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Abstract

Medicare spending, a major driver of
the federal debt, is expected to jump
from $522.8 billion in 2010 to $932
billion in 2020. Instead of resorting to
the traditional “solutions” of raising
taxes, cutting benefits, or cutting
payments to health care providers,
Congress should begin a two-stage
structural reform of Medicare to
transform the program into a robust
system of consumer choice and
competition. Such a system would
serve beneficiaries better while
restraining Medicare spending to
protect current and future taxpayers.
[T]he growth of Medicare outlays has continued to outstrip the
growth of the rest of the federal
budget, and we’ve been able to
avert a full blown financial crisis
only through a series of marginal
adjustments to the program. As
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you all well know, the pressures
will become increasingly intense
as the baby boomers start to retire
around the end of the next decade.
—Alan Greenspan, April 20, 1998.1

Faced with dangerous debt,
Congress must soon decide the
future of federal entitlements,
including Medicare.
The recently enacted Budget
Control Act2 not only raised the
debt ceiling, but also created the
Joint Select Committee on Deficit
Reduction, the bipartisan “super
committee,” to identify $1.5 trillion in savings over 10 years. This
committee is to report its recommendations by November 23, 2011,
and Congress must vote up or down,
without any amendments, on the
recommendations by December 23,
2011. If the committee cannot or will
not produce budget recommendations, the Budget Control Act authorizes across-the-board cuts in federal
spending, including Medicare.
On Medicare, Members of
Congress can pursue a careful,
two-stage structural reform of the
current program and transition
to a better one. If they do not, they
must either double down on flawed
provider payment reductions and
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Americans face an unfunded
Medicare liability of almost $37
trillion. Heritage Foundation
recommendations would reverse
the program’s rush toward ruinous debt, resulting in initial 5-year
budget savings of $298.6 billion.
Medicare patients should be
guaranteed peace of mind and
full protection against the financial devastation of catastrophic
illness. This will also reduce
the financial burden of today’s
costly system of supplemental
coverage.
Baby boomers and current retirees should pay more for their
Medicare benefits, and trust fund
deficits should be eliminated.
Most Medicare beneficiaries
receive substantially more in benefits than they pay in taxes.
Baby boomers should work longer. The age of eligibility should
be raised from 65 to 68 over 10
years.
Medicare’s policy of calibrating
the level of taxpayer subsidies to
income should be expanded, and
the wealthiest retirees should no
longer receive taxpayer subsidies
for their health coverage.
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Medicare Spending Is Rising Faster Than Other Program Spending
Projected Federal Spending as a Percentage of GDP
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tax increases or unleash yet another round of counterproductive
Medicare provider payment cuts as
provided by the Budget Control Act.
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Medicare is growing faster than
federal spending and the general economy.3 Under current law,
Medicare spending—the largest
health care purchaser and largest
driver of federal entitlement costs
and the federal debt—is expected
to jump from $522.8 billion in 2010
to $932 billion in 2020.4 Today,
Medicare spending equals 3.6 percent of the national economy as
measured by gross domestic product
(GDP). By 2030, it will account for
between 5.2 percent and 5.9 percent
of GDP.5 The program’s long-term
unfunded liabilities—the total cost
of the benefits promised but not paid
for—amount to a breathtaking $36.8
trillion.6
The urgency of reform is incontestable. With the first wave of the
massive baby-boom generation

1.

Alan Greenspan, Chairman, Board of Governors of the Federal Reserve System, statement before the National Bipartisan Commission on the Future of
Medicare, April 20, 1998, at http://thomas.loc.gov/medicare/tran42098.html (September 27, 2011).

2.

Budget Control Act of 2011, Public Law 112–25.

3.

Medicare outlays are projected to grow by 6 percent in 2011, outpacing growth of 4.2 percent in national health spending, 2.2 percent in private insurance, and
3.9 percent in gross domestic product. Centers for Medicare and Medicaid Services, 2011 Annual Report of the Boards of Trustees of the Federal Hospital Insurance
and Federal Supplemental Medical Insurance Trust Funds, May 13, 2011, p. 55, at https://www.cms.gov/ReportsTrustFunds/downloads/tr2011.pdf (September 19,
2011). Hereafter cited as 2011 Medicare Trustees Report.

4.

Ibid.

5.

The significant differences in official long-term projections, including projections of the program’s unfunded liability, reflect the differences in agency
assumptions, particularly about the likelihood of the continuation of current law. The Medicare Trustees and the Congressional Budget Office (CBO) are
required to make projections under current law, which assumes, for example, that the large Medicare Part A payment reductions are sustainable and that
the projected 29.4 percent reduction in Medicare physician payment will be implemented in 2012. The Office of the Actuary in the Centers for Medicare and
Medicaid Services (CMS) makes projections based on the premise that key elements of current law are simply “unworkable.” See John D. Shatto and M. Kent
Clemens, “Projected Medicare Expenditures Under an Illustrative Scenario with Alternative Payment Updates to Medicare Providers,” Centers for Medicare
and Medicaid Services, Office of the Actuary, May 13, 2011, at https://www.cms.gov/ReportsTrustFunds/downloads/2010TRAlternativeScenario.pdf (September 19,
2011).

6.

This estimate of long-term unfunded liability, calculated by the CMS Office of the Actuary, surfaced in a June 14, 2011, letter to President Barack Obama
from Representative Paul Ryan (R–WI), Chairman of the House Budget Committee, and Senator Jeff Sessions (R–AL), Ranking Member of the Senate Budget
Committee. The estimate was provided by John D. Shatto, Director, Medicare and Medicaid Cost Estimates Group, CMS Office of the Actuary, in “Medicare
Unfunded Obligations,” a memorandum to Gregory D’Angelo, Analyst for Medicare and Medicaid, Senate Budget Committee, June 22, 2011.
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retiring in 2011, the number of
beneficiaries is projected to grow
from 47.4 million in 2010 to almost
81 million in 2030.7 With more
retirees living longer—average life
span is projected to reach 80.7 years
by 20308—and fewer workers supporting them, Medicare costs will
crush current and future taxpayers.
Because general revenues from the
Treasury will account for an increasingly larger share of Medicare spending,9 it is unclear how current and
future taxpayers can possibly cope
with these enormous obligations.
TODAY, MEDICARE SPENDING EQUALS
3.6 PERCENT OF THE NATIONAL
ECONOMY AS MEASURED BY GROSS
DOMESTIC PRODUCT (GDP). BY 2030,
IT WILL ACCOUNT FOR BETWEEN 5.2
PERCENT AND 5.9 PERCENT OF GDP.

A Two-Stage Approach.
Congress should reform Medicare
in two stages as outlined in the
Heritage Foundation’s Saving the
American Dream, a comprehensive
plan to reduce the federal debt, cut
federal spending, and stimulate economic growth.10
During the first stage, a five-year
transition period, Congress should
make changes to the current program. It should add a catastrophic
benefit and restructure the role of

supplemental insurance, gradually increase the beneficiary share
of Medicare premiums, restructure
the existing taxpayer subsidies for
upper-income retirees, and gradually phase out the subsidies for the
wealthiest Americans. In accordance
with the Heritage plan, Congress
could also earmark all savings
exclusively for Medicare, secure the
solvency of the Medicare Hospital
Insurance (HI) trust fund, permanently fix the Medicare physician
payment system, gradually raise the
age of eligibility to 68 over 10 years,
and remove restrictions on the ability of doctors and patients to contract
privately for medical services.
In the second stage, after a fiveyear transition, Congress should unify
all of the parts of Medicare into a
single plan financed with a single premium and a unified trust fund, create
a new system of insurance rules and
consumer protections similar to those
in the popular and successful Federal
Employees Health Benefits Program
(FEHBP), and establish a uniform
“premium support” system to finance
the entire system.
Serious Savings. Compared
with the Congressional Budget
Office (CBO) budget baseline, the
two-stage Heritage Medicare reform
plan would result in $9.4 trillion in
Medicare savings by 2035.11 In sharp
contrast to the Patient Protection
and Affordable Care Act of 2010

(PPACA),12 every penny of Medicare
savings is earmarked exclusively
for Medicare. This would enhance
Medicare solvency and allow, for
example, a permanent “fix” to the
broken Medicare physician payment
formula. Moreover, the Heritage plan
would reverse the program’s rush
toward ruinous debt.
COMPARED WITH THE
CONGRESSIONAL BUDGET OFFICE
(CBO) BUDGET BASELINE, THE
TWO-STAGE HERITAGE MEDICARE
REFORM PLAN WOULD RESULT IN
$9.4 TRILLION IN MEDICARE SAVINGS
BY 2035.

