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Preface

Our growing national debt has dropped out of the headlines
recently—but that doesn’t mean that the problem has gone away.
The “official” national debt recently topped $18 trillion and is pro-
jected to reach $26.5 trillion within 10 years. Worse, if you include
the unfunded liabilities of Social Security and Medicare, our real
indebtedness exceeds $90.5 trillion.

Yet despite those undeniable facts and figures, politicians from
both parties continue to avoid taking serious responsibility and
action when it comes to the difficult decisions that must be made.
Democrats tend to believe that higher taxes, especially on the rich,
can solve everything. Republicans are more likely to view spend-
ing as the problem, but they rely on cuts to domestic discretionary
programs that fall far short of what is needed to really deal with the
issue.

Social Security, Medicare, and Medicaid alone account for 47 per-
cent of federal spending today, a portion that will only grow larger
in the future and will increase more rapidly with the government’s
newest entitlement program—Obamacare. The simple truth is that
there is no way to address America’s debt problem without reform-
ing entitlements.

As you read this book, I urge you to keep a couple of points in
mind. First, the book focuses on our growing national debt, both
explicit and implicit. It does so because debt is a particularly insidi-
ous form of taxation without representation. We reap the benefits
of government spending today, while passing on the obligation to
pay for those benefits to future generations that have no vote on the
matter. But the reader should not lose sight of the fact that deficits
and the debt are really just symptoms of a much bigger and more
important problem—a government that has grown too big and
spends too much.
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GOING FOR BROKE

For example, despite the focus on debt, we might actually be bet-
ter off with a federal budget that spent only $1 trillion per year but
ran a small deficit than we are with our current $3.5 trillion budget,
even if the current level of spending was fully paid for. In theory,
although probably not in practice, we could raise taxes enough to
balance the budget (at least in the short run), but that is unlikely to
make us better off.

Of course, if we spent less, we would likely have smaller deficits
and ultimately lower debt. Indeed, my Cato colleague Dan Mitchell
often points out that the only thing required to reduce the debt is
for government to grow at a slower rate than does the overall econ-
omy. If government spending grows at 2 percent, while the economy
grows at 3 percent, the debt would shrink as a percentage of gross
domestic product.

Needless to say, government has not generally been growing
slower than the economy—hence, our problem. And as spending—
driven by entitlement programs—begins to rise even more rapidly
in the not-so-distant future, we are only going to fall deeper in
debt. Thus, debt may be thought of as the canary in the coal mine,
a warning of the problems that stem from a big government grow-
ing still bigger.

Debt certainly has a cost. The Congressional Budget Office, for
instance, estimates that our children will be $2,000-5,000 a year
poorer because the growing debt will slow economic growth. But
a government grown too large has a cost too, regardless of how it
is financed.

That cost shows up first in reduced economic growth, fewer jobs,
reduced take-home pay, and less overall prosperity. In an era of glo-
balization, when Americans must compete on an international basis,
taxation and regulation act as an anchor on American productivity
and competitiveness. The resources that government extracts from
the private sector to pay for itself are resources that are unavailable for
the private sector’s use in producing more goods and services. When
the federal government takes money out of our pockets, we have less
money to spend or save. When the federal government takes money
from business, it has less money for investment, research, or work-
ers’ wages.

Second, big government undermines the “bourgeois virtues”
that are necessary to a democratic and civil society. Big-government
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conservatives believe that government can make us virtuous. In
reality, the opposite is true. When government assumes more and
more responsibility for our lives, we have less and less reason to
be virtuous. We are, in effect, protected from the consequences of
nonvirtuous behavior. And the results are readily apparent. As
government has grown, our society has become less likely to work
and save, more intemperate and less concerned with the conse-
quences of its actions, less self-reliant, and even less compassionate
toward others.

And finally, and most important, big government is antithetical to
freedom. Every new government program reduces our freedom just
a little bit more. We are less free to manage our own lives, to decide
for ourselves how to spend our money, to go into business, to plan
for our retirement, to take care of our health, or to educate our chil-
dren. As Ronald Reagan so correctly pointed out: “Man is not free
unless government is limited. . . . As government expands, liberty
contracts.”

The size of the debt and its impact discussed in this book are truly
frightening. But we should never forget that our true mission should
always be to reduce the size, cost, and intrusiveness of government.
That, ultimately, is the only way to ensure both economic growth
and personal liberty.

A second point about this book is that throughout, I refer to the
national debt as being roughly $18 trillion. That amount is the “offi-
cial” national debt according to the Treasury Department. It is also the
debt most frequently cited by the news media. As discussed within,
it is derived by combining “debt held by the public” ($13 trillion)
with “intragovernmental debt” ($5 trillion).

However, it should be noted that there is considerable debate
among economists as to whether that is the best and most accu-
rate debt figure to use. Many economists would prefer to use
only “debt held by the public,” sometimes referred to as net debt
(with the $18 trillion figure referred to as gross debt). Others
argue that neither figure accurately reflects the U.S. fiscal bal-
ance since neither considers the “asset” side of the ledger, such
as the value of federal lands and offshore oil leases. Still oth-
ers favor generally acceptable accounting principles, or some
functional equivalent, under which future unfunded liabilities
should be fully included.

ix
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I am satisfied with my decision to use the official debt of $18 trillion.
Whatever number you choose to rely on, we can all agree that our debt
is much too large.

Moreover, no one should focus too heavily on specific numbers in
this book. The figures provided are the most accurate available as of
January 2015, but the federal budget is a moving target. By the time
you read this book, those figures will undoubtedly have changed.
They won’t have gotten any smaller, though.

Finally, no book like this could possibly be the work of just one per-
son. I owe a considerable debt of gratitude to all those who helped
bring it from concept to fruition. First, a great many unsung heroes
contributed to the research that shows up in these pages. In particu-
lar, I would like to thank my interns Sulin Oh and Maria Iribarren,
who spent countless hours at libraries, scouring the Internet, fact-
checking, and meeting all sorts of my unreasonable demands.

I also want to thank John Samples, the Cato Institute’s pub-
lisher, for his assistance and guidance throughout the process.
Thank you, as well, to my copyeditor, Joanne Platt of Publications
Professionals LLC, for turning my mangled syntax into under-
standable prose. In addition, I need to acknowledge Cato’s crack
publication team, especially David Lampo and Pat Bullock, as
well as Robert Garber, our indefatigable marketing director.

Simple acknowledgment is insufficient to express my gratitude
for the contribution of my research associate and collaborator
Charles Hughes. Charlie’s contributions are reflected on virtually
every page. It is virtually impossible to overstate his importance to
this project. Let me just say that without his help, this book would
never have seen the light of day.

Finally, my most heartfelt thanks go to my wonderful wife, Ellen.
Every step along the way, she provided encouragement, guidance,
and critical review. To say that I could not have written it without
her is a clear understatement. Even more important, she never stops
reminding me that public policy is not about economic or philo-
sophical abstractions but about the lives and futures of real people.
That is a good lesson for us all.



1. The Coming Financial Crisis: It's Worse
Than You Think

Imagine that one night you gather your family around the kitchen
table to discuss your household budget. The first thing you all real-
ize is that every week you are spending more than you and your
wife are bringing in. You've simply been borrowing the rest and liv-
ing off your credit cards for years. And, of course, you have nothing
put away for unexpected expenses, like those remedial lessons your
son will need, your daughter’s orthodontics, or that leaky roof you
don’t know about yet.

As a result, your credit card bills now total more than your entire
annual income. On top of that, you've promised to pay for your
children’s college education, but so far you haven’t put away any
money to pay for it. There’s also the matter of your aging parents;
caring for them will require still more time and money. Fulfilling all
your future obligations will cost you thousands of dollars that you
just don’t have.

On the other hand, things have actually improved a bit lately. You
got a small raise at work, so you are bringing home more money.
And you stopped getting that morning double latte, so you've man-
aged to slow your spending a little too. Of course, you still spend
a lot more than you make, but that situation was even worse a few
months ago.

So after a bit of discussion, you decide that now is the ideal time
to go out and buy a new car.

If the U.S. government were a family, that’s pretty much the situa-
tion it would find itself in.

Let’s start with the good news. According to the Congressional
Budget Office (CBO) the United States ran a budget deficit of only
$483 billion in 2014. This year is projected to be even lower, just
$469 billion.! That might not seem like such good news—we are
still spending more than we take in—but it is actually a big
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improvement. From 2009 to 2012, federal budget deficits exceeded
$1 trillion per year.

Of course, we shouldn’t get too excited by the improvement. Just
as a family has unexpected expenditures that haven’t been budgeted
for, so does the federal government. Natural disasters or military
actions, for example, could increase spending. So total spending in
2015 could be higher than projected.

