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Executive Summary

Although Social Security reform has received considerable attention in recent years, Medicare is 
the far-bigger problem.  Medicare is growing at a faster rate and has an unfunded liability six times the 
size of Social Security.  

Medicare is also on a spending path that will be difficult to sustain without unprecedented boosts 
in revenues.  The reason: Per capita health care spending over the past half century has been rising at a 
rate two to three times faster than per capita gross domestic product (GDP).  If this trend continues, health 
care’s share of the economy will grow considerably:  

l	 If the growth of real per capita health care spending exceeds the rate of growth of real per 
capita GDP by 2 percentage points, health care spending will consume almost 80 percent of 
GDP by 2075. 

l	 Continuation of these past growth rates indefinitely would imply a five-fold increase in health 
care’s share of the economy from present levels, crowding out the consumption of most other 
goods.  

Clearly this path is not feasible.  Therefore, in projecting the future, the Medicare Trustees as-
sume that the rate of health care spending growth will moderate, eventually slowing to the rate of income 
growth after 75 years.  This study uses the same assumptions as the Trustees report.  Even with these as-
sumptions, it is evident that the federal government has far more in projected benefit costs than it expects 
to receive in payroll taxes, premiums and other revenues dedicated to Medicare:  

l	 The last Trustees report estimated Medicare’s unfunded liability over the next 75 years at $32.4 
trillion.  

l	 Looking indefinitely into the future, the unfunded liability is $70.8 trillion.

l	 This is 14 times the amount of outstanding federal debt.  

Medicare already spends more than it receives in dedicated taxes and premium payments.  As baby 
boomer retirees begin to flood the system, the impact will be felt by every other federal program:  

l	 Currently, Medicare claims about 11 percent of federal nonentitlement tax dollars.  

l	 By 2020, Medicare deficits will claim one in every five federal tax dollars that are not already 
dedicated to Medicare and Social Security.

l	 This means that in just 13 years the federal government will have to stop doing one in every 
five things it does today if taxes are to remain at their current level and projected Medicare 
benefits are paid on behalf of the disabled and the elderly.  

l	 By 2030, the deficits in Medicare will claim one in every three general revenue dollars; by 
2050, they will claim one in every two.  



What can be done?  The suggested reforms include raising taxes, making seniors pay for more of 
their benefits, cutting benefits for higher-income beneficiaries and raising the eligibility age.  Yet these 
reforms would not directly reduce health care spending growth; rather, they would change the allocation 
of the program’s costs between taxpayers and seniors.  

How, then, can the country get off the spending path it is on?  On the demand side, someone must 
choose between health care and other uses of money.  That is, someone must decide that the next MRI 
scan or the next knee replacement, for example, is not worth the cost.  Such decisions could be made by 
seniors themselves, by the government (as it is in other countries) or by private insurers operating under 
government rationing rules.  On the supply side, the way health care is produced must change fundamen-
tally, replacing cost-increasing innovations with cost-reducing ones.  

A common technique in other developed countries is to impose a global budget on health care pro-
viders.  To estimate the effects of this type of rationing, projections were made that assume, starting with 
the baby boomer generation, Medicare spending on each year’s cohort of newly eligible beneficiaries will 
be limited.  After a beneficiary begins receiving Social Security benefit payments, they are indexed for 
inflation only.  A similar method of indexing Medicare benefits is considered.  Upon reaching age 65, ben-
eficiaries would receive a health plan that covers projected lifetime Medicare costs as they exist in the year 
they retire.  This benefit package would be indexed for inflation only.  Although this reform is unquestion-
ably harsh, it would reduce Medicare’s unfunded liability by as much as 40 percent.   

Why don’t spending constraints accomplish more?  The reason: 48 percent of the projected growth 
in Medicare is due to population growth and aging, while 52 percent is due to per capita spending growth 
in excess of per capita GDP growth.  Reforms which limit reimbursements, therefore — even in a best-
case scenario — can only affect part of the expected growth in Medicare spending.

The effects of beneficiaries making their own rationing decisions are also estimated, by creating a 
$5,000 deductible policy, with retiree Health Savings Accounts (HSAs) to fund spending below the de-
ductible.  The size of the deductible grows through time (as health costs grow) and since deposits to the 
HSAs would be made with after-tax dollars, withdrawals for any purpose would be tax-free.  In this way, 
beneficiaries would be encouraged to make their own tradeoffs between health care and every other good 
or service.  The effects could be substantial.  Like the impact of global budgets, this reform could reduce 
Medicare’s unfunded liability by as much as 40 percent if started immediately. Alternatively, if the reform 
is phased in, the government could initially make deposits to beneficiaries’ HSAs.

Health care supply-side reforms are not simulated in this paper.  However, there is ample evidence 
that when people spend their own money on health services, supply-side responses are considerable.  This 
implies that a properly designed Health Savings Account could help move Medicare off its current spend-
ing course in two ways:  1) by allowing the elderly to reallocate health care dollars to goods and services 
they value more and 2) by spurring providers to provide care more efficiently.
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Introduction
Medicare is America’s second-largest entitlement program, second 

only to Social Security.  Oddly, while Social Security has received the bulk 
of the attention in recent years, Medicare is growing at a faster rate and has a 
long-term debt six times larger than Social Security’s.  Medicare’s problems 
are well documented:  The program, which currently represents 16 percent of 
federal spending, will double in size within the next three decades and nearly 
triple by midcentury.  However, projected payroll taxes, premium payments 
and other revenues dedicated to Medicare are not nearly enough to meet these 
costs, leaving a deficit of more than $32 trillion over the next 75 years.  

How will future taxpayers and seniors afford Medicare’s soaring costs?  
That is the focus of this report.1  

Seventy-Five Years of Health Care Spending
Medicare and Medicaid have had a dramatic effect on the public 

sector’s role in the health care market.2  Since the two programs were signed 
into law in 1965, the govenment’s share of the health care market has in-
creased substantially, while the share individuals spend out of pocket has 
declined.  Total health care spending in the United States remained below 5 
percent of gross domestic product (GDP) until 1958; since then, it has more 
than trippled.3   

Public versus Private Health Spending.  The distribution of total 
health care spending between public and private payers has also changed.  
From 1929 to 1965, the government share of total spending averaged 22.5 
percent of total health care spending.  In the years since the creation of Medi-
care and Medicaid, the average public share has been 41.5 percent of the total.  
Medicare’s share of total health care spending rose during the 1970s but has 
been relatively stable since then.  However, Medicare’s share will increase in 
the future as the prescription drug benefit enacted in 2003 is fully phased in.  

Private Spending and the Rise of Third-Party Payers.  Private 
health spending exhibits two key trends:  First, there has been a marked transi-
tion over the years from first-party to third-party spending; that is, the share of 
health costs borne by consumers has declined dramatically and other entities 
(private insurance and public programs) are increasingly picking up the tab.  
Second, there has been a dramatic shift of health care financing from the pri-
vate sector to the government, particularly since the introduction of Medicare 
and Medicaid.  