First Steps Toward
Comprehensive Reform

Medicare’s fee-for-service (FFS)
financing is cumbersome, counterproductive, and wasteful. It generates patient access problems and
dissatisfaction among doctors, and it
rewards volume rather than quality.
Even with price controls, Medicare
spending accelerates, thus fuelling
larger deficits. Congress can make
real progress with specific policy
changes.
Step 1: Protect Medicare
patients from the costs of catastrophic illness. Traditional
Medicare has serious gaps in

7.

2011 Medicare Trustees Report, p. 51.

8.

U.S. Census Bureau, National Population Projections, Summary Table 10, August 14, 2008, at http://www.census.gov/population/www/projections/
summarytables.html (September 19, 2011). See also Richard Thomas, “Eldercare: The Challenge of the Twenty First Century,” Harvard Generations Policy Journal,
Vol. 1 (Winter 2004), p. 39.

9.

2011 Medicare Trustees Report, p. 52.

10. Stuart M. Butler, Alison Acosta Fraser, and William W. Beach, eds., Saving the American Dream: The Heritage Plan to Fix the Debt, Cut Spending, and Restore
Prosperity, The Heritage Foundation, 2011, at http://savingthedream.org/about-the-plan/plan-details/.
11.

Ibid., p. 44.

12. “Unified budget accounting shows that the majority of the HI trust fund savings under PPACA would be used to pay for other spending and therefore would not
enhance the ability of the government to pay for future Medicare benefits.” Douglas W. Elmendorf, Director, Congressional Budget Office, letter to Senator Jeff
Sessions, January 22, 2010, p. 3, at http://www.cbo.gov/ftpdocs/110xx/doc11005/01-22-HI_Fund.pdf (September 19, 2011).
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coverage, most notably an absence
of protection against the financial devastation of catastrophic
illness. Marilyn Moon, a former
Medicare public trustee, identifies
this as one of the program’s “greatest
weaknesses.”13
To cover these program gaps,
more than nine out of 10 Medicare
beneficiaries have enrolled in supplemental coverage. The supplemental
policies, which provide “wraparound”
coverage, are usually private employer plans, Medigap plans, Medicaid, or
other public-sector coverage.
While supplemental insurance
may provide catastrophic protection,
it also provides “first dollar” coverage and thus fuels overutilization
and higher Medicare costs. This is
especially true of Medigap insurance,
which is a costly product.14 As Walton
Francis, a prominent Washington
health care economist, writes:
The literature on the effects of
Medigap on Medicare spending generally agrees that excess
utilization of medical care is on
the order of 15 to 25 percent, or
at today’s per capita spending
levels, from $1500 to perhaps
over $2500 a year per enrollee in
costs to original Medicare, and
(as a “ballpark” estimate) in the
range of $45 billion to $75 billion

13.

a year in total original Medicare
spending.15

A growing bipartisan consensus
supports adding a catastrophic benefit, especially in tandem with reform
of Medicare cost-sharing arrangements. Congress has been presented
with a variety of reasonable options.
For example, the Bipartisan Policy
Center has proposed an annual
out-of-pocket cap of $5,250, and
the National Commission on Fiscal
Responsibility and Reform (Bowles–
Simpson Commission) has recommended an annual catastrophic cap
of $7,500.16 Of course, the higher the
catastrophic threshold, the less the
benefit’s premium would cost.
In any case, Congress should add
a Medicare catastrophic benefit. At
the inception of a universal premium support program five years
hence, catastrophic coverage would
be a mandatory feature of all health
insurance. In a new premium support program, the initial value of the
mandatory catastrophic benefit for
all plans would equal the weighted
average of such benefits provided in
the Medicare Advantage program,
reflecting the market-driven demand
for such coverage in the first year.17
Thereafter, the cap would reflect
the market as it does today in the
FEHBP and the Medicare Advantage

program. For traditional Medicare
FFS, after the first year of premium
support implementation, the cap
would be adjusted annually by the
Secretary of the Department of
Health and Human Services (HHS).18
The Best Policy: Add a catastrophic benefit to traditional
Medicare and require catastrophic coverage in all current and
future private plans participating in Medicare. In the short term,
adding a benefit normally increases
program costs, but that is not necessarily true in this case. For example,
Walton Francis proposes a catastrophic benefit in Medicare FFS
only for those who either do not have
such coverage or are willing to forgo
or drop their existing wraparound
coverage. Enrollees and employers (who could pay the catastrophic
premium) would have incentives
to switch from expensive supplemental coverage to less expensive
catastrophic coverage. If structured
properly, a catastrophic benefit could
reverse harmful incentives and yield
savings. Francis adds:
For example, a modestly subsidized benefit for catastrophic
expense protection could be
added to original Medicare. This
could be done at a level and in
an amount that would make

Marilyn Moon, “Modernizing Medicare’s Benefit Structure,” Washington and Lee Law Review, Vol. 60, No. 4 (Fall 2003), p. 1227.

14. “The administrative costs and other expenses for this insurance are very high, and when added to the actuarial costs of the benefits, Medigap may actually
increase beneficiaries’ overall out of pocket burdens.” Ibid., p. 1210.
15.

Walton J. Francis, Putting Medicare Consumers in Charge: Lessons from the FEHBP (Washington, D.C.: AEI Press, 2009), p. 27.

16.

Henry J. Kaiser Family Foundation, Program on Medicare Policy, “Comparison of Medicare Provisions in Deficit and Debt Reduction Proposals,” July 22, 2011,
at http://www.kff.org/medicare/upload/8124.pdf (September 19, 2011).

17.

Recent out-of pocket catastrophic caps have run between $4,000 and $5,000 annually for Medicare Advantage plans and PPO (preferred provider
organization) plans in the FEHBP. Francis, Putting Medicare Consumers in Charge, p. 145.

18.

Butler et al., Saving the American Dream, p. 21.
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it always a better buy than the
equivalent protection in any
Medigap plan, and made available only to those who did not
have benefit supplementation for
inpatient or outpatient costs.19

In 1986, President Ronald Reagan
tried unsuccessfully to add a fiscally
responsible Medicare catastrophic
benefit and give peace of mind to
millions of seniors.20 Since then,
several prominent analysts have
proposed a catastrophic benefit combined with rationalizing Medicare’s
complex and perverse co-payment
arrangements.
IF STRUCTURED PROPERLY, A
CATASTROPHIC BENEFIT COULD
REVERSE HARMFUL INCENTIVES AND
YIELD SAVINGS.