More important, lower deficits are purely temporary. By next year,
they are expected to begin growing rapidly again, particularly when
vast entitlement programs like Social Security, Medicare, Medicaid,
and the new health care law begin to grow more rapidly after the
next decade. By 2024, deficits will again approach $1 trillion and will
continue to rise in the decades that follow.

As with our hypothetical family, all that borrowing eventually
adds up. For the U.S. government, ongoing budget deficits have
resulted in an official national debt of more than $18 trillion as of
January 2015.2 The most recent data from 2014 showed that this debt
exceeded 101 percent of gross domestic product (GDP) (the value of
all goods and services produced in this country over the course of a
year). For your family, that would be the equivalent of your credit
card debt exceeding your annual salary.

And if you think that’s bad, it only gets worse from here.

Remember that promise you made to pay for your kids” education
and resettle your parents? Our government has equivalent prom-
ises. Social Security, Medicaid, and Medicare have legally promised
benefits to future beneficiaries, but the government lacks the funds
to make good on those promises. Trying to do so would take more
money than the government has. In fact, by 2050, those three pro-
grams alone are expected to consume more than three-quarters of
every dollar that the federal government raises in taxes.? Interest on
the debt will be equal to 27 cents of every tax dollar at that point,
even under an optimistic baseline scenario. As a result, nothing is left
to pay for everything else that the government does, from domestic
programs to national defense.

The Deficit

In 2009, our federal budget deficit hit $1.4 trillion, the largest
deficit in postwar history. Since then, the budgetary situation has
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improved to some degree. The Troubled Asset Relief Program,
which provided funding to bail out the big banks, auto manufactur-
ers, and others, has largely been repaid. The stimulus bill passed in
2009 has mostly run its course. The sequester, imposed in 2013, has
reduced the growth in expenditures and, despite being partially
rolled back later that year, may continue to do so in the future. In
addition, some countercyclical expenditures have declined as the
recession ended and the unemployment rate declined. As a result,
the budget deficit could bottom out this year at just $469 billion.

Of course, the good news is relative. Even at the deficit’s low
point in 2015, the federal government will still be borrowing
almost 13 cents out of every dollar that it spends. Moreover, as
noted above, declining deficits are just a temporary phenomenon.
As Figure 1.1 shows, deficits will begin climbing again as soon as
2016. By 2024, they will approach $1 trillion and soon reach astro-
nomical levels.

Figure 1.1
HistoricAL AND PROJECTED BUDGET DEFICITS, 1972—-2089

70

35
30
25

20 — Historical deficits

15 Projected deficits

Percentage of GDP

10
5

0
1972 1984 1996 2008 2020 2032 2044 2056 2068 2080

Year

Source: Congressional Budget Office, “Updated Budget Projections: 2014
to 2024,” April 14, 2014; Congressional Budget Office, “The 2014 Long-Term
Budget Outlook,” Alternative Fiscal Scenario, July 2014.

Norte: This uses the alternative fiscal scenario for years beyond 2024.
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Looking at the deficit from another angle, federal spending has
averaged 20.5 percent of GDP for the past 40 years, whereas rev-
enues have averaged roughly 17.3 percent (see Figure 1.2).* Because
we have been spending more than we have taken in, we have had a
structural deficit equal to the difference, about 3 percent of GDP on
average.

In recent years, that deficit has grown bigger. Revenues
declined, reaching a low of 14.6 percent of GDP in 2010, the low-
est percentage since 1950. That decline was in part due to the Bush
tax cuts of 2001 and 2003 and, more significantly, to the onset
of the recession in 2008. Most recently, as the economy began to
recover, revenues crept upward, reaching 17.5 percent of GDP
by 2014. In addition, as part of the fiscal cliff deal, the Bush tax
cuts were repealed for families earning more than $400,000 per
year, and a temporary two-year reduction in the Social Security
payroll tax was allowed to expire. A number of additional taxes,
especially those included in the Affordable Care Act, also took
effect in 2013. As a result, the CBO estimates that revenues will
continue to recover, eventually stabilizing at around 18.1 percent
of GDP until at least 2024.

At the same time, during the final years of the Bush adminis-
tration and early in the Obama administration, spending signifi-
cantly outpaced revenue, leading to large annual budget deficits.
However, as noted, we are currently experiencing a tiny bit of good
news . .. or at least, better news. Winding down the Troubled Asset
Relief Program and the stimulus spending, in combination with
other efforts to restrain spending, has reduced spending in 2014
to 20.4 percent of GDP.’ Spending is expected to grow slightly as a
proportion of the economy this year, reaching 20.9 percent of GDP
in 2015.

But that better news won’t last. Once spending for Social Security,
Medicare, Medicaid, and the Affordable Care Act really kicks in after
the next decade, spending will again begin to rapidly escalate. The
result will be a growing gap between revenues and expenditures,
deficits the likes of which this country has never before encountered.
And although no one believes that it is possible for deficits to remain
on such a trajectory forever, only a fundamental change in budget
policy can avert it.
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Figure 1.2
HisTORIC SPENDING VS. REVENUE, SELECTED YEARS
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Source: Congressional Budget Office, “Historical Tables,” July 25, 2014;
Congressional Budget Office, “An Update to the Budget and Economic
Outlook: 2014 to 2024,” August 27, 2014.

The Debt

If rising annual budget deficits represent year-to-year fiscal irre-
sponsibility, the cumulative total of that profligacy is the federal
debt, which has now reached more than $18 trillion. To put that in
perspective: if you earn $1 every second, it would take you a mere
573,400 years to earn enough money to pay off that debt. Or to look
at it another way, that amounts to a debt of $56,496 for every man,
woman, and child in America.® Worse, those figures capture only a
portion of the actual debt we face.

The federal debt can be calculated in several ways (see Table 1.1).
The U.S. government officially classifies its debt in two ways.
The first is “debt held by the public,” which is primarily those
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U.S. government securities that are owned by individuals, corpora-
tions, state or local governments, foreign governments, and other
entities outside the federal government itself. As of January 2015,
debt held by the public exceeded $12.98 trillion and represented
almost 73 percent of GDP, the highest percentage of the economy
since shortly after the end of World War II (see Figure 1.3).”

Figure 1.3
DEeBT HELD BY PUBLIC AND ANNUAL BUDGET DEFICITS,

1974-2014
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Sourcek: Congressional Budget Office, “Historical Tables,” July 25, 2014.

The second classification for federal debt is “intragovernmen-
tal debt,” which consists of the debts that the federal govern-
ment owes to itself, such as monies it owes to the so-called Social
Security Trust Fund. As of January 2015, the more than 100 gov-
ernment trust funds, revolving accounts, and special accounts
held more than $5.10 trillion in debt.® The largest portion of that
debt was held in the Social Security ($2.73 trillion) and Medicare
($287 billion) Trust Funds.” Combining the debt held by the public
and intragovernmental debt produces a total federal indebtedness
of more than $18 trillion.
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Economists consider debt held by the public to be particularly
noteworthy for several reasons. First, debt held by the public
reflects government borrowing from private credit markets. The
government borrowing competes with investment in the non-
governmental sector, leaving less money available for private
investment in such areas as factories and equipment, research and
development, housing, and so on.'” And second, interest on debt
held by the public is paid in cash and creates a burden on current
taxpayers." In contrast, intragovernmental debt holdings typically
do not require cash payments from the current budget, nor do they
present a burden on the current economy.

Intragovernmental debt can also be considered somewhat
“softer” than debt held by the public, since the government
can control when and whether trust fund debt is repaid by, for
example, altering the Social Security benefit formula. But the
federal government cannot simply “write off” intragovernmen-
tal debt as inconsequential. As opponents of Social Security
reform often argue, the securities held by the Social Security
Trust Fund are backed “by the full faith and credit of the U.S.
government.” Eventually, the securities held by the various
trust funds and other accounts will have to be redeemed, just
as if intragovernmental debt were debt held by the public.
Thus, no matter how you treat intragovernmental debt today, its
repayment will ultimately have to be included in any projection
of future government spending (see below).'?

The official national debt, the combination of debt held by the
public and intragovernmental debt, can be considered the equiv-
alent of your family’s credit card debt.”” And as noted earlier, that
debt now totals more than 101 percent of GDP—in other words,
more than the value of our entire annual economy. For your
family, it would mean credit card debt exceeding your entire
annual income.