The rise of third-party payment — and the decline of the out-of-pocket 
share — is rooted in policies enacted during World War II.  Since wages 
were frozen, employers sought other means to attract employees, including 
increasingly generous employer-sponsored health benefits.  A 1943 ruling by 
the Internal Revenue Service allowed the exclusion of employer-paid health 

“Medicare’s unfunded liabil-
ity over the next 75 years is 
$32 trillion.”
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care benefits from income and payroll taxes, providing preferential treatment 
for insurance purchased through an employer over policies purchased in the 
individual market.  In 1954, the employer exclusion was formalized in the tax 
code.4 

Between 1948 and 1965:  

l	 Out-of-pocket spending as a percentage of total health spending in 
the United States dropped from 71.2 percent to 52.2 percent, a 19 
percentage point drop.  

l	 Private health insurance grew by almost the same percentage, from 
6.3 percent to 25.1 percent, a gain of 18.8 percentage points.  

l	 At the same time, public spending as a percentage of the total in-
creased slightly from 18.5 percent to 20.4 percent.

Clearly, out-of-pocket spending is declining, while third-party spend-
ing — particularly from government sources — is rising.  These compositional 
changes help frame the current health care reform discussion.  

The Structure of Medicare
Medicare has three major parts:  Part A, Part B and Part D.  Medicare 

Part A (Hospital Insurance) — which pays for inpatient hospital care, skilled 
nursing, home health and hospice care — is funded by a 2.9 percent payroll 
tax on wages and taxes collected on Social Security benefits.  According to the 
2006 Trustees Report, Medicare Part A is already paying out more than it col-
lects.  The program can pay full benefits because it is able to draw on general 
federal government revenues.5   

Medicare Part B mainly pays physicians’ fees.  Taxpayers fund three-
fourths of the cost through general federal revenues and the remaining one-
fourth is paid in premiums by retirees.  Medicare Part D is the newly enacted 
prescription drug program.  General revenues and state transfers (that is, 
taxpayers) foot the bill for 86 percent of the cost and the rest is funded by sen-
iors’ premiums.  Medicare Parts B and D are sometimes collectively referred 
to as Supplemental Medical Insurance.  

Table I summarizes each of Medicare’s parts in terms of covered ser-
vices, funding, and average spending and premiums:

l	 Total Medicare spending per beneficiary in 2007 is expected to 
average $4,785 for Medicare Part A, $4,351 for Part B and $1,969 
for Part D.  

l	 Thus, total Medicare spending this year is expected to be $11,105 
per beneficiary.  

l	 Of this total, beneficiary premiums will total $1,178 for Part B and 
$430 for Part D.  

“Spending on Medicare-cov-
ered services will average 
$15,269 per beneficiary in 
2007.”
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	 Part A	 inpatient hospital,	 2.9% of all covered 
	 Hospital Insurance (HI)	 skilled nursing, home 	 earnings	 $4,785	 None 
		  health, hospice	
			    
	 Part B	  					   
	 Supplementary Medical 	 physician services,	 approximately 75%	 $4,351	 $1,178 
	 Insurance (SMI)	 outpatient hospital, 	 general revenues and 25%		  (27%) 
		  other	 premium payments		   
	 Part D				     
	 Supplementary Medical 	 prescription drugs	 approximately 77%	 $1,969	 $430	  
	 Insurance (SMI)		  general revenues, 14% 		  (21.8%) 
			   premium payments and  
			   9% state transfers	

	 TOTAL			   $11,105	 $1,608 
					     (14.5%)

TABLE   I 

Medicare’s Component Parts
				    Spending Per	 Premiums
	 	 Services	 	 Benficiary	 in 2007
	 Program	 Covered	 Funding	 in 2007	 (% of Total)

Source: 2006 Medicare Trustees Report, Tables III.C16, III.C22, V.B1 and V.C2.

TABLE   II

Distribution of Spending on Medicare-Covered Services in 2007 
(per beneficiary)

			   Private	 Out-of-	 Other
	 Medicare	 Medicaid	 Insurance	 Pocket	 Sources	 Total
	 Hospital Insurance, Part A	 $  4,785	 $  65	 $   334	 $   275	 $  66	 $  5,524

	 Supplementary Medical Insurance, Part B	 4,351	 169	 1,015	 1,014	 102	 6,651

	 Supplementary Medical Insurance, Part D	 1,969	 63	 563	 313	 188	 3,094

	 Total	 $11,105	 $297	 $1,911	 $1,601	 $355	 $15,269

Sources: Tables V.B1. and V.C2. 2006 Medicare Trustees Report for average Medicare spending and premium amounts. 
Table 4.1, 2003 Health and Health Care of the Medicare Population, Westat, December 2006, is the source of the 
distribution of spending across payers for Medicare Parts A and B. The underlying data used to produce this table 
is from the 2003 Medicare Current Beneficiary Survey Cost and Use File.  A CMS Office of the Actuary Memo, 
May 2006, is the source of the distribution of spending across payers for Medicare Part D.
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Table II shows the distribution of average spending by various sources 
on all services covered by Medicare.  

l	 Total spending on Medicare-covered services are estimated to aver-
age $15,269 per beneficiary in 2007.

l	 Medicare will pay for about 73 percent of this total ($11,105), al-
though beneficiaries will cover some of this amount through Part B 
and Part D premiums.  

l	 Private insurance spending and seniors’ out-of-pocket spending 
combined will pay an estimated $3,512 or 23 percent of the total;6  
the remaining 4 percent comes from Medicaid and other payers.  

Medicare’s Future Spending Path
Medicare is on a spending path that will be difficult to sustain without 

unprecedented boosts in revenues.  We have experienced decades of growth 
rates of health care spending in excess of the growth rate for the economy as a 
whole; consequently health care is growing as a share of the economy.  

FIGURE   I

Growth of Health Care Spending  
versus Gross Domestic Product 

(average annual real growth by period)

Source: 2004 Review of Assumptions and Methods of the Medicare Trustees 
Financial Projections.

1945-
2002

1960-
2002

1970-
2002

1980-
2002

1990-
2002

1.5%

Period of Years

Per Capita GDP
Per Capita Health Care Spending

1.5%

4.2%
4.5%

1.8%

4.0%

2.0%

4.4%

1.9%

3.7%

“Health spending grew two 
to three times faster than the 
economy over the past half 
century.”
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Health Care Spending versus National Income.  Figure I shows 
the rate of growth of per capita health care spending compared with the rate 
of growth of per capita GDP over the past half century.  As the figure shows, 
health care spending has been rising at a rate two to three times faster than per 
capita GDP.  If this pattern continues, health care’s share of the economy will 
grow considerably:7   

l	 If the growth of real per capita health care spending exceeds the 
rate of growth of real per capita GDP by 2 percentage points, 
health care spending would consume almost 80 percent of GDP by 
2075.  

l	 Continuation of past growth rates would imply a five-fold increase 
in health care’s share of the economy from present levels, crowd-
ing out the consumption of most other goods.  

Clearly this spending path is not feasible.  So in projecting the future 
the Trustees assume that the rate of growth of per capita health care spend-
ing will moderate, eventually slowing to the rate of growth of per capita GDP 
after 75 years.  This study uses the same assumptions as the Trustees report.  

Medicare Spending versus GDP.  Figure II compares past growth 
rates in real per capita GDP and real Medicare spending per capita and pro-
jects future growth, reflecting the growth path adjustments adopted by the 
Trustees in their 2006 annual report.8   From the 1970s to the 1990s, the 
annual growth rates in per capita spending declined due to the adoption of 
the prospective payments system and reforms in the Balanced Budget Act of 
1997. The noticeable growth in the decade between 2000 and 2010 is due to 
the addition of prescription drugs under Part D.  The future projections show 
per capita GDP declines slightly as the baby boomers move from contributing 
to GDP while working to entering their retirement years.  