In adding catastrophic coverage
and reforming supplemental coverage, the common alternatives to a
choice option, such as that proposed
by Francis, would be a restriction
on supplemental coverage or some
kind of premium tax. For example,

19.

the CBO estimates that a $5,500
annual catastrophic cap in addition to a single Medicare deductible
and uniform coinsurance would
save $32.2 billion over 10 years
(2012–2021). The savings would be
greater ($92.5 billion) if Congress
combined a uniform cost sharing for
Medicare with a statutory restriction
on Medigap plans covering the first
$550 of a beneficiary’s cost sharing.21
Beginning in 2017, President Barack
Obama would impose a Medicare
Part B premium “surcharge” for new
enrollees who buy “near first dollar”
Medigap coverage. This is, in effect, a
premium tax. It would yield a modest 10-year savings of approximately
$2.5 billion.22
The Center for Data Analysis
(CDA) at The Heritage Foundation
estimates that adding a catastrophic
benefit to Medicare during a fiveyear transition to a Medicare premium support program would cost
$42.1 billion.23 (See Appendix A.)
Step 2: Eliminate hospitalization trust fund deficits.
Medicare Part A, the Hospitalization
Insurance program, finances premium-free hospitalization, skilled

nursing care, home health care
services, and hospice care.24 It is
financed by a special federal payroll
tax on employers and employees,
which is deposited in the HI trust
fund.
When implemented in 1966, the
payroll tax was 0.7 percent of the
first $6,000 of earned annual income.
Since then, Congress has increased
the tax 10 times. Today, American
workers and their employers pay a
2.9 percent payroll tax on earned
income with no maximum limit.25
Retirees are exempt from the tax,
and there is no direct relationship
between the tax and the benefits that
retirees will collect.26
Nonetheless, Congress has
already agreed to a new Medicare
tax increase. Beginning in 2013,
under the PPACA, individuals with
an annual income of $200,000 and
couples with an annual income of
$250,000 will pay a Medicare payroll
tax of 3.8 percent of earned income
and “unearned” income, including
income from stocks, bonds, dividends, rental income, and even the
sale of a home under certain circumstances. Because the income

Francis, Putting Medicare Consumers in Charge, p. 204.

20. President Reagan signed the Medicare Catastrophic Coverage Act in 1988, but it was repealed one year later.
21.

Congressional Budget Office, Reducing the Deficit: Spending and Revenue Options, March 2011, p. 49, at http://www.cbo.gov/ftpdocs/120xx/doc12085/03-10ReducingTheDeficit.pdf (September 19, 2011).

22. U.S. Office of Management and Budget, Living Within Our Means and Investing in the Future: The President’s Plan for Economic Growth and Deficit Reduction,
September 2011, p. 30, at http://www.whitehouse.gov/sites/default/files/omb/budget/fy2012/assets/jointcommitteereport.pdf (September 26, 2011). The
surcharge would amount to about 15 percent of the average Medigap premium.
23. It should be noted that the CDA estimate neither scores the Francis-proposed Medigap reform option, nor assumes any savings from reductions in
supplemental coverage.
24. A small class of persons over the age of 65 who are uninsured or do not meet the standard eligibility for Part A because they have less than 30 quarters of
work and taxation can voluntarily sign up for hospitalization and pay a monthly premium of $450 (in 2011). For those with 30 to 39 quarters, the monthly rate
is reduced to $248. Barbara S. Klees, Christian J. Wolfe, and Catherine A. Curtis, “Brief Summaries of Medicare and Medicaid, Title XVIII and XIX of the Social
Security Act,” Centers for Medicare and Medicaid Services, Office of the Actuary, November 1, 2010, p. 15, at https://www.cms.gov/MedicareProgramRatesStats/
downloads/MedicareMedicaidSummaries2010.pdf (September 19, 2011).
25. Congress repealed the income cap for the Medicare payroll tax in 1994.
26. Mark V. Pauly, “What If Technology Never Stops Improving? Medicare’s Future Under Continuous Cost Increases,” Washington and Lee Law Review, Vol. 60, No.
4 (Fall 2003), p. 1239.
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thresholds are not indexed to inflation or economic growth, the new 3.8
percent payroll tax will rapidly apply
to an ever larger number of upperincome workers.27
While Medicare Part B automatically draws revenues from the
Treasury to cover costs, when Part A
runs out of funds, it cannot pay benefits. Throughout Medicare’s history,
cost increases have outstripped official HI projections. As early as 1966,
the government’s actuaries grossly
underestimated the real HI costs.28
Since then, the Medicare Trustees
have issued more than two dozen
warnings of HI insolvency.
In 2008, HI spending exceeded
HI revenues, and the program has
run large annual deficits ever since.
By 2010, the HI deficit had reached
$32.3 billion, and it is projected to
reach $34.1 billion for 2011.29 The
future promises endless annual HI
deficits. The CBO projects HI insolvency in 2020.
Under the Medicare Trustees’
“intermediate” estimate, the trust
fund will be exhausted by 2024, five
years earlier than their previous estimate. Medicare Part A accounts for
$8.3 trillion of the 75-year unfunded Medicare obligation.30 In sheer
size, this is a financial burden that
approaches the total unfunded liabilities of the Social Security program,

which amount to $9.1 trillion.
Medicare’s standard response
is more restrictive payment formulas and ever tighter regulation. For
example, in 1983, Congress adopted
a Prospective Payment System (PPS)
for hospital reimbursement: a fixed
standardized payment for medical
services based on the categorical
diagnosis of the patient’s medical
condition. The fee schedule applies
to hospital treatment of patients in
more than 500 diagnostic-related
groups (DRGs). While federal officials had initially hoped that the
PPS would create strong disincentives to deliver unnecessary care, it
led instead to major cost-shifting to
outpatient medical facilities under
Medicare Part B.
MEDICARE PART A ACCOUNTS FOR
$8.3 TRILLION OF THE 75-YEAR
UNFUNDED MEDICARE OBLIGATION.
IN SHEER SIZE, THIS IS A FINANCIAL
BURDEN THAT APPROACHES THE
TOTAL UNFUNDED LIABILITIES OF THE
SOCIAL SECURITY PROGRAM, WHICH
AMOUNT TO $9.1 TRILLION.

The PPACA further modified the
payment formulas for Part A providers to reduce Medicare payments
progressively by $156 billion over

the first 10 years.31 The CMS Office
of the Actuary says that these initial
PPACA 10-year payment reductions,
if sustained, would cause an estimated 15 percent of Part A providers to
operate at a loss, thereby jeopardizing Medicare patients’ access to care.
If sustained beyond 10 years, they
would cause 25 percent of providers
to operate at a loss by 2030 and 40
percent to operate at a loss by 2050.32
Payment rates would dip below
Medicaid payment levels. In other
words, current law guarantees that
Medicare patients will face serious
problems with access to care.
The Best Policy: Eliminate the
HI deficits by creating a temporary Medicare Part A premium
for the next five years to cover
the transition to a new premium support program. An annual
supplemental premium would be
flexible, rising or falling to cover the
projected annual HI deficits. Based
on Medicare Trustees’ projections,
it would also be modest. For the first
five years (2012–2017), the average
annual HI deficit would be approximately $17 billion, and the standard
premium for all enrollees to cover
that deficit would be about $30 per
month. If Congress were to “meanstest” the premium for the income
range ($55,000 to $110,000 for individuals and $110,000 to $165,000 for

27. 2011 Medicare Trustees Report, p. 26.
28. For example, in 1966, federal actuaries projected that the hospital insurance program would cost $9.06 billion in 1990. In fact, the program cost $67 billion
that year. Jennifer O’Sullivan, “Health Care Fact Sheet: Original Medicare Cost Estimates,” Congressional Research Service Report for Congress, September 22,
1993, p. 2.
29. 2011 Medicare Trustees Report, p. 24.
30. Shatto, “Medicare Unfunded Obligations.”
31.