But, as bad as that situation is, it doesn’t really capture the real
level of debt facing this country. The reason is a third category of
government indebtedness that should also be considered: “implicit
debt.” Like your family’s unfunded promise to pay for your chil-
dren’s education, the government’s implicit debt represents the
unfunded obligations to pay promised benefits for programs such as
Social Security and Medicare.
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We can estimate what those obligations are, of course. We
know roughly how many people will be retired each year in the
future. And we know what benefits must be paid to each of those
retirees under current law. We also know how much money will
be available to pay those benefits, given assumptions about the
number of people working, their expected wages, and the pay-
roll tax rates. Unfortunately, looking at those data, we know
that we will owe more in benefits than we will be bringing in in
taxes. That gap is the “unfunded liability” or “implicit debt” for
those programs.

Implicit debt, of course, represents the “softest” form of debt,
in that there is no legal requirement to pay all the promised
benefits. But “soft” does not mean debt that can be completely
dismissed. Those benefit payments are called for under current
law, and it would take congressional action to change them.
Unless and until Congress does so, those obligations exist. That
is why, for private companies, future promises to pay ben-
efits are generally categorized as debt according to generally
accepted accounting principles and other accounting authori-
ties.!* If the government were required to report its debt in the
same way public companies do, those promises would show up
as debt.

Social Security’s future unfunded obligations now run to more
than $24.9 trillion.”® Medicare’s unfunded liabilities are more diffi-
cult to nail down, in part because of the uncertainty brought about
by the new health care reform law. In 2009, Medicare’s trustees
estimated that the program’s unfunded liabilities were $88.9 tril-
lion.’ Given the recent slowdown in the growth of health care
spending though, those projections have declined dramatically
to just $47.6 trillion.”” But there is reason to be skeptical of that
revised figure. The Centers for Medicare & Medicaid Services, for
example, believes that the spending reductions projected under
health care reform are unrealistic.'®

Thus, the combined federal debt (debt held by public + intragov-
ernmental debt + implicit debt) actually totals at least $90.5 trillion,
equal to more than 500 percent of GDP (Table 1.1). If the cost-saving
measures in Obamacare prove less than effective, it could be even
more, perhaps as much as $130 trillion.
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Table 1.1
TyrEes or U.S. GOVERNMENT DEBT

Type of Debt Definition Amount

U.S. government securities owned by
individuals, corporations, state or local
governments, foreign governments and $12.98 trillion
other entities outside the federal govern-
ment itself

Debt held by
public

Debt the government owes itself; govern-
Intragovernmental | ment securities that are held by govern-
debt ment trust funds, revolving accounts, and
other special accounts

$5.10 trillion

Unfunded obligations of government
programs, such as Social Security and $72.5 trillion
Medicare; benefits promised under current or more

law in excess of anticipated revenue

Implicit debt

Source: Department of the Treasury, “Daily Treasury Statement,”
Wednesday, January 8, 2015; The 2014 Annual Report of the Board of Trustees
of the Federal Old Age and Survivors Insurance and Federal Disability Insurance
Trust Funds (Washington: Government Printing Office, July 28, 2014); The
2014 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and
Federal Supplementary Medical Insurance Trust Funds (Baltimore: Centers for
Medicare & Medicaid Services, July 28, 2014).

Moreover, those projections assume that interest rates on govern-
ment debt remain somewhere near current levels, about 2.1 percent.
The CBO points out that, even at that low rate, interest on the debt
is becoming an ever-larger portion of federal spending. This year,
the federal government will pay $251 billion in interest charges."”
By 2024, those charges will rise to almost $800 billion. Not long
afterward, we will be paying $1 trillion every year just for interest
on the debt.” By 2025, in fact, interest on the debt will be tied with
Medicare as the second-largest line item in the federal budget, trail-
ing only Social Security.”!

And that’s the good news. Interest rates may not stay that low.
It is estimated that every 1 percent increase in interest rates adds
as much as $1 trillion in additional interest payments over the
next decade. Over the past two decades, the average rate of inter-
est on government debt has been roughly 4.4 percent.”? Therefore, if
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interest rates were to return to anything close to traditional levels,
trillions would be added to our future obligations.

It is also worth noting that the International Monetary Fund
(IMF) warns that U.S. budget projections show a strong tendency
to be too optimistic. Using its own stochastic simulation, work
by researchers at the IMF suggests an 80 percent likelihood of the
actual level of debt being higher than the administration’s current
projections.?

Once debt reaches the levels we are currently experiencing, it
holds the potential to slow a country’s economic growth. For exam-
ple, the IMF looked at the relationship between federal debt levels
and economic growth, concluding that from 1890 to 2000, countries
with high debt levels consistently saw their economies grow at
slower rates than those with low debt levels.*

Although it sounds ominous, debt larger than GDP is not a magic
number. Still, a debt as large as we currently face potentially means
fewer jobs and lower wages for American workers today. And with
the debt projected to grow to astronomical levels in the future, we
can expect the economy to slow further still.

That outcome should not be a surprise. In perhaps the most com-
prehensive study of the impact of government debt on the economy,
Douglas Elmendorf, then of the Federal Reserve Board, and Harvard
economist N. Gregory Mankiw listed five possible effects of increas-
ing debt:

* An adverse effect on monetary policy, often leading to inflation
and increases in nominal interest rates, with little impact on the
real interest rate;

* The “deadweight loss of the taxes needed to service that debt;”
* Reduction in the discipline of the budget process;
¢ Increased vulnerability to a crisis of international confidence; and

* The “danger of diminished political independence or interna-
tional leadership.”

Elmendorf and Mankiw note that not each of those effects will
be experienced, nor can the magnitude of each effect be perfectly
predicted, but empirical evidence has shown that some of those con-
sequences can be quite serious and economically undesirable.

10
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First, high debt levels cause inflated interest rates because poten-
tial investors demand greater returns for what they perceive as a
riskier investment. As a result, central bankers may increase the
money supply to counteract that effect, temporarily reducing inter-
est rates but ultimately leading to heightened inflation (and no
change to the real interest rate).

Second, all money borrowed today must be repaid eventually—with
interest.” Consequently, taxes will eventually have to be raised, and the
cost to society beyond the amount of revenue raised is known as “dead-
weight loss.” In cases of very high debt, that loss can be substantial, and
policymakers would be wise to avoid fiscal policy that increases the
potential for a massive burden of deadweight loss on future generations.

Third, economists, since at least the 19th century, have concluded
that “government borrowing reduces the discipline of the budget
process.”® When lawmakers know that politically popular spending
increases do not have to be offset by politically unpopular revenue
increases, government spending tends to grow unrestrained, often
for less-than-necessary purposes.

Fourth, the sheer size of the future debt could cause investors to lose
confidence in the government’s intention and ability to fully honor its
obligations. Of course, the United States can most likely issue more debt
relative to GDP than other countries because itis viewed as a “safe haven”
by investors.” Still, the risk tolerance of investors is not unlimited.

At some point, the government would have to hike interest rates
in order to continue attracting investment. The question is whether
the interest rate will increase gradually over time or abruptly. In
1979, for example, with the U.S. economy weakened by stagflation,
the Iranian oil embargo, and a weakening dollar, President Carter
introduced a budget with deficits much deeper than predicted.
International markets plunged into turmoil as the value of the dollar
collapsed. Within a week, the Federal Reserve was forced to raise
interest rates sharply, leading to a recession that stretched into 1982.%°

Given the much larger debt levels we currently face, the reaction
could potentially be much larger and sharper than it was in 1979.

Of course, as the CBO commented, “The exact point at which such
a crisis might occur for the United States is unknown.”*! Loss of inves-
tor confidence may never happen, but it may also happen tomorrow,
and there is no guarantee that the tipping point for investors is
not coming soon. That is to say, although our current debt-to-GDP

11
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ratio of 101 may seem safe to investors, no one can say with absolute
certainty that 105 or 110 is not the magical ratio when a sufficient
number of investors bail, leaving the U.S. Treasury borrowing at
much higher rates.

The danger is undeniable. As one senior Chinese banking official
noted: “We should be clear in our minds that the fiscal situation in the
United States is much worse than in Europe. In one or two years, when
the European debt situation stabilizes, attention of financial markets
will definitely shift to the United States. At that time, U.S. Treasury
bonds and the dollar will experience considerable declines.”*

Fifth, though the potential for that danger is low given the cir-
cumstances of the current U.S. economy, “the danger of diminished
political independence or international leadership” resulting from a
transition from a creditor nation to a debtor nation might implicate
several of the aforementioned consequences, including a crisis of
international confidence and loose monetary policy.*

In addition, the fact that roughly half of the U.S. public debt is
held by foreign creditors can diminish U.S. strategic and diplomatic
options. In fact, China is now the United States’ largest foreign credi-
tor, holding 10 percent of its public debt.** The United States has itself
used such financial leverage to influence the behavior of other nations,
such as in the 1956 Suez crisis.* It is not inconceivable that China or
other countries could act in a similar way in the event of a crisis.