Additionally, as the baby boomers enter Medicare, the average age of 
the Medicare population will decline.  Since spending on younger retirees is 
lower than on older retirees, the growth rate in average spending across all 
retirees will be lower.  This is evidenced in the figure for the decade of the 
2010s.  However, as the baby boomers get older, the average age of the retired 
population will rise, as will spending.  This movement of the baby boomers 
through retirement is reflected in the changing pattern of spending growth for 
the decades of the 2020s to the 2040s.  

Examining the Reasons for Medicare’s Rising Spending.  What is 
driving Medicare’s growth?  In 1970, five years into the program’s payment 
of benefits, Medicare paid benefits equaling 0.74 percent of GDP; by 2005 the 
program paid out benefits equal to 2.75 percent of GDP.  Of this growth: 

l	 Thirty-nine percent resulted from an increase in the number of 
beneficiaries.

“The Trustees assume health 
care spending increases will 
slow to the rate of economic 
growth over the next 75 
years.”
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Per Capita GDP

Medicare Spending Per Beneficiary 

FIGURE   II

Growth of Medicare Spending Per Beneficiary 
versus Per Capita Gross Domestic Product 

(average annual real growth by decade)

Source: 2006 Medicare Trustees Report, 2006 Social Security Trustees Report, 
and National Health Expenditures 1960-2005.  

1970s
Decade

1980s 1990s 2000s 2010s 2020s 2030s 2040s 2050s 2060s 2070s

2.6%

1.7%
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l	 Fully 61 percent came from growth in per beneficiary spending in 
excess of the underlying growth of the economy.  

Medicare’s Impact on the Federal Budget.  Until recently, Social 
Security and Medicare payroll taxes, Social Security benefit taxes and pre-
mium revenues combined exceeded spending on Social Security and Medicare.  
However, last year these two programs paid out $113 billion more than they 
collected.  In the next few years the funding gap will rise rapidly.  If no other 
changes are made in these programs, benefits will be paid only if we draw on 
the general revenues of the federal government.

Currently the two programs use 6.3 percent of nonentitlement revenues 
(federal revenues dedicated to all other programs besides Medicare and Social 
Security).  By 2010, the combined projected deficits of Social Security and 
Medicare will equal almost 8.5 percent of nonentitlement federal revenues.  By 
2020, the deficits will grow to almost 25 percent, assuming no additional taxes.  
This means that within 13 years, in order to pay projected benefits to retirees 
and the disabled, the federal government will have to stop doing about one out 
of every five things it does today.  Alternatively, it will have to raise taxes by 

“Average Medicare spending 
will decline in the short run 
as younger, healthier baby 
boomers become benefici- 
aries.”

“In order to pay benefits in 
13 years (2020), the govern-
ment will have to stop doing 
one in every five things it 
does today.”
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Additional Funding Requirements

Present Value of General Revenue
Transfers at 2006 Share of GDP

about 20 percent, significantly cut benefits or make beneficiaries pay for sub-
stantially more of their benefits.  Any of these options will be very painful.  

By the time all of the baby boomers have reached their retirement 
years, projected Social Security and Medicare benefits will require almost one 
in every two nonentitlement tax dollars.  By 2050, they will require nearly 
two-thirds.  

Medicare’s Unfunded Liability.  Another way to summarize Medi-
care’s projected drain on general revenue under current law is to compare the 
present value of its funding requirements to the dedicated funding sources 
over the same period.  As Figure III shows:

l	 Medicare’s general revenue funding requirements in excess of 
dedicated sources (payroll and Social Security benefit taxes, pre-
miums and state transfers) is $32.4 trillion over the next 75 years.  

l	 Looking indefinitely into the future, the unfunded liability is $70.8 
trillion.  

If the current level of general revenue transfers, as a share of GDP, 
continued over the next 75 years they would pay for $9.9 trillion of the $32.4 
trillion.  Stated another way, the current level of general revenue transfers, as 

FIGURE   III

Medicare General Revenue Requirements 
(trillions of dollars)

75 Years

$32.4

$22.5

$9.9

$55.1

$15.7

$70.8

Perpetuity

Source: 2006 Medicare Trustees Report and authors’ estimates.

“Looking indefinitely into the 
future, Medicare’s unfunded 
liability is $70.8 trillion.”

“By 2050 the government will 
have to stop doing 60 percent 
of the other things it does 
today if taxes are not raised.”
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a share of GDP, would cover only 30 percent of the program’s general revenue 
obligations.  This implies:

l	 An additional $22.5 trillion is required over and above continu-
ation of the current general revenue commitment to fund Medi-
care’s spending over the next 75 years.  

l	 If the figures are extended to the infinite horizon, the additional 
funding gap is $55.1 trillion.  

Medicare Funding Options
Assuming that paying projected Medicare benefits is the objective, 

and assuming that other federal programs are not cut, policymakers have these 
policy options:

1)	 Raise payroll taxes, 

2)	 Raise all other federal taxes,  

3)	 Increase the premiums paid by beneficiaries, or

4)	 A combination of tax and premium increases.  

FIGURE   IV

Percentage Increase in  
Nonentitlement Taxes Necessary  

to Fund Additional Medicare Shortfalls*

2010

2%

2020 2030 2040 2050 2060 2070 2080

10%

23%

34%

41%

47%

53%
57%

* Assumes a constant transfer share from nonentitlement federal revenues.
Source: Authors’ estimates.

“Medicare’s shortfall in 2080 
could be funded with a 57 
percent increase in taxes not 
already dedicated to entitle-
ment spending.”
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None of these are popular with all of the various constituencies.  Tax-
payers — particularly the young — will find it increasingly difficult to pay 
the taxes necessary to fully fund the program, while beneficiaries bristle at 
the suggestion of paying a larger share of the program’s costs.  However, it is 
important to explore all the options and examine their implications.  To that 
end, this section examines funding projected Medicare spending by increasing 
taxes, increasing premiums or a combination of the two.  

Can the Funding Problem Be Solved with Higher Taxes?  The first 
Medicare funding option isolates and examines how high taxes must rise to 
meet Medicare’s future deficits if other funding sources are held constant at 
the 2006 level of GDP.  The effects of two tax increases are estimated: (1) 
increasing general federal revenues other than the payroll tax and (2) increas-
ing the payroll tax.  

The first estimate assumes that (a) payroll tax rates remain at their cur-
rent levels, (b) beneficiary premiums continue on their current course and (c) 
general revenue transfers to Medicare continue at their current share of na-
tional income.9  This exercise takes the general revenue funding requirements 
in excess of the 2006 level and benchmarks them relative to the 25-year aver-
age level of nonentitlement federal revenues.  With these assumptions, pay-

FIGURE   V

Payroll Tax Rates Necessary to  
Fund Additional Medicare Shortfalls*

2006

2.95%

2020 2030 2040

5.43%

8.79%

11.8%

* Assumes a constant transfer share from nonentitlement federal revenues.
Source: Authors’ estimates based on the 2006 Medicare Trustees Report.