Douglas W. Elmendorf, letter to Speaker of the U.S. House of Representatives Nancy Pelosi, March 20, 2010, Table 5, at http://www.cbo.gov/ftpdocs/113xx/
doc11379/amendreconProp.pdf (September 19, 2011).

32. Shatto and Clemens, “Projected Medicare Expenditures Under an Illustrative Scenario,” p. 8.
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couples) prescribed by The Heritage
Foundation, about 90 percent of
enrollees would pay only $8 per
month.33
In contrast to an increase in the
payroll tax or another raid on general revenues, adding a premium is
compatible with the principle that
Medicare beneficiaries should pay for
their hospitalization benefits. Many
of them believe, firmly but erroneously, that they already have. While
many beneficiaries sincerely believe
that they paid for their Part A benefits, however, most did not pay nearly
enough to cover the actual costs. In
fact, most receive two or three times
more in Medicare benefits than they
paid in Medicare taxes.34
The Heritage CDA estimates that
adding a premium for Part A would
save $97.0 billion over five years. (See
Appendix A.)
The alternative options are conventional, inadequate, or more painful. Congress could increase workers’
payroll taxes again, extend that tax
to beneficiaries’ retirement income,

cut benefits, cut payments for the
benefits, or some combination of
these options.
A supplemental premium is
clearly superior to the status quo of
endless annual trust fund deficits,
another payroll tax hike, or a raid on
the general funds in a deficit-ridden
Treasury. The Medicare Trustees
estimate, under current law, that
covering the actuarial deficit with a
payroll tax would require increasing
the standard 2.9 percent payroll tax
to 3.69 percent or reducing Part A
spending by an equivalent amount.35
PART B CONTRIBUTES AN ESTIMATED
$21 TRILLION TO MEDICARE’S
LONG-RANGE (75-YEAR) UNFUNDED
OBLIGATION.

Payroll taxes are especially
burdensome to low-income workers and families trying to finance
their own health insurance, while
an income-related supplemental
premium is more equitable. Payroll

taxes increase labor costs, reduce job
growth, and compromise business
expansion, hitting small businesses
especially hard. In contrast, the
impact of the supplemental premium would be entirely within the
Medicare program.
When reforming entitlement programs, Congress needs to consider
the impact of reform on the broader
economy.36 During an economic
downturn with high unemployment, raising payroll taxes on workers and businesses is particularly
undesirable.
Step 3: Reduce the taxpayer
burdens of Medicare Part B.
Medicare Part B, the Supplemental
Medical Insurance (SMI) program,
is voluntary. It covers physicians’
services, outpatient hospital services, and related services, including
certain classes of drugs. Congress
has sought unsuccessfully to control
costs through a complex administrative payment system and price
controls that are either technically
flawed or politically ineffective, such

33. The five-year premium estimates by the Center for Data Analysis (CDA) at The Heritage Foundation are based on the Medicare Trustees’ annual deficit
projections. If Congress delays Medicare’s transition to a new premium support program beyond 2017, the CDA estimates that the proposed supplemental
Part A premium would reduce net Medicare outlays by $208 billion over 10 years (2012–2021).
34. For example, a retiring woman earning an average wage ($43,500 in 2011 dollars) will have paid $60,000 over her lifetime in Medicare taxes and will receive
$188,000 in lifetime Medicare benefits. See C. Eugene Steuerle and Stephanie Rennane, “Social Security and Medicare Taxes and Benefits over a Lifetime,”
Urban Institute, updated June 2011, p. 2, at http://www.urban.org/UploadedPDF/social-security-medicare-benefits-over-lifetime.pdf (September 26, 2011).
35. In a memo to the staff of the Subcommittee on Health of the House Ways and Means Committee, John Shatto, Director of the Medicare and Medicaid Cost
Estimates Group in the CMS Office of the Actuary, wrote, “To eliminate the long range financial imbalance, the standard 2.90 percent payroll tax could be
immediately increased by the amount of the actuarial deficit to 3.69 percent, or expenditures could be reduced by a corresponding amount. These changes
would require an immediate 24 percent increase in the tax rate or an immediate 17 percent reduction in expenditures.” John Shatto, “Medicare Unfunded
Obligations,” memorandum to staff of the House Committee on Mays and Means, June 21, 2011. See also 2011 Medicare Trustees Report, p. 28.
36. “The public financing of Medicare has particular implications for the economy. Specifically, raising taxes to pay for public insurance exerts a structural drag on
the economy even if the revenue is spent on care; the same is not true of unsubsidized, privately purchased care or insurance. The net size and timing of the
economic consequences depend on how the taxes are raised and how the revenue is spent. Deficit spending on health care also carries an economic cost:
taxes are required to pay back any borrowed money (with interest) and rising debt-to-GDP ratios may have calamitous effects on the country’s future ability
to borrow.” Katherine Baicker and Michael E. Chernew, “The Economics of Financing Medicare,” The New England Journal of Medicine, July 13, 2011, at http://
www.nejm.org/doi/full/10.1056/NEJMp1107671 (September 19, 2011).
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as the Medicare physician payment system and the impossible
Sustainable Growth Rate (SGR) for
updating physician reimbursement.37
Unlike Part A, Medicare Part B
does not have a trust fund that can
be exhausted. Rather, it is financed
automatically each year by a rising
combination of beneficiary premiums and taxpayer subsidies drawn
from the federal Treasury. As a
percentage of income taxes, general
revenues for SMI jumped from
5.4 percent in 2000 to 19.2 percent
in 2010.38 Part B contributes an
estimated $21 trillion to Medicare’s
long-range (75-year) unfunded
obligation.39
Today, Medicare enrollees pay 25
percent of the premium, and 75 percent of the cost is financed by general
revenues. This proportion of beneficiary and taxpayer premium contributions was set by the Balanced
Budget Act of 1997, but this was
not always the case. In 1966, when
Medicare was implemented as part of
President Lyndon B. Johnson’s Great
Society program, beneficiaries paid
50 percent of the Part B premiums
even though they were generally less
well off in the 1960s than beneficiaries are today. Beneficiary obligations declined to 32.5 percent in 1980
and 25 percent in 1985 and then rose
to 33.3 percent in 1994.40

The Best Policy: Gradually
raise the beneficiary’s contribution to Medicare Part B premiums from 25 percent to 35 percent. This increased contribution
should be phased in over five years
at the rate of 2 percentage points
per year as the CBO and others have
suggested.
While this proposed premium
share would be far below the original arrangement, it is compatible
with the social insurance principle
that beneficiaries should pay for
their benefits. It would also restore
some measure of balance between
beneficiary and taxpayer obligations. Young working families today
must buy their own insurance and
also cross-subsidize the coverage
of more expensive older co-workers
in employment-based risk pools.
Younger working families not only
are paying the Medicare payroll tax
to subsidize the hospitalization of
current retirees, as well as funding
the bulk of seniors’ Part B and Part
D costs through their federal income
taxes, but also are required to pick
up the growing costs of a rapidly
expanding Medicaid program, which
finances the bulk of rising long-term
care costs.
Taxpayers’ pockets are not infinitely deep. Indeed, limited taxpayer
funding should be concentrated on

those beneficiaries who need the
most help. Certain features of current law should be retained.
First, the income-based premium
structure would remain for wealthy
retirees who do not pay the standard Part B premium, although the
income range would be changed so
that taxpayer subsidies would be
phased out altogether for individuals
with annual incomes above $110,000
and couples with annual incomes
above $165,000.
Second, the existing “hold harmless” protections of current law
would be preserved. Under that
provision, Medicare enrollees are
protected from Part B premium
increases if the dollar amount of the
increase exceeds the dollar amount
of their Social Security cost-of-living
adjustment (COLA).41
The CBO estimates that increasing the beneficiary’s contribution for
the standard Part B premium from
25 percent to 35 percent would save
$71 billion over five years (2012–
2016) and $241 billion over 10 years
(2012–2021).42 The CDA estimates
that increasing the beneficiary’s
contribution for Part B to 35 percent
would save $71.1 billion over five
years. (See Appendix A.)
Alternatively, beginning in 2017,
President Obama would increase
the Part B deductible by $25 and

