sone degree addresses it,
al t hough obviously there are still questions that need to be
resol ved, and that plan three and plan two address it as well but
in different ways. W are protecting current and near retirees.

Nowhere here have we said that we will not continue to honor
those prom ses that are made to current and near retirees. That
was a given, and that's sonething that we are enphasi zi ng again
t oday.

One of the things that was critical for ne is we are
essentially tal king about raising the benefit |evels, real or not
real, for |owwage earners in each one of these proposals in
different ways. That is critical. That to ne is critical. A
fifth is we are protecting survivors. W tal ked about it again.

We have dealt wth those issues. And finally, protecting
mnorities and wonen to sonme degree. Again, we can argue that we

could do it better in one plan versus another, but in each one of
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these it is addressed in that way. So | think that fromny
perspective the fiscal subcommttee did its work, and again, we
woul d just reiterate that we -- and it has been seconded, that we
direct staff to go ahead and work on the specifics of each of
those so that when we have a final report that all of those

i ssues are illum nated properly.

CHAI RVAN PARSONS: Further discussion on the notion?
Bob.

MR. JOHNSON: | just have a question that will relate
to something | want to talk about in the adm nistrative portion
this afternoon, which may if answered correctly permt nme from
being the weakest link in this discussion. Question: assum ng
everyone were to take out that personal retirenment portion of
their Social Security account, only that part, at retirenent,
woul d that damage or destroy the sustained viability of the
syst enf

MR. BLAHOUS: No, actually.

MR, JOHNSON. Thank you.

(Laughter)

IVS. :  Yes or no. That's very good.

CHAI RMAN PARSONS:  Gaen.

M5. KING M. Chairman, at our |ast neeting |
conpl ai ned that --

CHAI RMAN PARSONS: | guess Chuck is the weakest |ink.

(Laughter)
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M5. KING At our last neeting | conplained that the

econom ¢ group hadn't conme forth with plans, and I just want to
publicly take back that statenment. | would eat the piece of
paper if | still had it. | think you have done a fabul ous job.

| would only add to the notion that | think it would be so
inportant as staff begins to take on this assignnment that we keep
in mnd the inportance of conmmunicating clearly, of trying not to
| apse into jargon, of witing wwth a voice that people wll

under stand and be very clear, not anbi guous, so that our report
can get the receptivity that it will and people will understand
it.

CHAI RVAN PARSONS: W I I you accept that as a friendly
anmendnent, M. Vargas?

(No audi bl e response)

CHAI RVAN PARSONS: M. Seconder ?

CO- CHAI RVAN MOYNI HAN:  Second

CHAI RVAN PARSONS: Ckay. Bill and then Mario.

MR FRENZEL: | --

CHAI RVAN PARSONS: Speak into the m ke please. Thank
you.

MR. FRENZEL: | intend to support the anmendment. |
woul d hope, however, the staff and in fact the nenbers of that
commttee or the nenbers of that subgroup who have perfornmed so
well mght not give up attenpts to expand. | think there are

things that we have all tal ked about both inside and outside of
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that commttee, which may well go in here as sone options.

Qobvi ously, we cannot bring in a whole new plan fromleft field
and have it actuarially assessed, and | don't nean that, but |
would like to give the staff a fair anmount of scope,

M. Chairman, and | would ask the maker of the anmendnment if he
has that in m nd.

MR. VARGAS: | envision that staff would have that
latitude in, for exanple, tal king about each one of the plans,
tal king about different iterations of that particular plan; in
ot her words, different revenue sources or different ways that the
accounts could be structured, or larger versus smaller in plan
one and plan two, and how that inpacts the finances -- in plan
three as well, of those plans. So | would agree that we should
give staff that latitude. The only thing, and | think you
mentioned it, is not to just bring in plans fromthe outside.
But there are plans that have been -- that | have seen or have
been di scussed that could easily fit within the frameworks, one
of the three frameworks, and can be further illum nated and
di scussed as ot her options.

MR, FRENZEL: Thank you.

MR. VARGAS:. |Is that what you had in m nd?

MR. FRENZEL: Thank you, gentlenen, for that assurance.

| just want to point out we have here a work in progress. The
vote that we make on this notion does not bless any of these

pl ans, nor all of them
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CHAI RMAN PARSONS: That's correct. That's correct.

MR. FRENZEL: W are still funbling and gropi ng our way
toward nirvana.

CHAI RMAN PARSONS: | think that is well said and
inportantly said, that we are working our way to a final report.

This is not the final report. Mario.

MR. RODRIGUEZ: Well, | would just |ike to cormmend the
fiscal group for really addressing the individuals that really,
really need to be benefited by this reformthat we are doing.
That is the lower income workers in this country, that we are
real ly addressing their need, because those are the individuals
that really, really are going to be affected by what we are
doing. So | would like to commend the group for all the hard
wor k that they have done.

CHAI RMAN PARSONS: AQivia and then John.

DR. MTCHELL: | will be brief. | guess | first wanted
to thank the fantastic staff. | really think that all of us
owe -- the nation owes a huge debt to these people, not an

unfunded debt, however.

(Laughter)

DR. M TCHELL: But | think Chuck has been masterful in
his work. Steve has done amazing -- he is a supernman.

MR, POZEN. Steve doesn't sleep. W have all realized
St eve does not sl eep.

DR. M TCHELL: | have gotten emails fromthis man at
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2:00 aam, 3:00 am, 4:00 aam, 500 a.m \Wen does he sleep?

Jeff and Kent Snetters are both doing excellent work, and | am

really very grateful. | think we should all be.
Having said that, | now have a request for their future
work. Maybe | buttered themup enough. | guess | would like to

ask that the staff prepare the information that we | ook forward
to to be discussed at our next neeting along two |lines, at |east
two things that | would like to | ook forward to. First of all, |
woul d like all the benefit estimtes that are going to be
generated to be always conpared to what today's retirees are
receiving, so that we always get a sense of relative proportions.
And | also would Iike to get a sense of what those benefit
forecasts under the different plans would be in terns of benefits
payabl e according to the current system So that's a benefit
structure request.

Then the second part of the request was, could the
staff prepare, and | think they are going to do this but | just
want to support it, the results in terns of the different plans
in ternms of the unified budget, that is, what is the overall cost
after all is said and done? Because we really can only in that
sense | ook at the big picture.

CHAI RVAN PARSONS: | think that's fair.

MR BLAHOUS: Sure.

CHAI RVAN PARSONS:  John.

DR. COGAN: Let ne just follow up on sonething that
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Bill Frenzel said.

DR. M TCHELL: M ke.

DR COGAN: | think it is very inportant that if we are
going to consider nodifications that the public keep in m nd that
an inplication of that is the options or the plans that are
before the Comm ssion now are not final by any neans, and there
very well may be significant nodifications in them There wll
be a tendency for the press to report that the Conm ssion has

| ocked on to three plans. That would be a premature concl usion.

CHAI RMAN PARSONS: | amgoing to ask you to be very
brief, because | want to give the last word to ny distingui shed
co-chair. Bob and Estelle.