19.7%

2080

“The Medicare payroll tax 
could be raised from 2.95 
percent of payroll to nearly 
20 percent in 2080 to fund the 
additional deficit.”
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ing projected benefits will require substantial increases over time in all other 
sources of federal revenue.  As Figure IV shows: 

l	 By 2020, in just 13 years, all other federal taxes must increase 10 
percent.  

l	 By 2030, they must increase more than 20 percent, and by 2040 
they must increase more than one-third.  

l	 At the end of a 75-year horizon, all other federal taxes, including 
the income tax, must increase almost 60 percent.  

The second estimate assumes that Medicare deficits are covered solely 
by payroll tax increases.  As Figure V shows: 

l	 The current payroll tax of 2.9 percent would have to almost double 
(rising to 5.4 percent) by 2020.

l	 By 2030, the rate would be almost 9 percent, more than three times 
the current rate, and by 2040 it would be more than 4 times the cur-
rent rate.  

l	 By the close of the 75-year period, the required Medicare payroll 
tax would be 19.7 percent, almost seven times the current rate.  

Can the Funding Problem Be Solved with Higher Premiums Paid 
by Beneficiaries? The second Medicare funding exercise isolates and exam-
ines how high premiums would have to rise if payroll taxes and taxes on Social 
Security benefits proceed as projected in the 2006 Trustees Report and general 
revenue transfers are held constant at the 2006 level of GDP.10  As Figure VI 
shows, the burden on Medicare beneficiaries would be substantial: 

l	 In 2006, seniors paid a monthly Medicare premium of approxi-
mately $121.

l	 By 2030, under this option, monthly premiums will grow dramati-
cally to $875 in 2006 dollars.  

l	 By the close of the Trustees 75-year projection period, Medicare 
monthly premiums would rise to more than $3,700 — almost 30 
times today’s level.

Since Medicare premiums are directly deducted from retirees’ Social 
Security checks, these premiums will leave retirees with much smaller checks.  

l	 Today, Medicare premiums consume less than 10 percent of the 
average new retiree’s Social Security check.  [See Figure VII.]  

l	 By 2030, if Medicare deficits are covered by increasing premiums, 
premiums will consume more than half of the average retiree’s 
Social Security check.

l	 By the 2070, premiums will almost consume the entire Social Secu-
rity check of an average new retiree.

“Paying the additional defi-
cits through premiums would 
require half of retirees’ Social 
Security benefits by 2030.”
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Thus, having seniors bear the cost of increased Medicare spending is 
ultimately the equivalent to using Social Security benefits to fund Medicare.  

Can the Funding Problem Be Solved by Sharing the Pain?  Clearly, 
financing Medicare’s deficits by relying solely on the young (higher taxes) or 
the elderly (higher premiums) does not appear to be feasible:  Either workers 
will face much higher taxes or seniors’ Social Security benefits would be dedi-
cated to paying Medicare premiums.  Thus, if policymakers seek to reform 
Medicare within the system’s current structure, there must be some sharing in 
the funding burden between the young and the elderly.  

The most straightforward way of illustrating this sharing is to allow 
increases in the payroll tax rate to cover the projected Medicare Part A deficit 
and allow increases in premiums to cover the projected Medicare Part B and 
Part D deficits.  

Raising Premiums.  Figure VIII shows how sharing the burden be-
tween taxpayers and Medicare beneficiaries would affect beneficiaries’ premi-
ums.  The figure’s top line is drawn from Figure VI and assumes the Medicare 
debt is financed solely by raising seniors’ premiums:

FIGURE   VI

Total Medicare Monthly  
Premiums Necessary to Balance Spending*  

(2006 dollars)

2006 2012 2020 20402030 2050 2060 2075

$215

* Assumes a constant transfer share from nonentitlement federal revenues.
Source: Authors’ estimates.

$3,703

$1,260

$875

$509

$121

“By 2080, it would require 
premiums 30 times the current 
level to fund the additional 
deficit.”
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FIGURE   VII

Medicare Premiums as a Percentage  
of Average Social Security Benefits

2006 2020 2030 20502040 2060 2070 2080

9.8%

31.1%

50.5%

67.9%

80.4%

89.9%

98.2%
104.3%

FIGURE   VIII

Medicare Monthly Premiums if Payroll  
Taxes Are Used to Balance Part A Spending* 

(2006 dollars)

2005 2020 20402030 2050 2060 2075

$509

$875

$1,260

$3,703

$401

$857
$633

$2,428

Elderly and Taxpayers Share

Elderly Pay All

* Assumes a constant transfer share from nonentitlement federal revenues.
Source: Authors’ estimates.

Source:  Authors’ estimates based on the 2006 Social Security and Medicare 
Trustees Reports.

“If the additional deficits 
were funded exclusively by 
premiums, premiums would 
consume all of the average 
retiree’s Social Security ben-
efits by 2080.”

“Premiums would be lower 
if payroll tax hikes cover the 
additional deficit in Hospital 
Insurance (Part A).”
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l	 Recall that if Medicare is financed solely by increases in premiums, 
the monthly premium will rise to $875 by 2030.

l	 By contrast, if the price hike is shared by beneficiaries and tax- 
payers, the monthly premium will rise to $633 by 2030.

l	 By 2080, the monthly premium level rises to $3,703, versus $2,428 
if the increased spending is shared by beneficiaries and taxpayers.  

Even if workers shared the burden through payroll taxes that match the 
full cost of Part A spending, the elderly would still have to give up a signifi-
cant portion of their Social Security benefits to pay the Medicare premiums to 
cover the projected deficits in Medicare Part B and Part D:

l	 Current Medicare premiums require 9.8 percent of a new retiree’s 
Social Security benefit.

l	 By 2030, new retirees would have to lose more than one-third 
(34.7 percent) of their Social Security benefit to Medicare pre- 
miums.

l	 Finally, at the close of the Trustees 75-year projection period, new 
retirees would be forgoing almost two-thirds (63.6 percent) of their 
Social Security benefit to pay their Medicare premiums.

FIGURE   IX

Medicare Funding by Source if  
Workers and Seniors “Share the Pain”

Note: Assumes nonentitlement taxes remain at 2006 levels, while payroll tax revenues rise to cover Hospital Insurance 
(Part A) and seniors’ premiums cover remaining costs.

Source: Authors’ estimates based on the 2006 Trustees Reports.
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“Covering the additional 
deficit with payroll taxes and 
premium increases would 
require one-third of seniors’ 
Social Security benefits by 
2030.”
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Raising Payroll Taxes.  Under this funding option, payroll tax rates 
would not rise as high as under the second reform option, which balanced 
Medicare’s debt with payroll taxes alone.  But the tax level would still rise 
substantially: 

l	 The payroll tax rate would rise from its current 2.9 percent level to 
6 percent by 2030, more than double the current rate.

l	 By 2080, the rate would swell to about 11.6 percent — four times 
the current rate.

Sharing the Pain.  If Medicare’s projected shortfalls are shared by 
workers through higher payroll taxes and retirees through higher premiums, 
the result is more balanced than under the other two options.  As Figure IX 
shows:

l	 In 2006, payroll taxes accounted for about 46 percent of all Medi-
care spending, seniors’ premiums accounted for 13 percent and 
general revenues covered about 41 percent of the total.

l	 By 2030, under this option, senior premiums as a share of the total 
would almost triple to cover about 37 percent of Medicare’s spend-
ing, while payroll taxes would shrink somewhat to 42.7 percent and 
general revenues would decline to 20.2 percent of the total.  