37. Under current projections, the Medicare physician payment reductions would result in payment levels of “less than 40 percent of the corresponding private
insurance prices within 20 years, and, by the end of the 75 year period, would be only 25 percent of private insurance levels. If such payment differentials were
allowed to occur, Medicare beneficiaries would almost certainly face increasingly severe problems with access to physicians’ services.” 2011 Medicare Trustees
Report, p. 40.
38. Ibid., p. 105.
39. Shatto, “Medicare Unfunded Obligations.”
40. 2011 Medicare Trustees Report, p. 108.
41. The impact of Medicare’s “hold harmless” provision on enrollees varies from year to year. For 2010, 73 percent of the Part B enrollees continued to pay the
2009 Part B premium rather than the standard premium rate for 2010 because the Social Security COLA was 0 percent. Under current law as well as under
the Heritage proposal, entire classes of enrollees are not covered under the “hold harmless” provisions, including federal, state, and local government retirees;
retirees financed by Medicaid; and statutorily defined upper-income retirees who pay premiums at rates well above the standard Medicare Part B premium.
42. Congressional Budget Office, Reducing the Deficit, p. 51.
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increase Part B and Part D premiums for upper-income enrollees by
15 percent until 25 percent of all beneficiaries are subject to the higher
premiums. The President’s proposed
increase in the deductible would
save $1 billion over 10 years, and the
upper-income premium increase
would save $20 billion in 10 years.43
In addition to the Heritage
Foundation, Senators Joseph
Lieberman (I–CT) and Tom Coburn
(R–OK), the Bipartisan Policy Center,
and the Cato Institute have included
this policy recommendation in their
major Medicare proposals.44
Step 4: Reduce the taxpayer
burdens of Part D. Medicare
Part D provides beneficiaries with
subsidized insurance coverage for
prescription drugs and biologics.45
Beneficiaries can secure drug coverage from stand-alone prescription
drug plans, Medicare Advantage
plans, or employer-based health
plans.46
Under the PPACA, Congress further liberalized the drug benefit. The
new law provides for a $250 rebate in
2010 for every Medicare beneficiary
in the “donut hole”—the oddity in the
benefit design that requires patients
to pay 100 percent of their drug costs
up to a catastrophic threshold. It also

mandates a 50 percent discount on
brand-name drugs and imposes a 25
percent cap on beneficiary costs in
the donut hole.
These recently enacted changes,
combined with the baby boomers’ high utilization of prescription
drugs, will increase beneficiary and
taxpayer costs. While prescription
drugs account for only 12 percent of
Medicare spending, Part D spending
is projected to grow faster than every
other component of Medicare.47 Total
Part D spending is projected to jump
from $62 billion in 2010 to $156.6
billion by 202048 and to contribute
$7.5 trillion to Medicare’s long-range
unfunded liability.49
TOTAL PART D SPENDING IS
PROJECTED TO JUMP FROM $62
BILLION IN 2010 TO $156.6 BILLION
BY 2020 AND TO CONTRIBUTE $7.5
TRILLION TO MEDICARE’S LONGRANGE UNFUNDED LIABILITY.

The Best Policy: Increase the
Medicare beneficiary’s contribution to the premium from 25
percent to 35 percent. Similar to
Part B, the premium increase should
be phased in by increments of 2

percentage points per year over five
years while maintaining the “hold
harmless” provisions that protect
low-income persons in Medicare
Part B.
Like the financing of Medicare
Part B, beneficiaries pay roughly onefourth of the total Medicare Part D
premium cost. Taxpayers pay for the
remainder, mostly through drawdowns of general federal revenues,
but also partly through state government transfers.
The Heritage Foundation CDA
estimates that raising the Medicare
beneficiary’s Part D contribution to
35 percent would save $8.0 billion
over five years.
Perhaps the leading policy
alternative is to give the Secretary
of HHS the power to “negotiate”
directly with drug companies or, in
other words, to fix Medicare prices
for drugs in much the same way
Medicare sets prices for benefits
under Part A and Part B. However,
this would not secure lower drug
prices unless accompanied by
restrictive formularies that deny
Medicare patients access to the current range of drugs.
Such a policy is as unnecessary
as it is undesirable. While Medicare
Part D spending is going to increase

43. U.S. Office of Management and Budget, Living Within Our Means, pp. 38–39. The $25 deductible increase would also be applied in 2019 and 2021 for new
beneficiaries. Note that the Part B deductible is very low: $162 in 2011.
44. While advocating the same general policy, analysts at the American Enterprise Institute would go further and raise both Part B and Part D premiums to cover
40 percent of the program costs. Dr. William Galston, a former adviser to President Bill Clinton, and Maya MacGuineas of the New America Foundation would
raise the standard premium from 25 percent to 35 percent for “upper-income” retirees only. Henry J. Kaiser Family Foundation, “Comparison of Medicare
Provisions.”
45. While many conservative critics, including The Heritage Foundation, opposed the creation of a universal drug entitlement, few if any objected to the private
delivery of drug coverage through a competitive system.
46. Today, about 19 percent of all Part D beneficiaries receive a “retiree drug subsidy” for drug expenses under their employers’ plans. The PPACA eliminated the
employer tax deduction for drug costs reimbursed by Part D. Thus, the Medicare Trustees project that the retiree drug subsidy program for employment-based
coverage will decline to about 2 percent in 2016. 2011 Medicare Trustees Report, p. 179.
47. Medicare Payment Advisory Commission, Medicare Payment Policy, March 2011, p. 15, at http://www.medpac.gov/documents/Mar10_EntireReport.pdf
(September 19, 2011).
48. 2011 Medicare Trustees Report, p. 139, Table III.C19.
49. Shatto, “Medicare Unfunded Obligations.”
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substantially, particularly with the
acceleration of the baby boomers’
retirement, a competitive system of
private delivery has controlled premium costs. In a stunning reversal
of health spending trends, intense
competition in the private delivery
of drug benefits has reduced the projected premium increases for 2012.
Altogether, Part D has experienced
a 44 percent reduction in projected
premium costs since the inception of
the program.50
In addition to the Heritage plan
for Medicare reform, the Medicare
recommendations of the Coburn–
Lieberman proposal, the Bipartisan
Policy Center, and the CATO
Institute offer similar approaches to
Medicare Part D.
Step 5: Cut taxpayer subsidies
for the wealthiest beneficiaries.
Medicare does not impose uniformity, either in financial obligations
or in the provision of benefits, but it
does allow for special or more generous assistance for low-income beneficiaries or persons with special needs.
For example, the program provides
for Medicaid funding of benefits for
“dual-eligibles,” who comprise 18 percent of the Medicare population. It
preserves the “hold harmless” provisions in Medicare Part B and provides additional taxpayer subsidies
for low-income persons in Part D.
In the Medicare Modernization
Act of 2003 and the PPACA, Congress
enacted income-based premium
payments. Under current law, individuals with annual incomes above
$85,000 and couples with incomes
above $170,000 must pay higher