MR. PQZEN. | just want to enphasi ze the plans two and
three both bring the system back to sol vency, and they do that
regardl ess of whether or not people adopt the personal accounts.

| think that is critical. The changes in Social Security that
are proposed are not there to finance personal accounts. First
we get to sol vency, and then personal accounts are a way to nake
t hose changes nore attractive to people - and that's a big
di fference.

CHAI RVAN PARSONS: Thank you, Bob. Estelle.

DR. JAMES: | just want to add to the burden that we
are placing on the staff that Adivia raised. divia suggested

vari ous ways that the benefit nunmbers could be presented. Since
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one of the objects of one of the plans, plan three, is to

mai ntai n or exceed current wage replacenent rates, | think it is
very inportant to present these nunbers also as benefits in
relation to wages on average in the econony, so we get that
aspect of the picture, because we don't get that aspect if you
are just |l ooking at dollars.

CHAl RMAN PARSONS: | think sonme of these charts may
find their way into an appendi x, so that we can refer to it.

DR. JAMES: Fine. Fine.

CHAI RVAN PARSONS: Cerry, and then Tim and then Senat or
Moyni han.

MR. PARSKY: Just one kind of specific request, and see
if we can't add this. | think it would be hel pful wth respect
to each of these three plans if the staff could | ook at the
potential element of progressivity in each and how that could be
configured into it, if that is all right with ny coll eague.
would i ke to kind of add that to the proposal.

And second, just nore generally, | also want to
conplinment the staff. They have really done a fabul ous job for
this group. | think it is inportant that at |east fromny
perspective, the nmessage out of -- one nessage general in nature
out of this group is that none of these proposals are calling for
the privitization of Social Security. None of them That is not
what this subcommttee is suggesting to the full Conm ssion. But

each of these plans, and this is a point that staff has nade that
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| think is very inportant to cone away with, each of them
establish personal accounts that provide additional benefits to
t hose people that choose them That is, | think, a very

i nportant point. The personal accounts does not nean
privitization of the entire system

CHAI RVAN PARSONS: Ckay. Tim very quickly.

MR. PENNY: Yes. Thank you, M. Chairman. It has
al ready been referenced that we would |ike sonething specific to
deal with the other revenues that sone plans mght call for.
Aivia described it as maybe unified budget. There m ght be
other ways of illumnating that, and | think it has been agreed
that that will be added to the criteria.

Secondly, Gerry just nentioned this progressivity
pi ece, and Estelle nentioned m ni num benefits.

DR. JAMES: And wage replacenent rates.

MR. PENNY: That is a part of how we are doing
progressivity. That needs to be better illumnated. Then the
third would be safety net, which is sone of those other
categories, w dows, those who have been divorced. That needs to
be better illumnated. Fidel | think has accepted all three of
these as sort of friendly amendnents to his initial notion. If
that is the consensus, then | guess that can be incorporated into
the notion we are voting on.

CHAI RVAN PARSONS:  Senat or .

CO CHAI RMVAN MOYNI HAN: | nmove that further --
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CHAI RMAN PARSONS: There is a notion on the table.

CO CHAI RVMAN MOYNI HAN:  Then may | suggest that the
debate cone to an end, for the sinple reason, sir, that we have
12 days, and we have put these fol ks through an awful |ot, but if
we let themknow it is only another 12 days. But | think we have
a superb product here and we all should be very proud, but don't
get beyond that capacity. W wll be here, wherever we are, in
12 days tinme with sonething that will be historic.

CHAI RVAN PARSONS:  All right. There is a notion upon
the table that has been friendly anmended | don't know how many
times, but sonebody is keeping track of all that.

MR. : There's no objections | don't think.

CHAI RVAN PARSONS: Are there any objections? Can we
say --

(No audi bl e response)

CHAI RVAN PARSONS: Moved wi t hout objection.

CO CHAl RVAN MOYNI HAN:  Al'l right. Vargas plan.

CHAl RVAN PARSONS: We wi Il back at 1:15. Senator
Moyni han and | will be available for the press | guess in a half
an hour in some room near by.

(Luncheon recess)
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AFTERNOON SESSI ON
(1:22 p.m)

(Away from m crophone, sinultaneous conversations)

CHAl RVAN PARSONS: W are going to tal k through the
remai ni ng adm ni strative issues so we can give staff gui dance as
to howto --- this forward. Chuck, | amgoing to turn it over to
you.

MR. BLAHOUS: Well, M. Chairman, | think there is a
general desire and the possibility that we can nove through
several of these issues very quickly. Renenber, 7 of the 11
i ssues on the admnistrative front have already been debated by
this Comm ssion, so we just need to bring ourselves to a point
where we can deci de whether there is a consensus view for a
particular choice, or if there is not, we can just decide to
present the nmultiple options in the final report.

The very first one is the nost major subject, which is
the overall structure for adm nistering the personal account
system There are nultiple options for doing so, which should be
in front of every conm ssion nenber, including a centralized
system nodel ed on the Thrift Savings Plan and a m xed system
Those are the two options. Now | would leave it to the
Comm ssion to determ ne whether or not it wants to bring this
decision to a point today and sel ect between these two choi ces,
or sinply present both in the final report.

CO- CHAI RVAN MOYNI HAN: M. Chai r man.
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CHAI RVAN PARSONS:  Senat or Myni han.

CO- CHAI RVAN MOYNI HAN: M. Chairman and fel | ow
conm ssioners, this seens to me to be just the kind of question
we ought to | eave the President and the Congress. It is not as
if it is an anorphous set of propositions. The Thrift Savings
Plan is in place. It is stable. W have heard the testinony.
On the other hand, a perfectly good place to be made for
adm nistering this through the Social Security Adm nistration
which is a free-standing Adm nistration with an adm ni strator
headed by the President. He may want to have a board appoi nted
by the President. These are good choices both. Let us |eave
themto the decisions that follow, the principles we are trying
to establish.

CHAI RVAN PARSONS: Wuld it be consistent with your
thinking to this Chair, that subcommttee, that we sinply
describe both and lay out pluses and m nuses, and let the policy
makers make the policy?

CO CHAI RVAN MOYNI HAN:  Exactly, sir.

CHAI RMAN PARSONS: |s the Conm ssion confortable with
t hat ?

MR. FRENZEL: | think we had an awful ot of fun
argui ng about it --

CHAI RVAN PARSONS: All right. Speak into the
m cr ophone.

MR. FRENZEL: -- at subgroup. | think there was
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absolutely very little variance in the nenbers' feelings about
the matters on this afternoon agenda, save one item which dealt
with how you -- well, let nme go back

Most of the nenbers expressed a preference for a tier
one, tier two, a mxed program At tier one you would start
sonething like the Thrift Plan, and as the Senator says, that's
enough of a description. They can figure out what they want to
offer. But then there was a strong feeling by a nunber of
menbers, both in the subgroup and in the other subgroup, that we
needed conpetition and market action as soon as possible. So
i deas were floated about having a tier two occurring after three
years | think was the tine frane. There was a | ot of discussion
on that and quite a | ot of argumentation.