Can Health Care Rationing Solve the Problem?
If Medicare’s funding problems cannot realistically be solved by find-

ing new sources of funds (either from elderly beneficiaries or taxpayers), an 
alternative is to get off the projected spending path.  On the demand side, that 
means someone must choose between health care and other uses of money.  
That is, someone must decide that the benefits of the next MRI scan or the 
next knee replacement are not worth the costs.  Such decisions could be made 
by the seniors themselves (see the next section), by government or by private 
insurers operating under government rationing rules.  

Rationing Health Care with Global Budgets.  A common technique 
in other developed countries is to impose a global budget on health care pro-
viders.  Sometimes a general spending limit is accompanied by special limits 
on the purchase of technology.  Recent studies by the National Center for 
Policy Analysis11 and the Brookings Institution12 examine how these spend-
ing limits affect patients.  The Brookings study, for example, concludes that 
Britain would have to increase its spending by one-third to match the level of 
patient care available in the United States.13 

To estimate the effects of rationing, assume that each year’s cohort of 
newly eligible baby boomer beneficiaries will be limited in their access to care 
in the following way.  Initial Social Security benefits are determined by index-
ing a worker’s past wages in line with wage growth over time for the economy 

“Solution: Someone must 
choose between useful 
health care and other uses of 
money.”
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as a whole.  However, once a beneficiary begins receiving payments, Social 
Security benefits are indexed only for inflation.  We examine a similar method 
for Medicare.  Upon reaching age 65, beneficiaries would receive a health plan 
that covers projected lifetime Medicare costs as they exist in the year they 
retire.  This benefit package will be indexed for inflation only.  Thus this con-
straint would not allow Medicare spending to grow with advances in medical 
science or with higher incomes.  Seniors will very likely want to spend more 
than the inflation-indexed Medicare benefit package.  Such additional spend-
ing, however, must be paid from the seniors’ own resources.  

Presumably, this policy will be announced in advance so that each gen-
eration of retirees will be able to plan and adjust to new Medicare budget caps.  
Beneficiaries will be able to buy additional care — not provided by Medicare 
— much as the British do under the National Health Service.   This reform 
is unquestionably harsh, but it is structured to identify by how much such a 
reform would reduce Medicare’s general revenue requirements.  Estimating 
the effect of this type of reform in two ways shows that such constraints on 
spending growth can reduce Medicare’s unfunded liability by 20 percent to 40 
percent.  It is important to note that under this reform Medicare benefits grow 
for each new group of retirees, but at a less rapid rate than is currently pro-
jected.14 

Why don’t spending constraints accomplish more?  The reason: 48 
percent of the projected growth in Medicare as a share of GDP by 2050 is due 
to population growth and aging, while 52 percent is due to per capita spending 
growth in excess of per capita GDP growth.  Therefore, reforms which limit 
reimbursements — even in a best-case scenario — can only affect part of the 
expected growth in Medicare spending.

Letting Seniors Make  
Their Own Rationing Decisions

An alternative to having Medicare limit health options for the elderly 
is to redesign the insurance package and have retirees themselves choose 
between health care and other uses of money.  The Medicare projections 
made by the Trustees are based on a past that is greatly affected by the fact 
that Medicare beneficiaries have limited incentives to care what health care 
costs.  In particular, the prevalence of medigap (private supplemental) insur-
ance among the Medicare population essentially removes all the deductibles 
and copays that are Medicare’s primary cost-control mechanisms.  One simple 
reform, then, would be to replace first-dollar insurance coverage with Health 
Savings Accounts (HSAs) combined with catastrophic coverage.  

Redesigning Medicare.  A possible design would work like this:  
Individuals would face a high deductible, applied to all Medicare-covered 

“Just as is done with Social 
Security, Medicare spend-
ing could be held to the rate 
of inflation once people are 
retired.”

“With a $5,000 deductible, 
seniors would reduce their 
spending by as much as one-
third.”
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services.  They would have 100 percent third-party insurance coverage for all 
expenses above the deductible and they would pay for all expenses below the 
deductible from their own pockets or from an individually owned HSA.  Note: 
Although this is a conventional design for HSA products, it is not necessarily 
the best design (especially for the chronically ill).  It is used to identify a range 
of the effects a high-deductible policy might have on the health care spending 
of retirees using estimates from the RAND Health Insurance Experiment (see 
below).  

Estimated Effects of Health Insurance with High Deductibles.  The 
results of the RAND Health Insurance Experiment provide benchmarks for 
estimating the effect of replacing traditional, first-dollar coverage with an HSA 
coupled to a high-deductible policy.  To illustrate the effect of this reform, 
consider replacing current Medicare with a $5,000 deductible with no other 
copays.  The deductible could rise at the rate of per capita Medicare expendi-
tures.15  Estimating the effects of a high-deductible policy on Medicare spend-
ing in two ways provides a range of potential spending reductions.  

As the range of estimates in Table III shows, a high-deductible policy 
can potentially reduce total spending on Medicare-covered services by 27 per-
cent to 41 percent.  Specifically:  

l	 Senior premiums for Part B and Part D coverage are reduced by 40 
percent to 50 percent (in order to maintain the current cost-sharing 
percentages).

l	 Senior medigap premiums are eliminated because beneficiaries 
would pay the deductible amount.  

l	 In total, seniors spend $1,862 to $2,390 less on Medicare-covered 
services.  

l	 Government Medicare spending can potentially be reduced by 
$2,785 to $4,427, or 25 percent to 40 percent below baseline pro-
jections.  

Impact on the Federal Government Finances.  Figure X depicts the 
range of effects resulting from high-deductible policies coupled with HSAs.  
Assuming the full effect of the reform is immediate, the general revenue trans-
fer is reduced by more than 60 percent with the lower-bound spending estimate 
and by almost 40 percent with the upper-bound spending estimate.  While the 
reduction over the entire 75-year Trustees projection period remains very sig-
nificant, the percentage reduction is less impressive than the initial reduction in 
the transfer.  

In the case of the lower-bound estimate, by 2010, a transfer of 5.5 
percent of federal nonentitlement revenues to Medicare will be required; by 
2030 it will rise to 18.9 percent of nonentitlement revenues, and by midcentury 
a transfer of more than 30 percent will be needed.  At the close of the 75-year 

“There is an alternative 
way of reducing Medicare’s 
unfunded liability by as much 
as 40 percent.”
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projection period, the lower-bound spending estimate would require a transfer 
of more than 42 percent of all federal nonentitlement revenues to Medicare.  
While this terminal year transfer is lower than the 68 percent transfer required 
under the current Medicare program, the funding burden is still significant.  