premiums. Depending upon the
income level above these thresholds,
enrollees will pay 35 percent, 50 percent, 65 percent, or 80 percent more
than enrollees who pay the standard
premiums.
In 2011, for example, the standard
monthly Part B premium is $115.40,
but an upper-income enrollee in the
35 percent income category pays
$161.50, and an enrollee in the 80
percent category pays $369.10. For
the drug benefit, the standard premium is $30.76, but an upper-income
enrollee in the 35 percent income
category pays an additional $12 premium, and one in the 80 percent category pays an additional $69.10.51
The Best Policy: Tighten the
current income thresholds, index
them to inflation, and completely
phase out taxpayer subsidies for
the wealthiest retirees. Rather
than pursue an old-fashioned “soak
the rich” tax policy, Congress
could gradually reduce Medicare
subsidies beginning at an annual
income of $55,000 for individual
retirees—roughly $12,000 above
the average annual income for an
American worker—and $110,000
for couples. Subsidies would be
phased out gradually at 1.8 percent
per year for every additional $1,000
in income above the threshold.
Taxpayer subsidies would be phased
out entirely at $110,000 for single
retirees and $165,000 for couples.
Unsubsidized wealthy individuals
and couples—about 3 percent of the
Medicare population—could still
enroll in Medicare, pay premiums,
and secure the pooling advantages of

guaranteed-issue, community-rated
health insurance.
The Heritage Foundation CDA
estimates that reducing and phasing
out taxpayer subsidies for the wealthiest retirees would save $204.1 billion
over five years. (See Appendix A.)
The proposed income range for
reduced taxpayer subsidies is an
improvement over current law. In
sharp contrast to the “cliff” effects
of current law, in which retiree costs
increase over four income categories, the income thresholds for the
phaseout of taxpayer subsidies are
far more gradual and less disruptive
and would be indexed to inflation as
measured by the Consumer Price
Index. Under current law, the existing income thresholds ($85,000 for
an individual and $170,000 for a couple) are locked in place without any
indexing until 2019, guaranteeing
that they will capture a progressively
larger numbers of beneficiaries.
In the past, eliminating a federal entitlement for any class of
Americans would have been unthinkable, but conditions have changed.
While predicting the shape of any
future entitlement reform is impossible, a bipartisan consensus, with
recent support from President
Obama, is already emerging on
expanding Medicare “means testing.”52 In the face of exploding
entitlement costs and mounting debt,
Congress should not force struggling
taxpayers to continue to subsidize
the wealthiest retirees.
Step 6: Preserve patient access
to physician care. For many physicians, the conditions of their medical

50. Pharmaceutical Research and Manufacturers of America, “Statement on Medicare Part D,” August 4, 2011, at http://www.phrma.org/media/releases/phrmastatement-medicare-part-d-0 (September 19, 2011).
51. 2011 Medicare Trustees Report, pp. 219–221.
52. Janet Adamy, “Debt Deal May Hit Medicare” The Wall Street Journal, August 2, 2011.
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practices are deteriorating. Not only
have they received little or no relief
from flawed medical liability laws in
many states, but they are also increasingly dependent on unstable and inequitable government payment schemes.
In Medicare, their payment is determined by a bizarre and complex fee
system (the Resource-Based Relative
Value Scale) that is reinforced by
price controls on medical services
and updated by the unworkable
Sustainable Growth Rate formula,
which annually prescribes draconian
cuts.53 In 2012, implementing the SGR
formula would cut payments to physicians treating Medicare patients by
29.4 percent.
IN 2012, IMPLEMENTING THE SGR
FORMULA WOULD CUT PAYMENTS
TO PHYSICIANS TREATING MEDICARE
PATIENTS BY 29.4 PERCENT.

While Congress usually blocks its
own payment update formula from
going into effect, the SGR remains
on the books. Meanwhile, American
doctors, already faced with declining
incomes, are trying to serve Medicare
patients while dealing with the

aggravation of Medicare’s lower reimbursement and the heavier burdens of
an increasingly oppressive regulatory
regime. The PPACA made the bureaucracy even more top-heavy by imposing new compliance rules and financial penalties and creating a powerful
board to recommend even more cuts
in provider payments.54 Not surprisingly, demoralized American physicians are declaring their intention
to change or reduce their Medicare
practices.55
The Best Policy: Freeze physician payment for five years, end
the SGR entirely, and transition to
a premium support model. Ideally,
Congress should establish a new
standardized payment, indexed to
the general level of inflation. However,
because of the enormity of the
out-year costs and the high price of
repeated congressional failure to fix
the payment system, freezing physician payment for five years is the most
practical among a variety of painful
options.
For 2012 through 2016, CBO
estimates the cost of such a freeze
at $108.9 billion.56 Congress should
sunset the SGR system entirely in five
years as part of a transition to a new

Medicare premium support program.
In the meantime, if certain medical specialties or services merit an
increase or a decrease in any given
year, the Medicare Payment Advisory
Commission could recommend
changes to Congress based on a market survey of physician services, and
Congress could enact them on an
expedited basis. With a full transition to a premium support system,
Medicare fee for service would compete with other plan options, and the
newly created Centers for Medicare
and Medicaid Innovation (CMI) could
devise an appropriate physician fee
schedule and payment update system for doctors who wish to participate, thus enabling traditional FFS
Medicare to respond effectively in a
competitive system.57
Most of the conventional SGR fixes
are costly. For example, using the
Medicare Economic Index to update
the fee schedule, an index of the costs
of providing a medical service, would
cost an estimated $116.4 billion over
five years and $358 billion over 10
years. A mere 2 percent update would
cost $388.5 billion over 10 years.58
The Heritage Foundation CDA
estimates that a zero percent update

53. Under the SGR formula, Medicare physician payment updates are tied to an expenditure target. The target itself is set by a number of factors, most
importantly the growth in the volume of physician services relative to the growth in the national economy. If physician spending exceeds the target, the
payment update is reduced. If physician spending is less than the target, the payment update is increased. In recent years, the physician spending has
exceeded the targets set by the SGR formula, and the budgetary effect is cumulative.
54. For a concise account of the Independent Payment Advisory Board, see Robert E. Moffit, “Obamacare and the Independent Payment Advisory Board: Falling
Short of Real Medicare Reform,” Heritage Foundation WebMemo No. 3102, January 19, 2011, at http://www.heritage.org/Research/Reports/2011/01/Obamacareand-the-Independent-Payment-Advisory-Board-Falling-Short-of-Real-Medicare-Reform.
55. An August 2010 survey sponsored by the Physicians Foundation found that 67 percent of doctors expressed a “very” negative or “somewhat” negative view of
the PPACA and that 87 percent said that they would close or restrict their existing Medicare practices. Press release, “Nation’s Frontline Physicians Unhappy
with Health Care Reform Measures,” Physicians Foundation, November 18, 2010, at http://www.physiciansfoundation.org/PressReleaseDetails.aspx?id=250
(September 19, 2011).
56. Ibid.
57. Under the PPACA, the CMI is already authorized to conduct 20 payment and delivery demonstrations. See Stuart Guterman, Karen Davis, Kristof Stremkis,
and Heather Drake, “Innovation in Medicare and Medicaid Will Be Central to Health Reform’s Success,” Health Affairs, Vol. 29, No. 6 (June 2010), p. 1190.
58. Congressional Budget Office, “Medicare’s Payment to Physicians: The Budgetary Impact of Alternative Policies,” updated June 16, 2011, p. 4, Table 3, at http://
www.cbo.gov/ftpdocs/122xx/doc12240/SGR_Menu_2011.pdf (September 19, 2011).
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to the SGR would cost $109.0 billion
over five years. (See Appendix A.)
If Congress decides to freeze or
slow physician payment growth below
the historical rate of growth in health
spending, that payment decision
should be combined with two key
policy changes.
First, doctors should be allowed to
charge more than the capped amount
of physician reimbursement, as they
were before Congress changed the law
in 1989.
Second, if physicians decide to
charge more than the government
reimbursement, they should be
required to disclose their prices and
fees for medical services beforehand.
Price transparency, which facilitates
robust price competition among doctors and specialists, would be the legal
precondition for balanced billing of
Medicare patients.
In expanding patient access,
Congress should also defy special-interest hospital lobbying by
repealing the current restrictions
on Medicare payments to physician-owned specialty hospitals. As
Professors Michael Porter of Harvard
University and Elizabeth Teisberg
of the University of Virginia note,
“Specialty hospitals that track and
report their outcomes, demonstrate
good results, and use evidence-based
standards will drive significant
value improvements in health care
delivery.”59
Another key change in Medicare
physician payment policy would be