Finally, as mentioned earlier, government borrowing tends to crowd
out private investment, because a dollar borrowed by the government
is a dollar no longer available for private use. That circumstance leads
to a smaller capital stock and therefore lower economic output than
would otherwise be the case. If future spending were financed through
debt, it would crowd out increasing amounts of private capital avail-
able for investment. As Charles Carlstrom and Jagadeesh Gokhale
note: “This crowding-out effect is much larger than the effect of the
balanced-budget increase in government expenditure. . . . It reflects
the greater distortionary effect of the higher tax rates under deficit
financing that are imposed on young and future generations to pay
for the redistribution toward the initial older generations.”*

Taking all that into account, the CBO estimates that under base-
line CBO projections, real GNP per capita will be at least 2.6 percent
lower by 2039 than it would be if we followed more prudent fiscal
policies. Under the more realistic alternative scenario, real GNP per
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capita will be almost 7 percent lower (Figure 1.4).¥ That means our
children will be $2,000-5,000 poorer per capita.

Figure 1.4
DeBT DRAG ON GROSS NATIONAL PRODUCT GROWTH, 2014—2039
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Source: Congressional Budget Office, “The 2014 Long-Term Budget
Outlook,” August 2014, Tables 6.1 and 6.2.

Clearly, then, debt financing of future government spending
would be extremely dangerous.

It's the Spending, Stupid

As frightening as those debt numbers may be, focusing on the def-
icit and debt is to confuse the symptom with the disease. As Milton
Friedman often explained, the real issue is not how you pay for govern-
ment spending—debt or taxes—but the spending itself. In other words:
don’t just look at the deficit, look at why we have a deficit. And the
reason we have a deficit is pretty simple: government spends too much.

Some observers have claimed that recent deficits have been the result
of the Bush tax cuts combined with the cost of the wars in Iraq and
Afghanistan. Certainly, fighting two wars has been expensive, costing
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more than $1.4 trillion since 2001 by some estimates.*® However, as
Figure 1.5 shows, with the possible exception of 2007, the cost of the
wars represented only a small fraction of the deficits.

Figure 1.5
DEFICITS WITH AND WITHOUT WAR FUNDING, 2003-2013
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Source: Congressional Budget Office, “The Budget and Economic Outlook
2014 t02024,” February 2014; Congressional Budget Office, “Historical Tables,”
April 15, 2014; Office of the Under Secretary of Defense (Comptroller)/Chief
Financial Officer, “United States Department of Defense Fiscal Year 2015
Budget Amendment,” Department of Defense, June 2014.

The impact of the Bush tax cuts is a bit more complicated, since
one has to account for the dynamic impact of the tax cuts on eco-
nomic growth. As the Tax Foundation points out, “no tax cut that
has significant marginal rate cuts, as the Bush tax cuts did, will cost
the Treasury its full ‘static” score.”*

People and businesses change their behavior when faced with
lower tax rates. They invest more, work more, take more risks, and
earn more money, which in turn generates additional tax revenue.
That is not to say, as some conservatives wrongly claim, that tax cuts
always pay for themselves. But depending on the type and structure
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of the cuts, tax cuts may offset part of their cost through increased
growth. Gregory Mankiw and Matthew Weinzierl have estimated
that the dynamic effects of tax cuts generate between 15 percent and
33 percent of lost revenue, depending on the type of tax cut.** A CBO
report estimated that the economic effects of tax cuts would offset
between 1 percent and 22 percent of the revenue loss from the tax cut
over the first five years.*!

Still, even if one accepts the most static interpretation of the tax
cuts, assuming that they generated no increase in economic growth
whatsoever, the tax cuts and the wars account for only a small por-
tion of current deficits (see Figure 1.6).> Moreover, that estimate
takes in all the Bush tax cuts, including the portion for low- and
middle-income earners that was supported by the Obama adminis-
tration and included in the budget deal that resolved the so-called
fiscal cliff in early 2013. It also includes the cost of annual adjust-
ments to the alternative minimum tax, which are not technically part
of the “Bush tax cuts.”

Figure 1.6
Dericits wiTH WAR FUNDING AND BusH Tax CuUTs, 2003-2013
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Source: Tax Foundation, “How Much Did Bush Tax Cuts Cost in Forgone
Revenue?” May 26, 2010; Congressional Budget Office, “The Budget and
Economic Outlook 2014 to 2024,” February 2014; Congressional Budget
Office, “Historical Tables,” April 15, 2014.
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It is clear that the current budget deficit is a result of overspend-
ing, not tax cuts.*

Of course, some government spending is necessary. Governments
must provide certain basic services, such as adjudicating disputes,
maintaining police and defense functions, and, arguably, maintain-
ing the infrastructure necessary for a functioning economy. Under a
scenario with zero government spending, there would be little if any
economic growth.

But beyond a certain level, nearly all economists would agree
that the costs of government exceed the benefits it provides, leading
to lower economic growth. For example, if government consumed
100 percent of GDP, there would be little or no economic growth.
In between is a curve, with rising initial growth accompanying
increased government spending, followed by declining growth once
government becomes too large. Some have referred to that curve as
the Rahn curve, after Richard Rahn, the former chief economist at
the U.S. Chamber of Commerce (and current Cato Institute fellow),
who popularized it.

As economist James Gwartney and others argue:

As government moves beyond these core functions [of
protecting people and property], they will adversely affect
economic growth because of (a) the disincentive effects of
higher taxes and crowding-out effect of public investment
in relation to private investment, (b) diminishing returns
as governments undertake activities for which they are
ill-suited, and (c) an interference with the wealth creation
process, because governments are not as good as markets in
adjusting to changing circumstances and finding innovative
new ways of increasing the value of resources.*

Economists debate the exact relationship between the size of gov-
ernment and economic growth, but few would argue that govern-
ment can consume an unlimited proportion of the national economy
without it having a significant impact on that economy:.

For example, Harvard’s Robert Barro found that “public con-
sumption spending is systematically inversely related to eco-
nomic growth,” and that there is a “significantly negative relation
between the growth of real GDP and the growth of the govern-
ment share of GDP.”* In other words, as government spending
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goes up, economic growth goes down. Similarly, Liberian econo-
mist James Guseh found that every 10 percent increase in the size
of government led to a 0.74 percent decline in economic growth
in democratic mixed economies, and a slightly larger 1.11 percent
decline in democratic market-based economies.* And a study
by Stefan Folster and Magnus Henrekson of Sweden’s Research
Institute for Industrial Economics came to a nearly identical con-
clusion: a 10 percentage point increase in government expendi-
ture was associated with a 0.7 to 0.8 percentage point reduction
in the economic growth rate.*”

A study by Prmoz Pevcin of the University of Ljubljana in Slovenia
found an even larger impact: a decline in economic growth of 0.15
percentage points for every 1 percentage point increase in the size of
government.” And an older but still relevant empirical analysis of 23
member countries of the Organization for Economic Cooperation and
Development by James Gwartney and his colleagues found a simi-
lar-magnitude effect: a 10 percentage point increase in government
consumption as a share of GDP reduced the growth rate of real GDP
by 1 percentage point.*

None of those studies suggests exactly where the United States
would fall on the Rahn curve or how much slower our economic
growth is because of the size of government. However, a U.S. gov-
ernment that consumes 45 percent of GDP at the federal level—and
more than 60 percent overall—would clearly seem to exceed any
reasonable estimate for a burden of government compatible with
economic growth.

But the damage from big government should not be viewed in
strictly economic terms. Much of what government does actually
does more harm than good. Government social welfare programs, for
instance, encourage dependency, discourage work effort, and create
disincentives for family formation. Government retirement programs
crowd out private savings and can leave retirees with lower levels of
retirement benefits than they might have received from investing that
money privately. Government health care programs can discourage
innovation, decrease quality, and drive health care inflation.

As mentioned previously, the federal government currently con-
sumes roughly 21 percent of GDP. Since state and local governments
typically spend another 10-15 percent of GDP, government at all levels
in the United States consumes between 31 percent and 36 percent of
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GDP, far higher than what could reasonably be considered a produc-
tive level. Worse, under the more realistic alternative fiscal scenario,
by 2050 federal government spending will exceed 36 percent of GDP.
Adding in state and local spending, government at all levels would be
consuming around 51 percent of everything produced in this country.
Beyond 2050, spending continues to rise to levels that would cripple
the economy (see Figure 1.7).%

Figure 1.7
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Source: Congressional Budget Office, “The 2014 Long-Term Budget
Outlook,” Alternative Fiscal Scenario, July 15, 2014.