Brot her Beard raised the question this norning to sone
of us that we needed to be careful about this, because we needed
to control the costs. After all, all of our assunptions, all of
our run-outs require that we have a | ow cost, and yet we have a
| ot of people that believe that the best way to | ow cost is
conpetition. W weren't interested in price caps, and we had to
find our way through with sone |anguage. | think there is
relative consensus, but we need to get certain individuals
together with certain other individuals to work out sone
| anguage. | think the thought here would be that as you went
into tier two you would not have a | ot of other offerings of

product s.
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CHAI RVAN PARSONS:  Ckay.

MR. FRENZEL: You woul d have a slight expansion over
what you had in tier one, but there would be nore managers
injected in the systemunder a system-- under a standard set by
whoever the trustees are that are managi ng the place, and | think
t he | anguage with respect to those standards needs to be worked
out. Perhaps if staff m ght proceed, we could then do what
Senat or Moyni han suggested, that | think the thing is relatively
controversy-free, leaving that part open for discussion.

CHAI RVAN PARSONS: Let ne nmake the foll ow ng suggestion
then. To the extent -- and |I know that you reflect the sense of
the subcomm ttee, that there was consensus around nost of these
i ssues, and nost of themwere discussed fully at the | ast
meeting, what | would ask Chuck to do is to just tick through in
relatively efficient order the itens on the admnistrative |i st
and what you believe the consensus view to be, and then we can
proceed by objection. |f soneone has an objection to the
statenment of the consensus, they can articul ate that objection at
that time. Then we save for the end the one on which you
acknow edge there isn't consensus and we have sone di scussion
around that. Does that nmake sense as a way to approach it?

MR. FRENZEL: Fi ne.

CHAI RMVAN PARSONS: Now, can you do that, Chuck?

MR. BLAHOUS: Yes, | can do so. The thing that is

giving me pause is the very first issue happens to be the one
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where | am |l east confident of giving voice accurately to the
Comm ssi on consensus, but 1'Il give it a shot.

CHAI RVAN PARSONS: Then put that at the bottom of your
list.

MR, BLAHOUS: Well --.

CHAI RMAN PARSONS: Go over the easy ones first, Chuck.

It is a managenent principle.

MR, BLAHOUS: Ckay. All right.

CHAI RMAN PARSONS: CGet sone nonent um

MR. BLAHOUS: Let ne start with issue two then, which
actual ly happened to be the subject of the |ongest discussion
last tine. It had to do with this question of whether or not we
shoul d restructure the collection nechanismin order to reconcile
payrol|l tax contributions with personal accounts nore rapidly
than the current systemcan do. Your basic options are to | eave
t hat unchanged and to | eave that reconciliation period as it is
before. The second one is to require nore fromenployers in the
way of reporting in order to speed it up. The third option is
what | believe is probably the prevailing viewpoint, and that is
that there shouldn't be any changes to the collection nechani sm
up front but that the governing board of the system would be
instructed to investigate the feasibility of shortening the
reconciliation period.

CO CHAl RVAN MOYNI HAN: M. Chairman, | think that is

agreeable with the exception that | think we should specify that
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we are not intending to add any burden to enployers in this
process. And | would note, sir, that we have a paper here which
anybody can have on the Treasury work on adm nistrative issues on
Soci al Security personal accounts. |In the fall of 1997, the
Clinton Adm nistration began to anal yze the proposals to create a
system of individual retirenment accounts, either as part of

Soci al Security or outside it. --- has given a |ong paper ---
inside the admnistration of ---.

CHAI RVAN PARSONS: W th that enendation, are we all
confortable with that statenent of issue two?

(No audi bl e response)

CHAI RVAN PARSONS: | ssue three.

MR, BLAHOUS: |Issue three. The first part of issue
three was | think the subject of apparent consensus on the
Comm ssion last time, that the centralized tier one system should
be nodel ed after the Thrift Savings Plan, and participants could
choose from a conbi nati on of specialized index funds that is very
simlar to the five choices nowin the Thrift Savings Pl an.

What was not settled was whether -- what would be the
character of the investnent opportunities available in an
eventual m xed system One possibility is for the private sector
account admnistrators in a mxed systemto offer the sane
passi vel y managed funds as are offered in the TSP system and
possi bly actively managed or broadly diversify mutual funds

certified by the governing board according to sone criteria and
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not hi ng beyond those. However, there have been sone specific
suggestions as to what should be the exact |anguage of the
choi ces, and perhaps we should throw that open for a little
di scussion before resolving it.

CHAl RVAN PARSONS: Well, let's find out first if we are
all confortable with the concept, because | don't want to turn
this into a 15-nenber drafting session.

MR BLAHOUS: Right.

CHAI RMVAN PARSONS: So, would you restate what you
t hought the approach woul d be?

MR. BLAHOUS: | think the basic approach is that if and
when there is a m xed system devel oped and another tier added to
the basic Thrift Savings Plan nodel, that private sector account
admnistrators would basically be told to offer the sane
passi vel y managed funds that are avail able through the Thrift
Savi ngs Pl an nodel, possibly actively managed or broadly
diversified nutual funds certified by the governing board
according to criteria outlined by the board.

CHAI RVAN PARSONS: But they develop at that tine.

Ri ght. Now. Bob.

MR. PQOZEN. | generally agree. Two quick points. 1In
the Thrift in tier one, | think a |lot of us have suggested that
there should be an inflation-protected bond fund which is not in
the Thrift Plan now, and | think we should say sonethi ng about

that. Second of all, | feel strongly if we are going to have a
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tier two, we have to offer sonething other than the sanme exact
passi ve index funds that are in the tier one, otherwise there is
no real point in doing it.

CHAI RVAN PARSONS: But | thought conceptually what |
heard was that you could consider nore actively managed things,
but according to criteria devel oped by what ever governi ng board
was there at the time, which seens sensible. Fidel.

MR. VARGAS: | was going to say on issue three, two of
the three points, there's 3A, B, and C On two of themthere is
a consensus, and on the third -- or on the second point is where
there is the issue. M suggestion would be that we nove forward
with those that have consensus, and on the third just include
both of the options that we have said, and, again, outline the
pros and the cons of each, |eaving those to the governing board
as they decide to nmake those decisions, because | think the
details of each of these need to be worked out in sufficient
fashion that it would be -- we could possibly do it here, but |
think it mght be better left for those folks at that point.

MR. POZEN. | would respectfully disagree. | think if
we say that we leave it to the board to develop the criteria for
t hese other funds, that's -- there is a consensus that we need to
at least contenplate the possibility of a second tier, and that
we need to |leave to the board after several years of experience
the criteria. | think we can leave it that way and that's pretty

good general --.
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MR. VARGAS: That's direction that you can provide.
Sur e.

MR, FRENZEL: It is true that we can probably agree on
this quite quickly, but John and Gerry who are not with us have
an abiding interest in this. So we need to have our opinion
conditioned on their approval.

CHAI RVAN PARSONS: | think where we should | eave this
one, because | am actually hearing an awful |ot of agreenent --

VS. :  Right.