In the case of the upper-bound spending estimate, by 2010, a transfer 
of 8.5 percent of federal nonentitlement revenues to Medicare will be re-
quired; by 2030 it will rise to almost 25 percent of nonentitlement revenues, 

TABLE   III

Estimated Range of Effects of Deductibles  
on Spending for Medicare-Covered Services

	 Estimated	
	 Spending	
	 in 2007	 Change	 Spending	 Change	 Spending
	 Total Spending on Medicare-Covered Services 
	 Medicare Payments	 $11,105	 $-4,427	 $ 6,678	 $-2,785	 $  8,320 
	 Private Insurance Payments	 1,911	 -1,911	 0	 -1,911	 0 
	 Out-of-Pocket	 1,601	 312	 1,913	 690	 2,291 
	 Other	 652	 -293	 359	 -188	 464

	 Total	 $15,269	 $-6,319	 $ 8,950	 $-4,193	 $11,076 

	 Beneficiary Spending 
	 Part B & Part D Premiums	 $1,605	 $   -792	 $   813	 $   -641	 $   964 
	 Out-of-Pocket	 1,601	 312	 1,913	 690	 2,291 
	 Private Insurance Payments	 1,911	 -1,911	 0	 -1,911	 0

	 Total Potential Beneficiary Spending	 $5,117	 $-2,390	 $2,726	 $-1,862	 $3,255

	 Net Medicare Benefit (Medicare  
	 Payments - Premiums)	 $9,500	 $-3,635	 $5,865	 $-2,144	 $7,356

* Method One: In the RAND experiment, the movement from first-dollar coverage to a $1,000 deductible reduced health 
care spending by about 40 percent.  For the first estimate note that a $1,000 deductible a quarter-century ago is roughly 
equivalent to a $5,000 deductible today, using changes in per capita Medicare spending to inflate the deductible.  The evi-
dence from the RAND experiment suggests that the equivalent of a $1,000 deductible today would reduce Part A expendi-
tures by 27.4 percent, and reduce Part B and Part D spending by 49.3 percent.1  Given total spending on Medicare-covered 
services of $15,269 under the current system, a $5,000 deductible would result in a $6,319 spending decrease.  Thus, the 
lower-bound total spending estimate in Table III is $8,950.     
Method Two: The second estimate based on the RAND experiment produces an upper-bound spending estimate resulting 
from the imposition of a high-deductible policy.  A $5,000 deductible represents about one-third of estimated total average 
Medicare spending today.  At the time of the RAND experiment, a deductible of $200 represented one-quarter of average 
spending by individuals with a no-deductible policy, while a $500 deductible was equal to 60 percent.  These two poli-
cies reduced average spending relative to the no-deductible policy by 24 percent and 27 percent, respectively.  Table III 
reports the effects of an alternative policy with a $5,000 deductible, which roughly reduces total spending by 25 percent 
(to $11,076) based on the reported effects of a $200 deductible policy from the RAND experiment.  
1 The RAND experiment was conducted on a sample of individuals in the working-age population.  The distribution of 
spending among the elderly population today is different than the spending in 1983 for the working-age population due 
the effects of end-of-life spending and technological change over the past 23 years.  However, researchers using data on 
the retired population have found that beneficiaries with medigap plans used 28 percent more services than those with no 
supplement.  See Table G.2 in Willard G. Manning et al., “Health Insurance and the Demand for Medical Care: Evidence 
from a Randomized Experiment,” RAND Corporation, HHS R3476, February 1988.

Lower-Bound: $5,000  
Deductible Effect (Method 1)*

Upper-Bound: $5,000 
Deductible Effect (Method 2)*
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and by midcentury the transfer will need to be more than 40 percent.  At the 
close of the 75-year projection period, the transfer using the upper-bound 
spending estimate would be about 53 percent of all federal nonentitlement 
revenues.  

Roth-Type HSAs.  Currently, people under age 65 have access to HSA 
plans through an employer or in the individual insurance market.  Deposits to 
HSAs are made with pretax dollars and accounts grow tax-free.  From their 
HSA, people can make tax-free purchases of health care (just as their employer 
third-party insurance payments are tax-free).  However, withdrawals for non-
health purposes face ordinary income taxes and a 10 percent penalty as well if 
the withdrawal occurs before age 65.  

The proposal for Medicare beneficiaries is similar, but with important 
design differences.  Specifically, a Medicare beneficiary’s deposits to an HSA 
account should be with after-tax dollars and withdrawals for nonhealth pur-
poses would be tax-free.  Such an account would be similar to a Roth IRA in 
terms of taxation.16   

A Roth-type account is attractive for three reasons.  First, most senior 
health spending is already made with after-tax dollars.  Out-of-pocket spend-
ing and medigap premiums not paid by an employer are clearly after-tax.  Pay-
roll tax dollars for Part A coverage have already been subjected to the income 
tax.  And Part B premiums are deducted from Social Security benefits that are 
subjected to income taxation through the Social Security benefits tax.  Sec-
ond, a Roth account allows the beneficiary to make unbiased choices between 
health care and other uses of money.  With a regular HSA, a dollar withdrawn 
for nonhealth purposes faces a 30 percent tax, say, for someone in a 30 percent 
tax bracket.  That means a dollar of health care must trade against 70 cents of 
other goods.  With a Roth account, by contrast, a dollar of health care trades 
against a dollar’s worth of other goods and services.  As a result, people will 
not spend a dollar on health care unless they get a dollar’s worth of value.  
Finally, the RAND experimental results can be applied to a Roth-type account 
in straightforward way.  

As discussed below, deposits to the HSAs could be made by seniors 
themselves or, during a transition phase, by Medicare.  Unspent HSA monies 
would revert to the individual at the close of each year or could be rolled over 
to the next year.  

A Phased-In Approach.  These results assume an immediate shift 
to high-deductible policies for all seniors receiving Medicare benefits.17  Of 
course, a higher deductible could be phased in gradually in any number of 
ways, which would delay the projected spending reductions to later years.  
One approach would make the federal government assume some of the cost 
below the deductible in order to at least initially make beneficiaries as well-off 
as under the current arrangement.  If the program were redesigned in this way, 

“With a Roth-type HSA, 
seniors could withdraw funds 
for any purpose tax free.”

“Medicare could cover costs 
above a high deductible and 
seniors could use Health Sav-
ings Accounts for expenses 
below the deductible.”
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FIGURE   X

Effects of a High-Deductible Policy: 
Medicare General Revenue Transfers as a 
Percentage of Nonentitlement Revenues

2005 2010 2030 2050 20802020 2040 2060 2070

Lower-Bound HSA 
Spending Estimate

Upper-Bound HSA 
Spending Estimate

Current 
System

68.2%

52.6%

42.3%

13.0%
8.5%

5.5%

34.2%

24.8%

18.9%

31.8%

40.1%

52.8%

with an HSA and a $5,000 deductible, how much would the government have 
to deposit in HSAs to make beneficiaries indifferent to the change?18  One way 
to address this question is to consider how government spending on behalf of 
beneficiaries (the net Medicare benefit) and spending by beneficiaries them-
selves change with the two estimates presented in Table III.  

In 2007, the average net Medicare benefit is $9,500, and seniors spend 
an average of $1,605 on Medicare premiums and $1,911 on medigap insur-
ance.19  With a $5,000 deductible, the calculated upper-bound estimate for 
total Medicare spending would save the government $2,144 per beneficiary 
and, at the lower-bound, save the government $3,635.

Seniors currently spend $3,500 out of pocket on medigap insurance 
on average. These funds could be deposited in HSAs, leaving approximately 
$1,500 up to the $5,000 deductible. During a phase-in of the reform, the gov-
ernment could deposit $1,500 on average in each beneficiary’s HSA.