Regardless of the benefits, or lack thereof, from government pro-
grams, there lies the inescapable fact that unless they are cut or
eliminated, all those future obligations must be financed in some
way, either by a proportionate revenue increase (balanced budget)
or deficit spending.> In other words, either government will raise
sufficient revenue to cover its expenditures, or it will not.

In the end, it really is about spending.
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Looming Tax Hikes

Financing projected levels of current and future government
spending through taxes would also carry severe economic costs.
Indeed, the idea of taxing our way out of debt flies in the face of
fiscal reality.

Many observers suggest that we can simply tax the rich. Setting
aside the simple immorality of government taking such an enormous
portion of anyone’s income, there are many reasons to be skeptical
of such an approach, starting with the fact that it may not actually
generate any additional revenue. It is undeniably true that in recent
years some Republicans have overstated the so-called Laffer curve,
suggesting that all tax cuts “pay for themselves.”>? But the basic idea
behind it is simple common sense:

Changes in tax rates have two effects on revenues: the
arithmetic effect and the economic effect. The arithmetic
effect is simply that if tax rates are lowered, tax revenues
(per dollar of tax base) will be lowered by the amount of
the decrease in the rate. The reverse is true for an increase
in tax rates. The economic effect, however, recognizes the
positive impact that lower tax rates have on work, output,
and employment—and thereby the tax base—by provid-
ing incentives to increase these activities. Raising tax rates
has the opposite economic effect by penalizing participa-
tion in the taxed activities. The arithmetic effect always
works in the opposite direction from the economic effect.
Therefore, when the economic and the arithmetic effects
of tax-rate changes are combined, the consequences of
the change in tax rates on total tax revenues are no longer
quite so obvious.®

In other words, incentives matter. At some point, taxes become
high enough to discourage economic activity and therefore pro-
duce less revenue than would be predicted under a more static
analysis.

But even if one assumes that taxes can be raised without having
any impact on economic growth, taxing the rich still wouldn’t get us
out of our budget hole—because the hole is quite simply bigger than
the amount of revenue we could raise from taxing the rich, even if
there were no disincentives. To put it in an admittedly oversimplified
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perspective: our current obligations, including both implicit and
explicit debt, total almost 800 percent of GDP. The combined wealth
of everyone in the United States who earns at least $1 million per
year equals roughly 100 percent of GDP (see Figure 1.8).> Therefore,
you could confiscate the entire wealth of every person earning a mil-
lion dollars in the United States and still barely make a dent in the
amount our country owes.

Figure 1.8
CoMBINED WEALTH OF MILLION-DOLLAR EARNERS VS.
U.S. DeBT
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SouRce: Based on author’s calculations using U.S. Census Bureau, “Statistical
Abstract of the United States: 2012, Income Expenditures, Poverty, and
Wealth,” Table 717; Internal Revenue Service, SOI Tax Stats, Individual Income
Tax Returns Filed and Sources of Income, “All Returns: Selected Income and
Tax Items,” Tax Year 2010, Table 1.1.

Clearly, any tax increases would have to extend well beyond
“the rich.” In fact, the CBO said in 2008 that in order to pay for all
currently scheduled federal spending, both the corporate tax rate
and top income tax rate would have to be raised from 35 percent
to 88 percent, the 25 percent tax rate for middle-income workers
to 63 percent, and the 10 percent tax bracket for low-income work-
ers to 25 percent.” It is likely that although spending as a share
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of GDP has declined somewhat since then, the required tax levels
would be even higher today because of the accumulation of more
unfunded liabilities.

Regardless of how one feels about fairness or the moral question
of taxing the rich, taxes at those levels would likely slow future eco-
nomic growth.

A general consensus is that some level of deadweight loss is
associated with taxation, but not what the level of deadweight
loss is. Estimates range from 20 percent all the way to 165 percent.
The Office of Management and Budget’s rule of thumb assumes
that that loss is 25 percent of revenues.” The CBO estimates
that those additional costs “range from 20 cents to 60 cents over
and above the revenue raised.””” Harvard economist Martin
Feldstein points out that the actual loss from tax increases to
the private sector is a combination of the confiscated revenue
as well as a hidden cost of the actual increase, known as dead-
weight loss. That hidden cost can be very expensive. Feldstein
calculates that “the total cost per incremental dollar of gov-
ernment spending, including the revenue and the deadweight
loss, is . . . a very high $2.65. Equivalently, it implies that the
marginal excess burden per dollar of revenue is $1.65.”% That
means that for every 1 percent of GDP needed to be raised in
revenue, somewhere between 1.20 percent and 2.65 percent of
GDP needs to be extracted from the private sector first. Most
other economists use somewhat lower estimates, but, clearly,
tax increases required to finance an increase in spending of
more than 40 percent of GDP would place a severe burden on
the private economy:.

Whether we pay for future government spending through debt or
taxes, we simply cannot afford the anticipated levels of government
spending.

The Entitlement Tsunami

No area of government spending has been immune from over-
spending. Since 2000, nominal nondefense discretionary spending
has increased by 80 percent, and defense spending has risen by
112—even after the sequester-imposed reductions in 2013.% Both
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defense and domestic spending will have to be reduced further if
we are to begin putting our fiscal house in order.

Politicians like to pretend that you can deal with the debt crisis
by eliminating “fraud, waste, and abuse” in the federal budget,
and certainly there is plenty of that. But you simply cannot balance
the budget by cutting the usual suspects. Foreign aid amounts to
just 1 percent of federal spending. Federal subsidies to Planned
Parenthood and the Corporation for Public Broadcasting amount
to a combined 0.0002 percent.

In fact, all nondefense discretionary spending—everything from
the Department of Education to the Federal Bureau of Investigation,
from the National Aeronautics and Space Administration to the
Food and Drug Administration—accounts for just 16.9 percent of
all federal spending.®” Even if every penny of such spending were
eliminated, we would have still faced a budget deficit of more
than $473 billion in 2012.

Defense constitutes another 16.4 percent of federal spending.®!
Clearly, cuts can—and should—be made here as well. Annual
defense spending will average $552 billion over the next 10
years. By comparison, the United States spent, in 2012 dollars, an
average of just $435 billion per year on defense during the Cold
War (1948-1990), when we faced a much greater conventional
threat. It is also important to note that that projection is only
base defense spending and does not include war spending (pro-
jected to be $70 billion in 2014).°* But no matter how deep we cut
into defense and domestic discretionary spending, we will not
solve our debt problems this way. That is because the true heart
of rising government spending is due to entitlement programs,
in particular Medicare, Medicaid, and Social Security. By 2050,
those three programs alone will consume 15.5 percent of GDP.%
If one assumes that revenues return to and stay at the 40-year
average of 17.3 percent of GDP, then those three programs alone
will consume almost 90 percent of federal revenues. Thus, hardly
any funding would be available for any other program of gov-
ernment, from national defense to welfare. Adding in interest
already owed would bring government spending to more than
21 percent of GDP, meaning that even a tax hike equal to nearly
4 percent of GDP would be unable to fund government beyond
those three programs (see Figure 1.9).
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Figure 1.9
MANDATORY SPENDING AND REQUIRED TAX INCREASE, 2050
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July 2014.

Of course, spending is spending. Defense and discretionary
spending should be cut wherever possible. But in the end, any seri-
ous plan to balance the budget long term must address entitlements.

For at least a decade, under both President Bush and President
Obama, experts inside and outside government have made it clear
that entitlement reform was essential to the nation’s long term fis-
cal health. Most recently, in December 2010, the bipartisan National
Commission on Fiscal Responsibility and Reform warned that we
have reached a “moment of truth” for budget reform.*

If anything, those warnings—over many years and across politi-
cal and ideological differences—have understated the threat to
future generations. But so far, both political parties have sought
partisan political advantage rather than dealing with the looming
threat. Democrats demagogued President Bush’s attempts to reform
Social Security and continue to attack any Republican who raises the
issue.® Republicans criticized Democrats for daring to make cuts,
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however tentative, in Medicare as part of their health care reform
effort.® This situation must change.

Conclusion

If your family faced unpaid bills, mounting debt, and enormous
unfunded future obligations but decided to keep spending money
as if you had no problem, you might justifiably be called irresponsi-
ble. Yet our country’s political leaders behave just as irresponsibly.

Our nation faces a massively growing debt that threatens our eco-
nomic future. But as bad as that debt is, it is merely a symptom of a
larger disease: a rapidly growing government that is consuming an
ever-larger share of our national economy. Unless decisive action is
taken, government at all levels in the United States will consume
roughly 60 percent of GDP by the middle of the century and will
rise to unimaginable levels thereafter. A government of that size is
a threat not just to economic growth but to our liberty and our way
of life.