CHAI RMAN PARSONS: -- is that we -- obviously the
wordsmthing is going to be inportant here, but that is not the
pur pose of our neeting today to wordsmith. | think conceptually
you have got your marching orders, and | suggest you nove to
nunber four, or nove to the ones you can nove through quickly
first.

MR, BLAHOUS: Okay. Well, issue four happens to be one
where the Conm ssion did reach a consensus last tinme and gave
very clear direction. It had to do with the frequency of
i nvestnment reall ocations, and they decided, the full Conm ssion
decided, in public debate to basically limt it to a once-a-year
open season. Staff was instructed to produce that, and we wll.

The fifth issue has to do with distribution of assets
in the event of divorce, and there are three options before the
Comm ssion. | would draw your attention to the second one, which

| amtold probably nost reflects opinion, and that woul d be that
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al | account bal ances attributable to contributions during the
marri age and interest earned on the account bal ances brought into
the marriage are split equally, but account bal ances brought into
the marriage are not shared. That is probably what we took away
as being the nost |likely consensus view on the | ast neeting.

CHAl RMAN PARSONS: It seens to ne --

DR. M TCHELL: Question?

CHAI RVAN PARSONS: divia. The one thing that was |eft
off of here, not to nitpick, is interest earned on account
bal ances brought into marriage. You mght just want to clarify
wher e those go.

V. . Those are split equally.

MR. : They are split equally. Correct.

DR. M TCHELL: No. Interest earned -- oh, | beg your
pardon. | take it back. Thank you. Sorry.

CHAI RVAN PARSONS: Are you cool with that?

DR. M TCHELL: Add cool

CHAI RVAN PARSONS: Okay. Nunber five.

MR. PQZEN. | think you have, Chuck, all earnings, not
just ---.

CHAI RVAN PARSONS:  Nunber si x.

MR, BLAHOUS: The sixth issue had to do with pre-
retirement access to account balances. | think there was a

general consensus not to allowthis, but there was sone

di scussi on of whether some concurring views on this -- whether
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i ndi vi dual comm ssioners m ght want to give voice to those in the
Comm ssion's report w thout taking apart the consensus agai nst
such wi t hdrawal s.

MR, JOHNSON:. M. Chairman, six, and | guess, Chuck,
seven, six and seven go the issue of what flexibility would the
reci pient have in access to his or her account. On six it goes
to this is before retirenment, and the question is should there be
sone exception to access to this account pre-retirenment as there
exi sts now under the current Social Security system M argunent
is for certain limted circunstances, and specifically ainmed at
disabilities in a famly, there should be sone access. | would
suggest that the governing board have the direction fromthe
Comm ssion to inplenment certain exceptions simlar to those that
exi st under the systemtoday. | mean, we are not doing anything
radi cal here on this one.

CO CHAI RVAN MOYNI HAN:  Sir, could | suggest that the
governi ng board be asked to take this under prayerful
consi derati on.

MR. JOHNSON: Prayerful is the word.

MR BLAHOUS: All right, sir.

MR. JOHNSON: Seven is for nme a little bit nore an
i ssue of just philosophy, and | just can't conme to grips wth the
Comm ssion's position -- the nost of the majority of the
conmm ssioners' position on this, and I wll sort of try to give

it ny backdrop of how | approach it.
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Several years ago this country passed a welfare reform
|l aw, and we basically said, the Congress and the nation basically
said to welfare recipients is that we are going to provide you
with training and incentive to get off of welfare. W are no
| onger going to be paternalistic toward you where you can stay on
wel fare forever, but we are going to help you, and we are going
to give you a certain period of time at which at the end of that
time period and with the help we presented to you, we are going
to elimnate you fromthe welfare system They called it sonme
formof tough |ove that goes with the system of where you are not
guar ant eed permanent wel fare, but we are not going to be call ous;
we are going to create a systemto encourage you, to help you,
and in sone instances we are going to always protect your
infants, but you, the recipient, are going to get off welfare.
VWll, that | think is an appropriate way to encourage people to
be as productive as they can.

Now we flip that over to Social Security, and we say
that we are going to create a systemof private accounts, because
we believe that the American worker should have the flexibility
of maxim zing his or her investnments in the Social Security
system whi ch goes to their retirenment, and we trust the people
because ultimately at the end of the day, as the President said,
it is the people' s noney.

So we create this idea of private accounts that go

towards retirement, and we trust the people by giving them nore
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than just a sinple option to invest in a bond fund or a CD;, we
cone up with very flexible approaches to investnent so that they
can be -- take sone added risk for sonme higher return, by
providing themdifferent tiers of investnent opportunities,
because we trust the people to nmake prudent investnents with
their noney. And we allow this as part of their retirenment that
they woul d have this account, that if it builds up they can pass
it onto their heirs and it's a wealth accunul ati on vehicl e.

So you take a worker who goes into the systemfor 25,
30 years, 40 years, at the end of that 40-year period of
i ndustriously working every day to build up this retirenent
account, 45, 40 years in the work force, they reach the age of
65. They are retired. They have accunul ated this noney in their
personal retirenment account. Again, this is not the portion of
the account that goes into the Social Security systemas part of
their defined benefits, only the personal retirenent portion.

And as you pointed out this norning, Chuck, there's no threat in
the event that this noney is taken out to the overall viability
of the systemfor every other worker.

So now the worker is 65. He or she now says, | want to
take out in a lunp sum ny personal retirenent account noney, but
t he Comm ssion nenbers are suggesting we say to that worker now,
we don't trust you. W don't believe that you wll be prudent in
the use of this noney. So now we are going to sort of the

opposite of what we do with welfare recipients. W're going to
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say, welfare recipients, you got to get on with your |life and get
a job or else we are going to cut you off. But to people who
work 40 or 30 years of their lives who have denonstrated the
responsibility in the work force, now retired, we are saying, we
think if you got your noney you'll blow it and you'll cone back
to us with your hand out.

VWll, we don't say that to welfare recipients. W say,
if you blowit, that's tough. You' re out of the system But to
people like the people in this roomwho are responsi bl e people
who woul d have a chance to take their own noney out, it's their
own noney, it's the people' s noney, take their noney out, nove it
fromthe four percent that we tal ked about, the conservative,
pl ay the odds gane, nove it up to seven percent, they've nade
t hensel ves three percent better off with their own noney. O if
they wanted to do whatever they wanted to, do it.

Perhaps if we wanted to be just enphatic about it, we
coul d have them sign a docunent that says, if you take your noney
and you blow it in Vegas, don't cone back here. W can lay it
out any way we want, but ultimately at the end of the day, |
fundanental |y believe you can't say to one group of the
popul ation we're going to treat you with tough |love and say to
anot her group of the population we don't respect your ability to
manage your noney so we're not going to give it to you. If we
are going to do that, then let's not call it a persona

retirement private account. Let's call it what it is: the
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government wll invest your noney, you'll do it but we'll
encourage you to do it, and we'll control when you get and how
you get it.

| frankly don't see how the Conm ssion nenbers coul d
accept a systemthat says to the public we don't trust you to
manage your own noney after you have been in the work force for
40 years. | don't understand it. So | would strongly, strongly
urge the conm ssion nenbers --

CHAI RMVAN PARSONS: Al l right.