the repeal of Section 4507 of the
Balanced Budget Act of 1997. Under
this provision, a doctor may contract
privately with a Medicare patient only
if the doctor signs an affidavit to that
effect, transmits the affidavit to the
Secretary of HHS within 10 days of
the agreement, and agrees to refrain
from treating and submitting claims
for all other Medicare patients for a
period of two years.60
A POLICY THAT STABILIZES MEDICARE
PAYMENTS AND MAXIMIZES THE
FREEDOM OF DOCTORS AND PATIENTS
WOULD GUARANTEE ACCESS TO CARE
FOR MEDICARE PATIENTS.

At the time of its enactment,
Clinton Administration officials
absurdly claimed that Section 4507
liberalized private contracting in
Medicare. In fact, it imposed an
unprecedented and unique restriction on the right of Medicare patients
to spend their own money on lawful medical services provided by a
doctor of their choice. Mark Pauly, a
prominent health care economist
at the University of Pennsylvania,
has observed: “In contrast to people
with private insurance, people on
Medicare cannot pay with their own
money for something that is more
medically valuable to them than it is
to the Medicare bureaucracy.”61
Even British physicians can treat
patients either privately or through
the British National Health Service

without any similar restrictions.
American physicians should be able to
do so as well. A policy that stabilizes
Medicare payments and maximizes
the freedom of doctors and patients
would guarantee access to care for
Medicare patients.
Step 7: Raise the age of eligibility to 68. When Social Security
was enacted in 1935, the average
life span was 62, and Congress and
the Roosevelt Administration set
the normal retirement age at 65.
When Congress and the Johnson
Administration enacted the Medicare
program in 1965, they retained the
normal retirement age of 65 as the
age of eligibility for Medicare, but
the average life span in 1965 had
increased to 70.2 years. By 2009, the
average life span was 78.2 years, and
it is expected to reach 80.7 years in
2030.62
Under current law, the normal
retirement age for Social Security is
already being raised to 67. During discussions with congressional leaders
on raising the debt ceiling, President
Obama briefly joined a growing consensus of independent analysts who
support raising Medicare’s age of eligibility to 67.63 This was a key feature
of the 1999 Breaux–Thomas Medicare
reform. The American Enterprise
Institute, Representative Paul Ryan
(R–WI) and Alice Rivlin, William
Galston and Maya MacGuineas, and
Senators Tom Coburn and Joseph
Lieberman also have proposed this
reform.

59. Michael E. Porter and Elizabeth Olmstead Teisberg, Redefining Health Care: Creating Value-Based Competition on Results (Boston: Harvard Business School Press,
2006), p. 359.
60. Robert E. Moffit, “Congress Should End the Confusion over Medicare Private Contracting,” Heritage Foundation Backgrounder No. 1347, February 18, 2000, at
http://www.heritage.org/research/reports/2000/02/congress-shouldend-the-confusion-over-medicare-private-contracting (September 19, 2011).
61.

Pauly, “What If Technology Never Stops Improving?” p. 1250.

62. U.S. Census Bureau, National Population Projections, Summary Table 10.
63. Adamy, “Debt Deal May Hit Medicare.” However, the President did not include the recommendation to raise the age of eligibility in his September 2011 deficit
reduction proposal.
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The CBO estimates that raising
Medicare’s age of eligibility to 67,
increasing the age of retirement by
two months every year starting in
2014, would save $18.2 billion over five
years (2012–2016) and $124 billion
over 10 years (2012–2021).64
The Best Policy: Raise the
normal age of eligibility for both
Medicare and Social Security to
68 over 10 years and thereafter
index the eligibility age to longevity.65 The Heritage CDA estimates that
raising the Medicare eligibility age to
68 at the rate of two months per year
beginning in 2012 would save $52.8
billion over five years and $243.6 billion over 10 years. (See Appendix A.)
IN SHARP CONTRAST TO CURRENT
LAW, CONGRESS SHOULD ENCOURAGE
PERSONS TO KEEP THEIR CURRENT
HEALTH PLANS OR PURCHASE
COVERAGE THAT THEY DETERMINE
BETTER SERVES THEIR NEEDS.

Given the gravity of America’s
fiscal challenge, increasing life
spans, and the opportunities that
demographic changes present to
retain the talents of older workers,
Congress should address the normal
age of retirement more aggressively.
Congress should also provide significant tax advantages to those who
work beyond the normal retirement
age. Under the Heritage tax reform
proposal, any person working beyond

the normal retirement age, regardless of income, would automatically
qualify for an annual $10,000 tax
deduction.66
Beyond Heritage’s tax deduction
proposal, Congress could consider
other ways to encourage older workers to remain active and productive in
the labor force and stay in employerbased insurance. One way would be
to repeal the 10 percent penalty for
late enrollment in Medicare Part B for
otherwise Medicare-eligible persons
who remain in employment-based
health plans. As Walton Francis has
observed:
This penalty is imposed even if
the enrollee is covered by comprehensive insurance and the
possibility of adverse selection is
remote. Lifting this restriction for
those covered by comprehensive
plans would induce more elderly
to remain in employer-sponsored
retirement plans, thereby directly
reducing Medicare costs.67

Another approach is to eliminate
the Medicare and Social Security payroll taxes entirely, for both employers
and employees, for workers who work
beyond normal retirement age. The
federal retirement benefits for workers who work beyond retirement age
would be based only on their earnings
before normal retirement age.
Along with the payroll tax cut, the
employer offering health insurance
should receive a fiscally responsible

government contribution to partially offset the cost of the employer’s
health plan or the plan chosen by the
worker. Of course, with a transition
to full premium support, any retired
or employed worker would receive a
standard government contribution to
the plan of his or her choice. In sharp
contrast to current law, Congress
should encourage persons to keep
their current health plans or purchase coverage that they determine
better serves their needs.
Step 8. Introduce a co-payment
to Medicare home health care.
Medicare pays home health agencies to provide services for beneficiaries in their homes, such as skilled
nursing services, certain rehabilitation therapies, and the services
of home health aides. There is no
cost-sharing requirement for this
benefit. While less than 10 percent
of Medicare beneficiaries use these
services, usage and the number of
staff visits have sharply increased in
recent years. Understandably, oversight of these agencies has intensified
in search of fraud. Between 2001 and
2009, home health care spending rose
about 10 percent per year, reflecting
a heavier reliance on skilled nursing
and therapy services.68
The Best Policy: Add a co-payment for Medicare home health
services. The CBO has estimated
that enacting a 10 percent co-payment for the total cost of each home
health care episode (the provision of
services for 60 days) would save $14