Our looming fiscal train wreck has been amply abetted by both
political parties. But unless the United States learns to live within
its means, a true economic disaster beckons. That means Congress
is going to have to cut spending at all levels. Both discretionary and
defense spending will have to be scrutinized and pared back to
affordable—not to mention constitutional—levels.

But no meaningful effort to control the size and cost of the federal
government can occur without dealing with entitlement spending,
in particular by restraining and reforming Medicare, Medicaid, and
Social Security. Continuing to duck entitlement reform may well be
“politically convenient,” but doing so will condemn our children
and our grandchildren to a world of mounting debt and higher taxes.

That reform must go beyond mere tinkering; it must restructure
the programs in fundamental ways. The following chapters will
examine those programs in more detail and suggest ways that such
reforms could happen.
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2. Is the United States Becoming Greece?

The United States is hardly unique in facing a mounting debt
crisis. Although Europe’s debt crisis has faded from the headlines
as the economic recovery has taken hold, it remains clear that the
modern welfare state is unsustainable, facing fiscal catastrophe,
stagnating economic growth, punishing taxes, and prolonged job-
lessness. Although the immediate crisis (with the exception of
Greece) has been postponed, European countries have nonetheless
been forced, kicking and screaming, to rethink their approach to
social welfare.

The Greek, Irish, and Portuguese governments alone owe some
€751 billion (roughly $900 billion). Spain owes more than those three
combined, €1.012 trillion, while Italy and France each owe more than
€2 trillion. All told, European Union (EU) countries owe more than
€11.93 trillion.! And that is just the debt that appears “on the books.”
If one includes the unfunded liabilities of their pension and health
care systems, Europe is well over €100 trillion in debt.

Europe’s debt problems have generated enormous economic and
social instability. Indeed, the fate of the euro itself has become uncer-
tain. The ultimate fallout is likely to be worldwide, including a con-
tinued slowing of U.S. economic growth.

Europe’s ongoing debt crisis provides an extraordinary labora-
tory, enabling us to view the results once the modern welfare state
becomes wholly unaffordable. The instability being seen in Europe
today presents the likely endpoint for the United States, unless we
are able to put our economic house in order. The key question is,
how far has the United States traveled down the road toward a
European-style debt crisis?

Europe’s Debt Crisis

Both short-term budget deficits and long-term debt have
reached crushing levels in nearly all EU countries. In 2013, the
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average EU nation ran a deficit equal to 3.2 percent of its gross
domestic product (GDP), but many countries faced much bigger
shortfalls.?

As bad as annual budget deficits are, national debts are worse,
averaging 87 percent of GDP. Greece, Ireland, Italy, and Portugal
have national debts in excess of 115 percent of their GDP, with
Belgium (105.1 percent) and Cyprus (111.7 percent) close behind.?
In all, 14 European countries have debt ratios higher than the
60 percent of GDP mandated by the Maastricht Treaty that
created the eurozone: Austria, Belgium, France, Germany, Great
Britain, Greece, Hungary, Ireland, Italy, Malta, the Netherlands,
and Portugal were joined by Cyprus and Spain. Croatia, which
became the 28th EU member country in July 2013, is already well
above the 60 percent ratio.*

It could be argued, of course, that a significant portion of that
debt is due to the recession, which both drove down economic
growth and revenues and increased countercyclical spending.
Programs such as unemployment insurance and income support
measures naturally spend more during an economic slowdown.
In addition, most nations undertook various Keynesian stimu-
lus measures to spur growth, although those stimulus measures
were more limited than those in the United States (see below).
And several nations, notably Ireland and Spain, intervened to
bail out their banking sectors. As a result, publicly held debt was
40 percent higher, on average, by 2013 than before the recession
began.’ As those programs end and economic growth resumes,
debt-to-GDP ratios will likely decline in the short term. If so,
countries are not as close to their debt limits as a real-time snap-
shot would seem to indicate.

However, it should be noted that most European countries had
a substantial debt load even before the recession. Debt-to-GDP
ratios in countries that now make up the EU are generally higher
today than they were at the end of the Great Depression, although
crisis-related factors were similar. That fact suggests that the cur-
rent debt levels cannot simply be blamed on the recession; coun-
tries started the current crisis in a much weaker debt position.®
That previous debt meant that when those countries reacted
to the recession with Keynesian stimulus spending, they were
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adding debt upon debt. It also means that even if countries can
reduce their debt to prerecession levels, they will still be in a per-
ilous financial condition.

Moreover, most published reports on the size of Europe’s debt
understate the problem. That is because they consider only one
type of debt, “debt held by the public,” which is primarily those
government securities owned by individuals, corporations, for-
eign governments, and other entities. However, as discussed in
Chapter 1, debt held by the public captures only a small por-
tion of a nation’s real debt. A country’s actual level of indebt-
edness, or fiscal imbalance, therefore, is better considered as
the difference between the cost of continuing current govern-
ment spending programs, including promised benefits under
pension and health care programs, as well as existing public
(and intragovernmental) debt, minus anticipated tax revenues.
A country’s total indebtedness or fiscal imbalance is the gap
between future spending and future revenue embedded in cur-
rent fiscal policies.

For instance, although Great Britain’s “official” debt is roughly
£1.5 trillion, an all-time high, its actual debt is as much as £5 trillion.”
If Britain hopes to meet all its future obligations, it would need to
have an additional £5 trillion on hand today that it could invest at
standard interest rates.

The real indebtedness of most European countries is several
times larger than the value of all goods and services produced
in those countries over the course of a year (GDP). Britain owes
333 percent of its annual GDP, but that is actually better than
most of its peers; France, for instance, has unfunded liabilities
in excess of 549 percent of GDP; not surprisingly, Greece is in
the worst trouble of any country not facing a post-Soviet era
debt, with unfunded obligations in excess of 875 percent of its
GDP?#

Even measured against total future GDP, European debt burdens
are enormous, averaging almost 10 percent of all future economic
output.” That amount would be, of course, on top of current levels
of government consumption, which could reasonably be expected
to continue.

But is the United States appreciably better off?
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Comparison of the U.S. and European Debt Burdens

As Figure 2.1 shows, the U.S. budget deficit actually looks
pretty good compared with most European countries, with a def-
icit lower than most of the major economies besides Germany.
However, it is important to recall that as recently as 2012, we
were running a deficit equal to 7 percent of our GDP, a larger
deficit as a percentage of GDP than any EU country except for
Greece, Ireland, and Spain. Our budget deficit has since fallen to
the point it is now—which is also lower than France, Portugal,
Ireland, Spain, Greece, Slovenia, and the United Kingdom—but
remains above the EU average, in part because smaller countries
like Estonia, Latvia, and Luxembourg lower the average budget
deficit in the EU.

Figure 2.1
ANNUAL BUDGET DEFICITS OF SELECTED COUNTRIES, 2013
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Source: European Commission, “General Government Gross Debt,”
Eurostat Database.
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Although our relatively low deficit is good news, one
should remember that it is a temporary phenomenon. More
important, our $18 trillion national debt doesn’t look nearly
as good. Compared with EU countries, the U.S. national debt
is larger, as a percentage of GDP, than that of all but five
EU nations: Greece and Ireland again, as well as Belgium, Italy,
and Portugal (Figure 2.2).

Figure 2.2
GOVERNMENT DEBT OF SELECTED COUNTRIES, 2013
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Source: Author’s calculations using European Commission, “General
Government Gross Debt,” Eurostat Database; Federal Reserve Bank of
St. Louis, “Federal Debt: Public Debt as Percent of Gross Domestic Product,”
Federal Reserve Economic Data.

Or consider this: our national debt amounts to roughly $55,719
per person (see Figure 2.3). That means that every American
man, woman, and child owes more than the citizens of any EU
country.’
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Figure 2.3
NATIONAL DEBT PER PERSON FOR SELECTED COUNTRIES, 2013
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Source: Author’s calculations using European Commission, “General
Government Gross Debt,” Eurostat Database; European Commission,
“Population on 1 January,” Eurostat Database; Department of the Treasury,
“Daily Treasury Statement: January 8, 2014.”

As was discussed in Chapter 1, to truly appreciate a country’s
debt, we also need to consider the “implicit debt” or the unfunded
obligations of pension and health care programs, that is, the benefits
promised under those programs in excess of anticipated revenues.
As we have seen, for the United States, as for most countries, such
implicit debt dwarfs the explicit debt. The real U.S. indebtedness—
taking into account both explicit and implicit debt—actually totals at
least $90.5 trillion, but it could be much more if the cost constraints
in Obamacare ultimately prove ineffective.