MR, JOHNSON. -- to allow the public to have access to
their own noney after they have retired and are free to do with
their noney as they so choose.

CHAI RVAN PARSONS: |s there an opposing view? And then
let's see where we go with this. Estelle.

DR. JAMES: | amnot going to be nearly as el oquent as
Bob, but | do want to present a different point of view  Under
the system of Social Security that we have today, which has many
probl ens, one of its good features is that it gives you in effect
an annuity that lasts your entire lifetime. So if you live many,
many years after retirenent, you will be getting sone noney that
is indexed to inflation to every year.

Now, as we discussed this norning, in tw out of the
three plans that we have been devel opi ng, the individual accounts
woul d be repl acing part of that defined benefit. So they would

not be on top of, but they would be in place of. Now we think
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i ndi vi dual accounts would i nprove the well-being of people and
enable themto achieve a higher benefit |evel than would be
possi ble with any given resources fromthe DB, so we all support
that, but the fact of the matter is, that the noney in the

i ndi vi dual account is replacing part of the DB

So now we have the situation where people reach
retirement age. They may live 30 years after retirenent. The
wife of aretiree who i s dependent on survivors' benefits from
that -- fromthe work of that retiree may live 40 years after the
spouse or after the husband retires. So we have to wei gh about
many | asting for the entire expected lifetinme and in fact beyond
the expected lifetinme, because many people will |ive beyond
expected lifetinme, to the age of 90 or to the age of 100. During
that time inflation will increase the nunber of dollars that you
need to live on. If we have a 3 percent rate of inflation, after
40 years you need 4 tinmes, alnost 4 tines as many dollars to
mai ntai n the sanme standard of living that you did initially.

Now, unfortunately, many people may not take that into
account fully. They may not fully realize how nuch | ongevity has
been increasing. They may not fully realize how nuch inflation
can erode the value of your initial benefit. And we as a society
will be -- may be left in an unconfortable position if people
wi t hdraw t hei r individual account noney at the age of 65,
expecting to live until the age of 80, but then they live until

the age of 90 or 100 and the nobney is gone.
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So that's the basic reason for |imting access to the
money, to assure that it will last over the full lifetinme of both
spouses in the case of a marriage, and that's the reason for the
di scussi ons we have been having around this wordi ng which says
that in order to -- people should have sone access to w thdrawal s
but only after they have satisfied a threshold which ensures that
fromthe DB plus the joint annuity people wll not outlive their
resources, and in fact, the resources will last throughout their
lifetime adjusted for inflation.

CHAI RVAN PARSONS: Let ne suggest we have had two, both
el oquent, statenents of perspective here, and | don't think that
it is likely that Estelle who speaks for a fair portion of the
Commi ssion is going to persuade Bob of the nerits ultimately of
her argunent, or vice versa. | wonder if this isn't one of those
subjects on which there isn't consensus view - there is in fact a
split view - and that the report ought to reflect the two
di fferent ways of looking at this and lay out the pros and cons.
Fi del .

MR. VARGAS. Yes. Actually, on that specific point, on
issue six, | think I amclear unless | amtotally just not on the
sane page, that everyone but Bob believes that people should not
have access during their --

VR. : Accunul at e.

MR. VARGAS: -- before retirenent. And there's

di fferent reasons why people believe that, but ultimately that's
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| think the recommendation. However, | don't think it precludes
us fromincluding in the report the argunent for studying, as was
suggested by Senator Myni han, having a governnent board study if
at sone point what would be those circunstances, but our
recomendation at least initially fromthe Conm ssion woul d be,
because | think there is a magjority here that believes that. So
that would be ny sense of nore where we are at on issue six, that
we should nove forward with a recommendati on on that issue.

Then on issue seven, | think simlarly we are -- that's
an issue where it is the sane kind of a breakdown in terns of
where we are all comng down on the issue. So | don't want to --
| don't know if we need to have everybody, if that's what we are
| ooking for, or if we are |ooking for a general reconmmendation
and additional comentary on these issues.

CHAI RVAN PARSONS: To tip my hand bit, what | would
like to avoid are sort of votes, split votes. | don't think that
is helpful to presenting a kind of unified and thoughtful front.

| think in wording, however, we could use wordi ng saying that,
while the majority of the Comnm ssion felt that this may be the
way to go, others felt that there is another way to go, and these
are the pros and cons around it, or these are the rationale.

CO- CHAI RVAN MOYNI HAN:  (Away from m cr ophone)

M. Chairman, can | volunteer to try to draft |anguage which we
clear with Bob and clear with Estelle and clear with you?

CHAI RVAN PARSONS:  You can if you want to. | don't
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know that | would do that if | were you. You are ny friend.

CO CHAI RMAN MOYNI HAN: | learned early in life not to
vol unteer, so | haven't until this nonent.

CHAI RVAN PARSONS: I n other words, | think we can
handle it --

MR. VARGAS:. That's fine. Sure.

CHAI RVAN PARSONS: -- without ---. divia.

DR. MTCHELL: | think Bob had a ---

MR. JOHNSON: No, | just wanted to point out one point
about Estelle's response. She's absolutely right, that those
peopl e who do live |onger would have the benefit of an annuitized
di stribution, but one of the concerns | have is that the African
American population is going to not live as long, and so we still
have this ongoi ng subsidy of workers who have a higher nortality
rate subsidizing those who have a lower nortality rate. So
getting access by those workers to their personal private
retirenment account seens to ne to go a |l ong way towards
addressing that problem

CHAI RMAN PARSONS:  Now.

MR JOHNSON: And | think it's, again, inperative that
we deal with the question of equitable distribution as well as
this whol e question about the paternalismof that they may not be
smart enough to realize that they are going to |ive |onger than
they think they are going to |live and therefore not save their

noney properly.
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CHAI RMAN PARSONS: Fortunately for all, Senator
Sol onmon -- | mean Senat or Moyni han, has volunteered to try to
find sonme | anguage --

CO- CHAI RVAN MOYNI HAN: And we have the data on the
point ---.

CHAI RVAN PARSONS: -- that |eads us through this
thicket. Bill.

MR. FRENZEL: W trust Senator Mynihan to do a perfect
job, but I think it is fair to renmenber what Fidel says is true.

Ever ybody except Bob.

(Si mul t aneous conversati on)

MR, FRENZEL: It failed in the subgroup.

M5. KING Bill, on that subject, on nunber six that
m ght be true, but on nunber seven, that is not true.

MR FRENZEL: Yes. Yes. Yes.

M5. KING That is not true

CHAI RVAN PARSONS: Okay. This is helpful for the
public to know that we --

MR JOHANSON: "Il trade six for seven

(Laughter)

CHAI RVAN PARSONS: Actually, | -- yeah, right.

DR. M TCHELL: M. Chairman.

CO- CHAI RVAN MOYNI HAN:© No wonder he ---.

CHAI RVAN PARSONS: d i vi a.