64. Congressional Budget Office, Reducing the Deficit, p. 45.
65. Butler et al., Saving the American Dream, p. 14. Under the Heritage proposal, the eligibility age for the early retirement option for Social Security would be raised
from 62 to 65.
66. Ibid.
67. Walton Francis, “Using the Federal Employees’ Model: Nine Tests for Rational Medicare Reform,” Heritage Foundation Backgrounder No. 1675, August 7, 2003,
p. 4, at http://www.heritage.org/Research/Reports/2003/08/Using-the-Federal-Employees-Model-Nine-Tests-for-Rational-Medicare-Reform (September 19, 2011).
See also Francis, Putting Medicare Consumers in Charge, pp. 98–99.
68. Medicare Payment Advisory Commission, Health Spending and the Medicare Program, June 2011, pp. 128–129, at http://www.medpac.gov/documents/
Jun11DataBookEntireReport.pdf (September 26, 2011).
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billion over the first five years and
more than $40 billion over 10 years
(2012–2021).69 This a better policy
than current law, with the $36 billion
in 10-year savings from the PPACA’s
reductions in home health care
payments.70
The Heritage CDA estimates that
enacting a 10 percent co-payment
would save $16.7 billion over five
years. (See Appendix A.)
Promoting beneficiary cost-consciousness is far better than enforcing
punitive payment reductions. Under
the PPACA, these agencies face new
payment caps, tighter payment formulas, and a 1 percent reduction in
their market basket updates each year
for four years.71 The Congressional
Research Service estimates that current law could slow the growth in
Medicare home health payments to
zero.72

Conclusion

Medicare reform is not an option;
it is a necessity. Americans face an
unfunded Medicare liability of almost
$37 trillion because politicians have
made promises to beneficiaries that
they cannot keep. Without reform,
taxpayers will be saddled with crushing taxes or Medicare patients will
suffer savage reductions in access to
care as the Medicare bureaucracy
relentlessly ratchets down payments
to doctors and hospitals to control
costs.
Real reform is a test of leadership.
It should be done carefully, correctly,

and in stages. For example, during
the five-year transition to premium
support, Congress should change
the existing Medicare program by
adding a catastrophic benefit, gradually and modestly increasing beneficiary premium payments, expanding
Medicare’s policy of tying taxpayer
subsidies to income, raising the age of
eligibility, and taking steps to preserve patient access to physician care.
After the five-year transition period, the second stage of reform should
preserve the fee-for-service option
while transforming Medicare into
a robust system of consumer choice
and competition, broadly using the
premium support financing that characterizes the popular and successful
Medicare Part D and the FEHBP.
Whether or not the Joint
Committee on Deficit Reduction fulfills its obligation to rescue America
from dangerous levels of spending
and debt remains to be seen, but the
financial condition of the current
Medicare program is deteriorating,
and current policy is threatening
seniors’ access to care. The serious
Medicare reform required to reverse
this course will be difficult and painful, but a congressional failure to act
will only make the task harder and
even more painful.
—Robert E. Moffit, Ph.D., is
Senior Fellow in the Center for
Policy Innovation at The Heritage
Foundation.

69. Congressional Budget Office, Reducing the Deficit, p. 48.
70. Elmendorf, letter to Speaker of the U.S. House of Representatives Nancy Pelosi, Table 5.
71.

Patient Protection and Affordable Care Act, Public Law 111–148, § 3131.

72. Patricia A. Davis, Jim Hahn, Paulette C. Morgan, Holly Stockdale, Julie Stone, and Sibyl Tilson, “Medicare Provisions in PPACA (P.L. 111–148),” Congressional
Research Service Report for Congress, April 21, 2010, p. 60, at http://www.ropesgray.com/files/upload/CRSMedicare.pdf (September 19, 2011).
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Appendix A
Projected Five-Year Medicare Savings

Medicare Reform Projections
Change in Net Outlays, in Billions of Dollars
Add Catastrophic Plan, New Spending
Enhanced Means Testing*
SGR 0% Update
Increase Elgibility Age to 68 (2 Months per Year Starting 2012)**
10% Home Health Co-Payment
Premium for Part A
Increase Minimum Part B Premium to 35% of Program Costs
Increase Minimum Part D Premium to 35% of Program Costs
Total Change in Net Outlays

2012

2013

2014

2015

2016

2012–2016

8.0
–36.3
12.1
–3.1
–2.6

8.2
–38.5
19.1
–6.6
–2.6

8.4
–40.9
22.9
–10.4
–3.6

8.6
–42.9
26.1
–14.2
–3.8

8.8
–45.5
28.8
–18.4
–4.1

42.1
–204.1
109.0
–52.8
–16.7

18.2
3.5
1.0

18.8
8.3
1.0

19.4
13.4
1.0

20.0
19.5
2.0

20.5
26.4
3.0

97.0
71.1
8.0

–44.6

–48.6

–57.4

–67.7

–80.3

–298.6

Note: Projections shown are based on repealing the Patient Protection and Affordable Care Act of 2010 (PPACA), and thus are based on the Medicare baseline
prior to passage of PPACA.
* The premium support payment is phased out at a rate of 1.8 percent for every additional $1,000 for singles beginning at $55,000 and couples beginning at
$110,000. The premium support payment is completely phased out by $110,000 for singles and $165,000 for couples.
** Does not include changes in spending for Medicaid or the premium tax credits.
Source: Calculations by the Center for Data Analysis, The Heritage Foundation.
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Appendix B
Methodology
When available, the Center for Data Analysis used and
updated analyses of reform proposals prepared by the
Congressional Budget Office, such as projections on the
effects of some policy changes in Medicare. For analysis
of the impact of tax changes, the CDA used its tax and
health care models.
In December 2006, the CBO estimated that a premium support program with competitive bidding could
reduce Medicare expenditures by 8 percent to 11 percent, although it would not significantly affect underlying spending growth.73 Another study on the benefits of
consumer choice through such approaches found that
Medicare spending would fall by 8 percent as a result of
choice and competition.74
Wealthier seniors contribute more toward their health
care under this plan. The CDA used the March 2011
Current Population Survey to estimate how many seniors
have adjusted gross income in excess of the phaseout
thresholds. Under the plan, the value of the premium
contribution is reduced by 1.8 percent for each $1,000
in excess of the phaseout level. The CDA estimates that

more than 9 percent of seniors have income in excess of
the phaseout threshold.
Revenues from the new Part A premium were determined by multiplying the number of Part A beneficiaries
by the premium. The new premium was set so that the
total revenue generated would offset the average deficit
for Part A during the five-year transition window (2012–
2016), while the number of estimated beneficiaries during the same period is from the 2011 Medicare Trustees
Report.
The net new spending required to reform Medicare’s
Sustainable Growth Rate mechanism is from a CBO scoring of a 0 percent update of the SGR through 2021.75
Other changes in Medicare, including the increase in
the eligibility age and higher Part B and Part D premiums,
have scoring estimates based on the CBO. Savings in raising the retirement age would be higher with other changes in public policy, such as Medicaid reforms and repeal
of Obamacare. Where possible, the CDA scores of these
changes closely match CBO estimates.76

73. Congressional Budget Office, “Designing a Premium Support for Medicare,” December 2006.
74. Robert F. Coulam, Roger Feldman, and Bryan E. Dowd, Bring Market Prices to Medicare (Washington, D.C.: AEI Press, 2009).
75. For more details of the estimate, see Congressional Budget Office, “Medicare’s Payment to Physicians.”
76. Congressional Budget Office, Reducing the Deficit, and Congressional Budget Office, Budget Options, Vol. 1, Health Care, December 2008, at http://cbo.gov/
ftpdocs/99xx/doc9925/12-18-HealthOptions.pdf (September 22, 2011).
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