Measuring that total indebtedness against similar measures for
other countries shows just how bad the U.S. situation potentially
is. Even under the best-case scenario, the United States is deeper in
debt than Ireland, Italy, Spain, or the United Kingdom.
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Calculating the proportion of a country’s future GDP stream that
will be required to finance future debt does not provide any brighter
a picture. As Figure 2.4 shows, the average European country will
have to spend 9.9 percent of its GDP every year—forever—just to
pay for its debt. That’s bad, but the United States is in a position
almost as dire. We face a debt equal to 9 percent of our future GDP
stream. For your family, that’s the equivalent of having to pay an
additional 9 percent of your before-tax income for the rest of your
life just to pay off your debt.

Figure 2.4
PERCENTAGE OF FUTURE GDP NEEDED TO PAY DEBT
IN THE UNITED STATES (2012) AND SELECTED
EuroPEAN COUNTRIES (2010)
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The slow economc growth that the United States has seen com-
ing out of the recession may be evidence that we are already
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seeing some consequences from our debt overhang. However, if
we have not yet suffered the consequences of such debt in the
same way as Europe, it is because the United States has certain
economic advantages that have shielded us so far. The first of
those advantages is the simple size of the U.S. economy. U.S. GDP
is nearly 50 percent greater than that of China, the world’s sec-
ond-largest economy, and not much less than the combined GDP
of all 28 EU nations. That factor allows the U.S. to absorb more
debt than smaller economies.

Second, the U.S. dollar remains the world’s reserve currency, rep-
resenting roughly 62 percent of the world’s reserves, compared with
roughly 26 percent for the euro." As the Congressional Research
Service notes: “Investors may be willing to give up a significant
amount of return if an economy offers them a particularly low-risk
repository for their funds. The United States, with a long history
of stable government, steady economic growth, and large, efficient
financial markets, can be expected to draw foreign capital for this
reason.”'? The risk of inflation, devaluation, or default on U.S. debt
instruments is perceived as being relatively low.

The deterioration of Europe’s fiscal situation has actually strength-
ened the United States’ position as a “safe haven” for investment.
The reason is not because of any strength or improvement to the
U.S. fiscal balance, which has grown worse in recent years, but
because of the even more rapid increase in European debt and the
accompanying market turmoil. The United States has become the
best of possible bad options.

The United States also controls its own currency, giving it more
flexibility in managing short-term economic fluctuations.

As a result, investors, both at home and abroad, have been willing
to lend money at extremely attractive rates. But we should not assume
that such favorable borrowing conditions will continue indefinitely.
If there were a loss of confidence in U.S. debt, the government would
have to hike interest rates in order to continue attracting investment.
Without specifically naming Greece or the EU, the Congressional
Budget Office (CBO) nevertheless warns: “As other countries” expe-
riences show, it is also possible that investors would lose confidence
abruptly and interest rates on government debt would rise sharply.
The exact point at which such a crisis might occur for the United
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States is unknown, in part because the ratio of federal debt to GDP is
climbing into unfamiliar territory.”*?

Over the past two decades, the average rate of interest on gov-
ernment debt has actually been 4.4 percent." If interest rates were
to return to anything close to traditional levels, they would add
trillions to our future obligations. For example, according to the
CBO, if the interest rates rose to their 1991-2000 levels, net interest
payments would be higher in each year by amounts rising from
$13 billion in 2014 to $274 billion in 2023. From 2014 through 2023,
total interest costs would be higher by more than $1.44 trillion."

Should U.S. interest rates spike, we could easily find ourselves
facing a similar death spiral. However, in our case, there is no out-
side entity capable of intervening.

In 1979, for example, when the U.S. economy was pummeled
by stagflation, the oil embargo, and a weakening dollar, President
Carter introduced a budget with deficits much deeper than had been
predicted. International markets plunged into turmoil as the value of
the dollar collapsed. Within a week, the Federal Reserve was forced
to raise interest rates sharply, leading to a recession that stretched
into 1982.' Given the much higher debt levels we currently face, the
reaction could be much larger and sharper than it was in 1979. The
CBO warns that such a spike in interest rates would lead to huge
losses for bondholders, possibly precipitating a major economic cri-
sis that “could cause some financial institutions to fail.”"”

To see how close the danger is, one need only look to recent declines
in the U.S. credit rating. In 2011, Standard and Poor’s downgraded
the United States from AAA to AA+. That downgrading now puts
the U.S. creditworthiness in the same category as France, Guernsey,
and the Isle of Man, and below that of such countries as Australia,
Finland, and Liechtenstein.!®

The Burden of Big Government

On average, governments (at all levels of government) in EU coun-
tries today consume almost 45 percent of their GDP. Spending by the
federal government in the United States amounted to 20.8 percent
of GDP in 2013, well below European averages, though well above
historical U.S. averages. However, if one includes state and local
spending, total government spending in the United States reaches

33



GOING FOR BROKE

roughly 31 percent of GDP, creeping a bit closer to European levels.
Worse, under the more realistic alternative fiscal scenario, by 2050
federal government spending will exceed 36 percent of GDP. Adding
in state and local spending, government at all levels would be con-
suming around 51 percent of GDP, roughly comparable to the bur-
den of government that we associate with Europe (see Figure 2.5)."

Figure 2.5
S1ZE OF GOVERNMENT IN SELECTED EUROPEAN COUNTRIES
(2012) AND THE
UNITED STATES (2050)
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The United States has long been accustomed to an economy that
grows faster than those in Europe. That is one reason why our
unemployment rate has been much lower. However, if the United
States ends up with a European-size government, we can expect to
see slower European levels of growth, and much higher, European-
level unemployment.
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Conclusion

The United States faces a massively growing debt that threatens
our economic future. But as bad as that debt is, it is merely a symp-
tom of a larger disease: a rapidly growing government that is con-
suming an ever-larger share of our national economy. The United
States is well down the road toward a debt crisis similar to Europe’s.
That we haven’t already experienced such a crisis is the fortuitous
result of the U.S. position as the world’s reserve currency combined
with the overall strength of our economy. But that factor will not
protect us forever.

Unless the United States learns from the failure of Europe’s wel-
fare state and acts now to reduce spending, to reform entitlements,
and to reduce the growing burden of government, we will eventu-
ally find ourselves in the same situation as Greece.
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3. The Debt Deniers

Unsurprisingly, given the political divisions in this country, not
everyone agrees with the analysis shown in the first two chapters.
Think of your irrepressible—and irresponsible—Uncle Paul, who on
hearing that you are worried about your family’s debt, tells you to
relax; tomorrow will take care of itself, things are not as bad as you
think, worrying is for suckers, and so on. So too, do some regard the
national debt.

Indeed, in recent years, a virtual cottage industry has developed
among pundits and politicians who deny that the United States is
facing a debt crisis. Paul Krugman, for example, pronounces the
debt problem—or at least the deficit—"“mostly solved.”' While still
at Slate, Matt Yglesias asked, “What sovereign debt crisis? There
certainly isn’t one in the United States.”? Bruce Bartlett, every lib-
eral economist’s favorite former conservative, adds that “our long-
term budget situation is not nearly as severe as even many budget
experts believe.”?

Debt deniers come from a variety of perspectives and offer a vari-
ety of critiques. Some suggest that government debt is simply not a
problem. Others concede that debt can be bad but argue that it can
serve a beneficial purpose during times of economic distress. Still
others are opposed to too much debt in the abstract but suggest that
the U.S. debt crisis is not actually as severe as has been predicted.
Regardless of their approach, all oppose the sorts of actions called
for in this volume, such as significant reductions in federal spending
or major reform of entitlement programs.

The debt deniers have a great deal of influence in the media
and on Capitol Hill. Given the already powerful institutional bar-
riers to dealing with the debt, it is important to understand and
rebut the arguments made by those who claim that we have no
debt crisis.
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The Debt Deniers’ Rationales

Those rejecting the seriousness of our growing national debt offer
several rationales for their position.

We Owe It to Ourselves

Perhaps the most fundamental question is whether the level of
debt that a country owes is important in the first place. After all,
John Maynard Keynes maintained that during times of recession,
“the whole of the labor of the unemployed is available to increase
the national wealth. It is crazy to believe that we shall ruin ourselves
financially by trying to find means for using it and that safety lies in
continuing to maintain idleness.”

That statement is a bit of an oversimplification of Keynes’s posi-
tion, since he actually believed that governments should run sur-
pluses during times of economic prosperity. Although he believed
that government debt could be a countercyclical force for economic
growth (see next section), he wasn’t really an advocate of uncon-
strained debt.