DR. M TCHELL: Thank you. | amnot going to speak
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directly to that point. | amgoing to speak to seven nore
particularly. It seens to nme that we have a huge opportunity to
educat e peopl e about this issue of longevity risk, and the fact
is that |life expectancies are going up and that we need to think
seriously about better ways to try to protect against that, so
that in this discussion around seven, what choices should be
avai l abl e for taking the account distributions, | think we need
to spend sone tinme in the report tal king about annuities, what
good are annuities, what role they play.

Estelle nmentioned in her comments that Social Security
currently is a price indexed annuity, so even if you live a |ong
tinme, your benefits go up with prices. Now, there are other
annuities which are nomnal fixed annuities, so they don't go up
wWith prices. There are variable annuities which go up and down,
say, with the stock market. So it seens to ne that we need to
tal k about results potentially in our report, results which at
| east give us price indexed annuities as one of the netrics to
| ook at the benefit outcones, and if there's other netrics as
well, other forns of annuities, we can go that route, but we
definitely need to tal k about price indexation for the annuities,
because that is what Social Security does now.

CHAI RMAN PARSONS: | think that can be acconpli shed
within the context of how we are tal king about dealing with this
i ssue. Tom

DR. SAVING To go wth divia's comments and to
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address Bob's nore directly |I think, because Bob's comrents cone
fromthe fact that the annuity markets thensel ves don't
appropriately or at |east there may not be narkets that
appropriately account for expected |longevity for different
groups, and if those annuity markets did that appropriately, then
you don't have this problem But the issue is, nowif you have
uni sex, unirace, unieverything annuities, then of course those
i ndi vidual s who have lower |ife expectancies are going to | ose,
because they are subsidi zing everyone else. But the issue is --
and that's why | think Aivia' s point of the report addressing
these annuity issues is inportant.

| don't mnd having different views as to what we ought
to be able to do at the end, because | think this is a really
i nportant point for people who know they have a shorter life
expectancy, and, for exanple, an AIDS sufferer or any nunber of
t hi ngs whi ch you know you have a shorter |ife expectancy, the
annuity markets ought to adjust for that. |If they don't exist,
there may be sonme other way to do it. | think it is inportant to
recogni ze these differences and say that in this report, this
di scussion and divia's suggestion about annuities and educati ng

peopl e on annuities. Bringing up these issues is inportant.

DR. M TCHELL: | know I had asked Jeff to offer a few
words. | don't know if nowis the appropriate tinme. Since we
are on the topic. | had asked that at the | ast Conmm ssion

meet i ng.
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CHAI RVAN PARSONS: This was a request you made to Jeff?
DR M TCHELL: Yes.

CHAl RVAN PARSONS: Well, then I think we ought to honor

DR M TCHELL: So | amwondering if he can tell us now
t he executive summary of the deliberations.

CHAI RVAN PARSONS: Jeff isn't as sure as | am

MR, BROMN: | would be happy to, though | will say that
| think nost of the inportant points have been made. So let ne
just say one or two things. There were really three points that
| was going to nmake, and I will just make them and be brief on
the foll ow up

The first is that because of what is often |ongevity
risk, which is the fact that any individual, regardl ess of what
their life expectancy is, faces great uncertainty about just how
Il ong they are going to live, has the potential to benefit from
annuity paynents, and annuities typically are considered to be a
very inportant part of providing a secure source of retirenment
incone. The main way to think about this is because if you just
take an average individual in the popul ation, for exanple, using
SSA nunbers, the typical male in the popul ati on using recent
nunbers at age of 65 can expect on average to |ive about another
16 years. However, that sane individual, unfortunately, has a 1
in 8 chance of dying prior to the age of 70, but sonewhat nore

optimstically, they have about a 1 in 5 chance of living to the
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age of 90 or beyond. So even if the life expectancy differs
across different groups in the popul ation, each individual,
nonet hel ess, faces sone significant uncertainty, and that
requires that they nmake a tradeoff when they have a stock of
wealth fromwhich to allocate across the rest of their lifetine.
They are not quite sure how quickly or how slowy to consune out
of that wealth, and annuities are a very inportant vehicle for
basi cal | y ensuring against that |ongevity risk.
The second point that | would nake is that the

current -- in the current system Social Security is by and | arge
the primary source of annuities for people currently in the
United States, though in part that is largely because the

exi stence of Social Security has likely crowded out a | ot of the
private annuity markets. |In spite of that, there is a small but
very vibrant life annuity market in the United States, and the
private market is also quite capable of providing these things,
along with what ny third point would be, a very w de range of
options that are avail abl e.

| think this discussion has highlighted sonme of the

fundanmental tradeoffs between pure life annuities and the ability
to bequeath wealth or spend that wealth how one wi shes. It
shoul d be noted, and we can discuss this in the report, that
there are a wide range of annuity designs that all ow people to
find internedi ate points along that way. For exanple, there are

products which are quite popul ar through TI AA-CREF, for exanpl e,
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which allow for this Iife longevity insurance protection in an
annuity, which also make provisions in the event that if the

i ndi vidual were to die shortly after annuitizing that paynents
woul d continue to their beneficiaries or their heirs for sone
nunber of years. So it's a way of finding that m ddl e ground.

We are happy to discuss these options in the report. |
am al so happy to talk wwth any of you individually if you would
like nore information on that.

CHAl RMVAN PARSONS: Let ne add al so, and | just
conferred with the co-chair on this, we have been fromthe
begi nning struggling to come up with a consensus report that
reflects the thinking of all of us and that we can all be
confortable within, but the "one size fits all" -- and that's
still the route we're on, but the "one size fits all" sonetines
binds a little bit. Just as Senator Mynihan and | will probably
have a preface to the report fromthe co-chairs, | think it
probably is appropriate, | want to offer it up for your
consideration and we can revisit it before we conclude this, that
perhaps at the end of the report we allow individual
conmi ssioners, those who choose to take the option, to sort of
add addi tional thoughts, but the body of the report should be a
consensus. |If there are sort of additional things or points of
enphasis to highlight as opposed to dissents. This way we don't
want to -- that mght be a useful thing to do, and we can take

t hat ar ound.
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MR JOHNSON:. M. Chairman, | think that's a -- | agree
with that, and | think that we could probably arrive at sone,
hopefully sonme consensus, but on the annuity issue, | think that
we shoul d point out that one of the objectives of the private
accounts concept was to create wealth that could be passed on to
heirs. |f everybody takes the annuitized route, there is no
pass-on of the accunul ated wealth. So it argues that by having
sone net hodol ogy to take out |unp sum anounts would put you in a
position to have a wealth accumul ati on conponent that you coul d
pass on in your estate. So we shouldn't see annuities as sort of
the answer to the whole ---

DR MTCHELL: But | think that it --

CHAI RVAN PARSONS: \Whoa, whoa, whoa. Because this
debate which has raged on, and as | say, no one is changing
anyone's mnd here, can continue to rage on, | think what we need
to dois find a way to deal with it in the consensus report, and
then to the extent that individual comm ssioners have further
t houghts they want to share, as | say, not dissents but further
perspectives, they will be given the option to do so.

CO CHAl RVAN MOYNI HAN:  On to your typewiters ---.

(Asi des)

CHAI RMVAN PARSONS:  Poi nt nunber ei ght, Chuck.