Source: Authors’ estimates.

“A high-deductible policy 
would require lower general 
revenue transfers compared to 
current-system projections.”

Percent of  
Nonentitlement  
Revenues
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Of course, a $1,500 deposit to every senior’s HSA would reduce the 
potential savings to the government. 

Ultimately, the government contribution to the HSA must be phased 
out if the savings depicted in this study are to materialize.  And there are 
several ways to accomplish this.  The HSA deposits could, for example, be 
gradually reduced for all retirees or only reduced for new retirees.  By contrast, 
the HSA contributions could remain for people who are older, sicker or poorer, 
while falling for everyone else.  

For example, currently, Medicaid implicitly provides the copays for 
Medicare Part B and Part D for the lowest earners. Thus, one option to phase 
in the reform is to make the government’s HSA contribution inversely related 
to the beneficiary’s Social Security benefit over time. Thus, beneficiaries with 
low Social Security benefits would receive an HSA contribution equal to the 
total deductible amount while those with higher Social Security benefits would 
receive reduced government contributions. This would gradually “means-test” 
the government contribution to the HSAs.  Alternatively, the size of the de-
ductible could gradually be scaled to a worker’s lifetime earnings.20  

Conclusion
This paper illustrates the growing reality that serious consideration of 

Medicare reform is on the short-term horizon.  It illustrates the implications 
of paying for Medicare’s funding shortfalls through increased general taxa-
tion, increased payroll taxes, increased premium payments from retirees and 
a combination of increased payroll taxes and increased premiums:  None of 
the options appear attractive.  But these funding options illustrate the need for 
fundamental rethinking of how Medicare is delivered to retirees.  

The implications of rationing care were also outlined.  Rationing raises 
the specter of waiting lines, denial of care, and the like.  A type of rationing 
that limits the growth rate of the amount transferred to retirees was discussed.  
This is really a kind of rationing that makes the Medicare transfer a defined 
benefit with a defined rate of growth.  If retirees want more health care than 
they can purchase with the “rationed” defined benefit, they would be free to 
pay the additional cost.  

Another type of reform was also discussed.  It would make Medicare 
beneficiaries “ration” their own consumption of health care by using prices 
to more fully reflect the cost of the health care they consume.  Such rationing 
occurs in every market.  Cars, appliances, services, energy, entertainment and 
food are all rationed through the price system.  Consumers weigh the pros and 
cons of each purchase by evaluating the relative prices of each product.  The 
effects of moving Medicare toward a high-deductible policy in which spend-
ing below the deductible is paid for through a Health Savings Account were 

“The government or seniors 
themselves must ration health 
care.”

“The government could 
initially deposit about $1,500 
to each beneficiary’s Health 
Savings Account.”
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also illustrated.  This kind of reform holds great promise.  Insurance can still 
be provided for catastrophic events, but the market and the price system play 
increasing roles over time.  Importantly, moving to a Medicare program in 
which workers prepay part of their retirement health care will produce numer-
ous benefits and can be designed in such a way to have broad appeal.  

NOTE: Nothing written here should be construed as necessarily reflecting the 
views of the National Center for Policy Analysis or as an attempt to aid or 
hinder the passage of any bill before Congress.
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Notes
1 2006 Medicare Trustees Report.
2 Medicare and Medicaid were created in 1965 at the height of President Johnson’s Great Society and War on Poverty.  Medi-
care is a federally funded health care program for seniors and the disabled.  Medicaid is a joint federal-state program for the 
poor and near poor.  Although each state operates its own program, the federal government sets the parameters for Medicaid 
and matches state spending.  
3 Researchers can track total health care spending since 1929 — and the public and private composition thereof — using Na-
tional Health Care Expenditure data from the Centers for Medicare and Medicaid Services (CMS).  
4 See Ronald J.  Vogel, “The Tax Treatment of Health Insurance Premiums as a Cause of Overinsurance,” in Mark V. Pauly, ed., 
National Health Insurance: What Now, What Later, What Never? (Washington, D.C.: AEI Press, 1980).  
5 In doing so, Medicare Part A is technically drawing down the accumulated value of past surpluses credited to a Trust Fund.  
This practice will continue until the Trust Fund is exhausted by 2018, at which time the program will only be able to pay what 
it collects in payroll taxes.  However, if general revenues are allocated to redeem the trust fund bonds in the years leading up to 
its exhaustion, Congress is likely to continue to allocate these funds after 2018.  The real issue is: What programs and entitle-
ment benefits will have to be cut or what taxes will have to be raised in order to fund the cash flow deficits that have already 
emerged and will continue to grow indefinitly?  To see a more detailed discussion about how the Medicare Trust Fund works, 
see Thomas R.  Saving, “Answering the Myths about Social Security,” National Center for Policy Analysis, Brief Analysis No.  
509, March 22, 2005.
6 Private insurance spending includes both privately purchased medigap (supplemental) and employment-based policies.  Also 
see Table II notes.
7 Based on estimates from the “Review of Assumptions and Methods of the Medicare Trustees’ Financial Projections” in 2000.  
8 This figure uses the GDP price deflator to be consistent with the deflator used in producing the previous figure.  Based on the 
2000 Technical Panel’s recommendation, the Trustees adopted the assumption that the long-run real per capita Medicare growth 
rate would be one percentage point above the growth rate of per capita GDP.  With the addition of the projections of Medicare 
spending into the indefinite horizon in the 2004 Trustees Report, the growth rate assumption was adjusted to assume that after 
the 75th year of the projection, per capita health care spending would grow at the same rate as per capita GDP.  However, for 
the 2006 Report the Trustees adopted a smoother adjustment path.  This path allows for higher growth rates in the early years of 
the projection with a gradual movement to similar growth in per capita health care spending and per capita GDP.
9 Given the financing arrangement for Medicare Part A, projecting its future deficits is simply a matter of measuring the dif-
ference between projected expenditures and tax revenues.  However, for Medicare Part B and Part D, projecting deficits is not 
so simple.  Since these programs are partially financed through general revenues, they are part of the federal budget, just like 
NASA or welfare benefits.  Thus, in some sense Medicare Part B and Part D can never be in deficit.  However, the general reve-
nue transfers required to fully fund Part B and Part D will place increasing demands on the federal budget and, thus, nonentitle-
ment revenues.  One way to project Part B and Part D deficits is to measure the difference between projected expenditures and 
the sum of premiums and general revenue transfers, both fixed at the current share of nonentitlement revenues.  Since Medicare 
Part A is currently funded entirely with payroll taxation, it is not part of a general revenue base budget, and it is reasonable to 
require that taxation alone be used to fund its future deficits.  However, the current level of transfers to Medicare Part B and 
Part D can be treated as part of a base federal budget.  To leave other federal programs unaffected, the share of Medicare trans-
fers that are part of total federal nonentitlement revenues remained at its current level.  That is, by letting Medicare transfers 
grow with the economy by fixing their share of GDP at the 2006 level, other federal programs are also allowed to grow with the 
economy.  Thus, only the growth of Medicare in excess of the growth in the economy will generate an increased tax burden on 
the population.
10 Like the previous option, the share of federal nonentitlement revenues transferred to Medicare in 2006 are assumed to remain 
constant at their share of GDP when the Part A tax rate is at its current level.  Part A revenues are assumed to be as projected in 
the 2006 Medicare and Social Security Trustees Reports based on a fixed payroll tax rate of 2.9 percent and the revenues allo-
cated to Medicare generated from the taxation of Social Security benefits.  In this exercise, increases in Medicare premiums pay 
the remaining funding requirements again assuming no change in projected spending.  As this exercise will show, the implied 
premium levels would likely cause many retirees to seek alternative insurance coverage and, as a result, currently projected 
Medicare spending may not be realized under this scenario.  Outlining these options simply serves to illustrate the implications 
of each, using projected spending as the base.  
11 John C. Goodman, Gerald L. Musgrave and Devon M. Herrick, Lives at Risk: Single-Payer National Health Insurance 
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Around the World (Lanham, Md.: Rowman and Littlefield, 2004).
12 Henry J. Aaron, William B. Schwartz and Melissa Cox, Can We Say No? The Challenge of Rationing Health Care (Washing-
ton, D.C.: Brookings Institution Press, 2005).  
13 Ibid., page 106.
14 For additional details see Andrew J. Rettenmaier and Thomas R. Saving, The Diagnosis and Treatment of Medicare (Wash-
ington, D.C.: AEI Press, 2007).
15 See the discussion in Mark V. Pauly and John C. Goodman, “Tax Credits For Health Insurance and Medical Savings Ac-
counts,” Health Affairs, Vol. 14, No. 1, Spring 1995, pages 126-39.
16 Alternatively, the deductible could be pegged to a particular percentile in the distribution of total spending.
17 We assume that disabled Medicare beneficiaries remain in the conventional program.  We have not attempted to identify the 
effects of a high-deductible policy on the rate of growth in health care spending.  The RAND Health Experiment results are 
essentially demand-side level effects.  A high deductible for all aged Medicare beneficiaries would also induce supply-side 
responses among providers as they compete for spending below the deductible amount.  Both the demand- and supply-side 
responses would be expected to lower the rate of growth in health care spending.  
18 Of course the precise amount depends on the type of beneficiary in terms of their incomes, current health risks, location and 
whether they currently have some form of private supplemental insurance.  
19 These are estimated across all beneficiaries and thus include beneficiaries with and without medigap insurance (see Table II).
20 A complete HSA proposal includes a prepayment component which allows the government transfer to the HSA to be phased-
out for all workers while at the same time producing deductibles that are scaled to a worker’s lifetime earnings.  
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MSA program for small businesses and the self-employed in 1996 and voted in 1997 to allow Medicare 
beneficiaries to have MSAs.  A June 2002 IRS ruling frees the private sector to have flexible medical 
savings accounts and even personal and portable insurance.  A series of NCPA publications and briefings 
for members of Congress and the White House staff helped lead to this important ruling.  In 2003, as 
part of Medicare reform, Congress and the President made HSAs available to all non-seniors, potentially 
revolutionizing the entire health care industry.  

The NCPA also outlined the concept of using tax credits to encourage private health insurance.  
The NCPA helped formulate a bipartisan proposal in both the Senate and the House, and Dr. Goodman 
testified before the House Ways and Means Committee on its benefits.  Dr. Goodman also helped develop 
a similar plan for then presidential candidate George W. Bush.   

The NCPA shaped the pro-growth approach to tax policy during the 1990s. A package of tax cuts, 
designed by the NCPA and the U.S. Chamber of Commerce in 1991, became the core of the Contract 
With America in 1994.  Three of the five proposals (capital gains tax cut, Roth IRA and eliminating the 
Social Security earnings penalty) became law.  A fourth proposal — rolling back the tax on Social Security 
benefits — passed the House of Representatives in summer 2002.

The NCPA’s proposal for an across-the-board tax cut became the focal point of the pro-growth 
approach to tax cuts and the centerpiece of President Bush’s tax cut proposal.  The repeal by Congress of 
the death tax and marriage penalty in the 2001 tax cut bill reflects the continued work of the NCPA.

Entitlement reform is another important area.  With a grant from the NCPA, economists at Texas 
A&M University developed a model to evaluate the future of Social Security and Medicare.  This work 
is under the direction of Texas A&M Professor Thomas R. Saving, who was appointed a Social Security 
and Medicare Trustee.  Our online Social Security calculator, found on the NCPA’s Social Security reform 
Internet site (www.TeamNCPA.org), allows visitors to discover their expected taxes and benefits and how 
much they would have accumulated had their taxes been invested privately. 

Team NCPA is an innovative national volunteer network to educate average Americans about the 
problems with the current Social Security system and the benefits of personal retirement accounts.  

In the 1980s, the NCPA was the first public policy institute to publish a report card on public 
schools, based on results of student achievement exams.  We also measured the efficiency of Texas 
school districts. Subsequently, the NCPA pioneered the concept of education tax credits to promote 
competition and choice through the tax system.  To bring the best ideas on school choice to the forefront, 
the NCPA and Children First America published an Education Agenda for the new Bush administration, 



The NCPA is a 501(c)(3) nonprofit public policy organization.  We depend entirely on the financial support of individuals, 
corporations and foundations that believe in private sector solutions to public policy problems.  You can contribute to our 
effort by mailing your donation to our Dallas headquarters or logging on to our Web site at www.ncpa.org and clicking “An 
Invitation to Support Us.”

policymakers, congressional staffs and the media.  This book provides policymakers with a road map 
for comprehensive reform. And a June 2002 Supreme Court ruling upheld a school voucher program in 
Cleveland, an idea the NCPA has endorsed and promoted for years.  

The NCPA’s E-Team program on energy and environmental issues works closely with other think 
tanks to respond to misinformation and promote commonsense alternatives that promote sound science, 
sound economics and private property rights.  A pathbreaking 2001 NCPA study showed that the costs of 
the Kyoto agreement to halt global warming would far exceed any benefits.  The NCPA’s work helped the 
administration realize that the treaty would be bad for America, and it has withdrawn from the treaty.  

NCPA studies, ideas and experts are quoted frequently in news stories nationwide.  Columns 
written by NCPA scholars appear regularly in national publications such as the Wall Street Journal, 
Washington Times, USA Today and many other major-market daily newspapers, as well as on radio talk 
shows, television public affairs programs, and in public policy newsletters.  According to media figures 
from Burrelle’s, nearly 3 million people daily read or hear about NCPA ideas and activities somewhere in 
the United States.  

The NCPA home page (www.ncpa.org) links visitors to the best available information, including 
studies produced by think tanks all over the world.  Britannica.com named the ncpa.org Web site one of 
the best on the Internet when reviewed for quality, accuracy of content, presentation and usability.  

What Others Say about the NCPA

“...influencing the national debate with studies, reports and 
seminars.”

	 - TIME 

“Oftentimes during policy debates among staff, a smart young 
staffer will step up and say, ‘I got this piece of evidence from the 
NCPA.’  It adds intellectual thought to help shape public policy in 
the state of Texas.”
	 - Then-GOV. GEORGE W. BUSH 

“The [NCPA’s] leadership has been instrumental  in some of 
the fundamental changes we have had in our country.”

- SEN. KAY BAILEY HUTCHISON

“The NCPA has a reputation for economic logic and common 
sense.”

- ASSOCIATED PRESS