MR. BLAHOUS: The next one has to do with distribution
rules for protection of surviving spouses. One of the options

before the Comm ssion is that a joint survivor two-thirds annuity
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as under Social Security would be required unless both spouses
agree to an alternative arrangenent. You have a coupl e of
options before you, but | think that is probably the one that
nost conm ssioners have sounded interested in.

CHAI RMAN PARSONS: As proceedi ng by objections, seeing
none, point nunber nine.

MR. BLAHOUS: Nunber nine, responsibility for financial
education. Options before you include this being provided at the
option of enployers. Another option includes private sector
account adm nistrators, and another option is basically to have
t he governing board and the Federal governnent responsible for
suppl enment al financial education. Probably the prevailing
position that we have heard at the staff level is that the
Federal governnment and the governing board be responsible for
t his.

MR, FRENZEL: May |I? W keep tal king about educati on.

CHAI RVAN PARSONS: M crophone.

MR. FRENZEL: W keep tal ki ng about education, and a
| ot of us have tried to be educated in this field for a |ot of
years with not a huge anount of success. | wonder if we

shoul dn't use the word "information" instead of education. W

are not running any school of rocket science here. Just a
suggesti on.
CHAI RMVAN PARSONS: | think --

CO- CHAI RVAN MOYNI HAN: | believe that was a noti on, and
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| would Iike to second it.

CHAI RMVAN PARSONS: Wt hout objection. Both your sense
of the consensus and using the word "informati on" as opposed to
educati on.

MR. BLAHOUS: |ssue 10, structure of the governing
board to protect it frompolitical interference. One option is
sinply to nodel it after the Thrift Savings Plan and have it
conduct in the sanme way.

CHAI RMVAN PARSONS: And is that the option that your
sense was --

MR. BLAHOUS: That is the option that --

DR. M TCHELL: | think we need sone discussion

CHAl RVAN PARSONS: Lead it off.

DR. M TCHELL: | wasn't part of that group, so | really
don't have any insight into those issues. | would like to hear a
little bit of discussion about the following. The notion of a
TSP-type governing board maki ng a deci si on about whether it wll
all ow conpetition against itself in a hybrid sort of a nodel
makes me sort of unconfortable. That is, | could see sone sort
of supervisory, regulatory structure deciding that, yes, the tine
is ripe for private folks to cone into the market, or that yes,
these are the criteria that the different accounts should neet,
but I worry when you have the TSP equi val ent board deci di ng on
its owmn whether it is ready to accept private conpetition,

private sector conpetition. | just think there is a conflict of
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interest. So | would like to lay that issue out and ask whet her
there is sone internedi ate ground we m ght take, so that they
woul dn't have to be meking that decision about thensel ves.

CO CHAl RVAN MOYNI HAN: M ght | plead that this is an
item for addendum commentaries at the end, because there is a
huge political -- why, | don't know, notion that we are going to
turn this all over to Wall Street.

MR. FRENZEL: | think if the gentleman wll yield, I
think we can take care of that in our |ayout of tier three where
direct -- tier two where we direct the trustees to broaden and to
w den the nunber of managers based on reasonable criteria. It
would seemto nme it would be hard for themto freeze anybody out
under the -- carrying the burden of that direction.

DR. JAMES: W could even specify a tinme period by
which they are directed to do that, and | --

CHAI RVAN PARSONS:  Mari o.

MR, RODRI GUEZ: The consensus | amhearing is that we
have sone form of board but that we are conpletely agai nst having
sone political influence, in other words, having Congress have
t hi s deci sion?

CHAI RVAN PARSONS: Well, on this point | think what
Chuck was reporting was the consensus was that it should be a
TSP-type board governnental ly formed and appoi nted, but what
Aiviais saying is that at sonme point that board is going to be

constitutionally at a point of conflict if -- in terns of
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consi dering whether they should open up their process to
mar ket pl ace conpetition, which we understand, but --

DR. MTCHELL: |If | can just elaborate, it seenms to ne
that the TSP nodel right nowis one where they take the noney in,
t hey invest the noney, they do the reporting, they do the whol e
thing, soup to nuts, and they are actually self-regulating. Now,
if you take the private sector nodel, pension funds take the
nmoney in and invest the noney and so forth, but there is a
superstructure, ERISA. It is the law that -- and there are
agents that -- agencies that | ook and correct the system when
there is a problem Seens to nme you want to separate the
supervisory and regulatory role fromthe noney managenent rol e,
because ot herw se you have the fol ks regul ati ng thensel ves.

CHAI RMAN PARSONS:  Yes.

DR M TCHELL: So that's really the point | amtrying
to make, is that you don't want a TSP self-regul ati ng, because
t hen you don't have oversight.

CHAl RVAN PARSONS: But | think what | am hearing is
that that's probably not the consensus view

DR. M TCHELL: Well, that was the consensus view of the
subcomm ttee. | wasn't on that subcommttee.

CHAI RVAN PARSONS: | understand, but we --

DR. M TCHELL: That's why | am expressing ny views.

CHAI RMAN PARSONS: That is where | was going.

MR, PQZEN. | think that what Bill said was perhaps
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responsive for two things. One is if there was a direction to
the board within, say, three years to devel op such a system then
you couldn't -- then you wouldn't worry that they wouldn't do it.
Then second of all, | think that we woul d contenplate that the
entities that would be set up to manage this noney woul d be
subject to regulation by the SEC and the normal financi al
regulators, and I think we could do both of those things as a way
to be responsive to your legitinmte points.

CO CHAI RVAN MOYNI HAN:  Could | tell a war story? It is

1935 and the Social Security Act is on the Senate floor having
passed t he House, having passed out of the Finance Commttee, and
it provides, as did President Roosevelt ask, that there be
annuities as part of the system whereupon a Senator from
Connecticut stood up and said, "W don't like this in Connecticut
one least little bit, because Hartford is the insurance capital

of the nation and we will provide annuities, thank you very nuch.

| nove to strike." And he won. So that's ahead of all of us.

CHAI RVAN PARSONS:  All right. | think the nessage is

that you can attenpt to design to the nth degree here a system
that inevitably is going to get beaten and reshaped. | think the
point you raised, Adivia, is a fair point. | think the report
should reflect it, and will reflect it, and that we can
acconplish that without trying necessarily to redesign -- to |lay
out the conplete design of how it should work.

CO- CHAI RVAN MOYNI HAN: Wl | sai d
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CHAI RVAN PARSONS: Poi nt nunber 11, Chuck.

MR, BLAHOUS: Point nunber 11, voting of equity shares
for the centralized system Your basic options there are to have
them voted by the fund nanagers, voted by the governing board,
and sinply voted in proportion to the votes of other
sharehol ders. As reported to ne, the leading viewis to have
them voted by the fund nanagers, but this could perhaps be
subj ect to discussion.

CHAI RVAN PARSONS: W are proceeding by objection. |
don't see one. Point nunber 12.

MR BLAHOUS: Well, | only have 11, which brings us
back to nunber one.

(Laught er, asi des)

CHAI RMAN PARSONS: Deja-vu all over again.

MR. BLAHOUS: Fortunately it is the only one left, and
now you just have to decide whether to decide on nunber one and
whet her there is --

CHAI RMAN PARSONS: State the issue if you would pl ease.

MR, BLAHOUS:. -- a consensus view of multiple --

CHAI RVAN PARSONS: State the issue.

MR. BLAHOUS: The issue is the overall admnistrative
structure, whether to just have a centralized systemor a m xed
system | could read the entirety of it, but I don't want to
bore the conm ssi oners.

CHAI RMAN PARSONS: No, no, no. Just summarize the
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issue for us so we can have a ---.

MR, BLAHOUS: Basically, the centralized systemis very
simlar to the Thrift Savings nodel. Collections are transferred
to a central adm nistrator through the current payroll tax
system and again, the Thrift Savings Plan nodel is the basic
nmodel there. The m xed system basically has a second tier which
enabl es people to go out to private account adm nistrators under
certain guidelines, mninmmaccount bal ances and the |ike.

CHAl RVAN PARSONS: But didn't | --

(Si mul t aneous conversati on)

CHAI RVAN PARSONS: | thought | heard, yes, consensus
that we would start with a centralized system give thema period
of time to conme back

MR. FRENZEL: W have tier one, and after three years a

tier two.

CHAl RMVAN PARSONS: Yes. By sone nunber of years to
conme back.

CO CHAI RVAN MOYNI HAN: M. Chai rman, we have agreed on
i tem one.

MR. BLAHOUS: You're done.

CHAl RMAN PARSONS: So ---.

MR. POZEN. A deferred tier two.

CHAI RVAN PARSONS: You got it.

MR. PQZEN. According to reasonabl e guidelines.

CHAI RMVAN PARSONS: Now, we have worked our way through
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the adm nistrative portion of it. W have a second or two for
any concluding remarks. Also, | saw one of ny fellow
conmi ssioners wi nce when | suggested the potential for --

MR, PENNY: Addenduns.

CHAI RVAN PARSONS: -- individual addenda. You want to
speak to that? That's sonething we should --- agreed upon ---.
MR PENNY: Well, it just seens to ne that the few

areas in which we seemto have sone di sagreenent are areas that
for the nost part can be resolved. As an exanple, the Chairman
has agreed to find sonme | anguage and work things out, and | trust
that that can be done. And it may be that if there is another
contentious issue or two that may be nore difficult than even the
Chairman's tal ents can address, that maybe we m ght want to
consider at our next neeting a punting on those issues. | would
much rather do that than to have page upon page of additiona
comments and thoughts and "yeah buts.” | want a report signed by
all of us, and | don't want any of us issuing additional thoughts
or coments that only confuse the issue.

VS. :  Here, here.

(Appl ause)

CHAI RVAN PARSONS: Are there any thoughts on that? One

MR. VARGAS. No, | would agree with that, because | do
think that we -- although our next neeting is 11, 12 days away.

CO- CHAl RVAN MOYNI HAN: W& woul d be the first unani nous
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Soci al Security Conmm ssion in history.

MR. VARGAS: Absolutely, and | think that we can get
there. Secondly --

(Si mul t aneous conversati on)

MR. VARGAS. Secondly, just as a kind of a procedural
matter, | amassumng, and this is a question for the Chairs and
for staff, that what we will have on the 11th is a draft, a
cl eaned up version, and that where there are issues that stil
haven't been addressed like this wording issue, those are the
i ssues that we will spend sone tine on.

CHAI RVAN PARSONS: Hopefully by the 11th, all issues
w || have been addressed in one way, shape or form

MR. VARGAS. No, absolutely.

CHAI RMAN PARSONS: To the satisfaction of the ful
group, nmaybe not, but --.

MR. VARGAS. No, absolutely. And so ny point is that
on those issues that were addressed today where it wasn't clear,
that we will have to cone back and say this is where we are
going, this is the direction that we are going in.

CHAI RVAN PARSONS:  Li st en.

MR. VARGAS. Either everybody's onboard or they are
not, and everybody is not conpletely satisfied with everything,
but in general we have all -- we are all going in the sanme
direction.

CHAI RVAN PARSONS: --- of the group. The sense of the
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group is that we can get there. | amfor that. It would be
historic. It may nean that we really have to westle with sone
of these wording issues, nore than sone of us who woul d be
westling would care to contenplate right now, but if we are al
confortable to stay on the course that we have been on, that's
fine wwth ne. |Is that fine with you, Senator?

MR. FRENZEL: As long as the Chairs aren't doing al
t hat wor k.

CHAI RVAN PARSONS: That was inplicit.

M5. KING M. Chairman, am| clear that in addition to
nunber seven, issue nunber seven where |lunp sumdistribution is
not specifically laid out, that the only other issue that is open
is 3B, what investnent opportunities should be available? 1Is
that right?

CHAI RVAN PARSONS: Well, there's 6B.

M5. KING | thought six was --

MR : Six is gone.

CHAI RMAN PARSONS:  No.

M5. KING Six is the one the Chairman is going to --

CHAI RVAN PARSONS: Now si x and seven --

M5. KING -- solve

CHAl RMAN PARSONS: -- are the ones the Chairs agreed to
cone up --

M5. KING You are going to work on seven as well.

VR. : | think six was conceded.
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M5. KING And 3D?

MR. FRENZEL: Actually, that isn't the issue as nuch as
how you tell the trustees to arrange tier two, nmandate that they
do so, and how they select or the process they select to
i ncorporate a nunber of managers to ensure rigorous conpetition

| think the product everybody has agreed can be expanded
slightly, but I don't think anyone di sagrees about that. There
may be sonme wel |l -diversified, actively managed funds added, but
that woul d be about the main difference between tier one and tier
two with respect to ---.

CHAI RVAN PARSONS: And | think, gentlenen, that to get
nmore granular on this |ist now, you actually have to see the
| anguage.

M5. KING Yes, | agree with that, because nmy concern
is that we have sone clear path about adm nistrative costs and
that we don't encourage a systemwhere the offerings are so broad
that adm nistrative costs go up the charts.

CHAI RVAN PARSONS: Ri ght.

M5. KING So | want to really hanmer that one.

CHAI RVAN PARSONS: | think we are all sensitive to
t hat .

MR. FRENZEL: We have a drafting conmttee of 16

M5. KING That's what we need, Bill.

MR. FRENZEL: You're the last -- nbst recent recruit.
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M5. KING On the tel ephone, thank you.

CHAI RVAN PARSONS:  Ckay.

CO- CHAI RVAN MOYNI HAN:  Thank you, M. Chairman.

CHAI RVAN PARSONS: | am sensing a desire to adjourn.
Don't ask nme why, | just am sensing this.

CO- CHAI RVAN MOYNI HAN:  So noved.

MR. FRENZEL: Second.

CHAI RVAN PARSONS: Mdtion. Al in favor?
(A chorus of ayes)

CHAI RVAN PARSONS: (Opposed, sane sign?
(No audi bl e response)

CHAI RMVAN PARSONS: W st and adj our ned.

(Wher eupon, the neeting was adjourned at 2:22 p.m)