Still, some economists continue to make that Keynesian argument.
Paul Krugman writes: “People think of debt’s role in the economy
as if it were the same as what debt means for an individual: there’s a
lot of money you have to pay to someone else. But that’s all wrong;
the debt we create is basically money we owe to ourselves, and the
burden it imposes does not involve a real transfer of resources.”>

As is illustrated by Krugman'’s statement, the core of that line of
reasoning rests on three assumptions:

¢ It is incorrect to draw an analogy between private and public
debt;

¢ Public debt does not involve any transfer of burden to future
generations; and

¢ There is an important distinction between an internal and an
external public debt.®

Essentially, advocates of the “we owe it to ourselves” school are

arguing that debt merely causes a transfer of resources from tax-
payers to bondholders. To the degree that those bondholders are
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also Americans, even if our children have to pay off our debt in the
future, they will be paying it only to other members of their genera-
tion. Thus, that generation will, on net, be no poorer because of the
debt created by their parents.

Think of it this way. If you lend money to your wife, your family is
no poorer. The same holds true when she pays you back.”

Even interest payments do not represent an actual loss of wealth,
according to that line of reasoning, since they remain within the
broader economy.

That reasoning is not entirely incorrect. But it is a mistake to
think in terms of “the economy” or “the generation,” as a unified
whole, rather than an aggregation of distinct individuals. As James
Buchanan has pointed out, even within the boundaries of a coun-
try, the holder of government debt may not be the individual who
ultimately must pay the taxes that pay the interest or principal. The
payer and payee are separate entities. For example, Mr. Jones holds
a government bond. But Mr. Smith pays the taxes that pay interest
to Mr. Jones. They are not the same person just because both happen
to be Americans.?

When thinking about debt, there are effectively three differ-
ent players: bondholders, current taxpayers, and future taxpayers.
All have different interests and expectations. The bondholder, for
instance, is not concerned about the use of his funds once he has
received the bond. Even if the money he has lent the government
is wasted, generating little or no increase in overall wealth, he is
still guaranteed income in the future, from both interest and the
repayment of principal, so he is not bearing the burden of debt crea-
tion. Similarly, current taxpayers bear little burden since they are not
paying directly.

The burden therefore rests on future taxpayers—our children and
grandchildren. Or as Ludwig von Mises explained: “The fact is that
the public debt embodies claims of people who have in the past
entrusted funds to the government against all those who are daily
producing new wealth. It burdens the producing strata for the ben-
efit of another part of the people.”®

Keynesians would respond by suggesting that we should also
account for the degree to which the future taxpayer benefits
from the spending funded through debt. As Buchanan explains,
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“If the debt is created for productive public expenditure, the
benefits to the future taxpayer must, of course, be compared
with the burden so that, on balance, he may suffer a net benefit
or a net burden.”"

In other words, if the borrowed money were used, say, to build a
road that increased productivity and therefore economic growth, the
future taxpayer may be wealthier than he would have been in the
absence of that road. A full accounting of transfers should take that
into account.

However, to the extent that the borrowing funds current trans-
fer payments or other nonproductive spending, it generates no
gains for future taxpayers, leaving them to bear the full burden.
As Buchanan explains: “[The future taxpayer] now must reduce
his real income to transfer funds to the bondholder, and he has
no productive asset in the form of a public project to offset his
genuine sacrifice. Thus, the taxpayer in future time periods, that
is, the future generation, bears the full primary real burden of the
public debt.”™

Only a tiny fraction of government spending can be considered
investment of the type that generates net future gains. By some esti-
mates, in fact, only around 15 percent of federal spending can be
considered an investment, even using a broad definition of the term
that includes “human investment,” such as education.’> The vast
majority of government spending is composed of transfer payments,
defense spending, and interest on the debt. Notably, as discussed in
Chapter 1, federal entitlement programs—Social Security, Medicare,
Medicaid, and the Affordable Care Act—account for nearly 50 percent
of federal spending.”” Whatever the merits of such programs, they
do nothing to increase economic growth.

Moreover, our hypothetical future taxpayers may resist paying
the bondholders, especially if they feel that they have neither ben-
efited from the borrowing nor participated in the choice to borrow.
Arnold Kling warns that that resistance can create a situation where

the government will not want to resolve the issue of distribut-
ing the cost of the debt. Paying off the debt requires incurring
political cost. . . . [T]he political incentive for the government
is to go deeper and deeper in debt. This in turn raises the
stakes in the political conflict over who will bear the burden
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of tax increases and spending reductions. Every year, the debt
creates more and more political division and antagonism.'*

It becomes increasingly difficult for the government to meet its debt
obligations, and we can already see some of those political divisions
surfacing around issues such as raising the debt ceiling.

There is also an implicit assumption that borrowing, even from
ourselves, is what economists call a “frictionless” activity. That is, it
has no costs associated with it.

In a frictionless economy, funds are liquid and can flow to the
most profitable project or to the person who values the funds
most. In reality, however, an economy has limited resources, so
the financing of public debt crowds out other investment and
expenditure, lowering domestic capital stock, which then lowers
future growth. There is, in effect, an opportunity cost to govern-
ment borrowing. The borrowed money is not available for use by
the private sector.

Worse, that opportunity cost is not just a question of substituting
a dollar of government spending for a dollar of private spending.
Private spending and investment decisions are allocated on the basis
of economic forces. People seek the best return on their investments
or the best deal on their purchases. Governments allocate much
if not most of their spending on the basis of politics. The result is
that government spending introduces a host of inefficiencies into
the economy, as people and businesses spend time, money, and
effort trying to gain government favors or to minimize their share
of government costs. Thus, federal borrowing may actually trans-
fer money from wealth-generating activities to unproductive ones,
leaving future generations poorer.

The interest payments on the debt, and the way the accumulated
public debt affects interest rates, are other sources of friction. Interest
must be paid by extracting still more resources from the economy
through taxes or additional debt. Interest rates of government
bonds, the deposit interest rate, and the lending interest rate can all
be affected in different ways as well. Gale and Orszag, for example,
report a statistically significant relationship between an increase in
government debt of 1 percent of gross domestic product (GDP), sus-
tained for five years, and a rise in the real long-term interest rate by
nearly five basis points.”
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As Buchanan explains, “These are second-order real costs or
burdens, over and above that represented by the direct or primary
sacrifice of resources actually withdrawn from private usage and
subsequently employed by government.”*¢

The concept of “owing it to ourselves” may look reasonable on
paper, but the reality is not nearly as cost-free as the theory and its
proponents suggest.

OK, Debt Is Bad Sometimes, Just Not Now

Even if we can’t totally ignore the costs of government borrowing,
others argue, current conditions represent a special case when bor-
rowing is justified. Or actually, two different reasons are suggested
for why borrowing might be desirable at this time, even if it might
not be at other times. The first may be dubbed “necessity,” while the
other could be considered “favorability.”

Those arguing necessity point out that the United States has just
gone through one of the deepest economic downturns since the Great
Depression, and the recovery has been slow and anemic. Since 2009,
economic growth has averaged just 2.25 percent.” Unemployment
reached 10 percent in October 2009, the highest level since June 1983,
and was hovering around 6.2 percent before falling to 5.6 percent in
December 2014." That fact may understate the problem since many
workers have simply given up looking for work or have accepted
part-time jobs.

Keynesian theory suggests that economic downturns may be the
result of a decline in consumer spending. It follows then that the way
to escape a recession or slow economic growth is to increase consumer
spending or “aggregate demand.” Unfortunately, the very nature of an
economic slowdown prevents the private sector from providing the
resources that would boost aggregate demand. Moreover, if consumers
anticipate a poor economy in the future, they may decrease spending
still further, hoarding their resources and delaying investments. That
reaction can create a negative feedback loop, leading to more under-
consumption (or oversaving), which then perpetuates lower aggregate
demand in the future, and so on.” Therefore, it falls to government to
break the cycle by increasing demand and consumer spending.

That outcome can be achieved, first, through monetary policy, by
reducing interest rates below what would normally be appropriate
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for a given level of inflation and unemployment. In theory, doing
so would decrease saving by lowering the return people can earn
on it and would increase spending, since it would be cheaper and
easier for people to borrow money. However, in a true liquidity trap,
monetary interventions are insufficient to boost behavior. Banks
(and individuals) simply don’t anticipate a sufficient future return
on investment to get them to lend, borrow, or invest.

Keynesians suggest that government must intervene more directly,
doing the borrowing and spending itself. Government should run
budget deficits when the economy is weak, using the borrowed
money to stimulate aggregate demand in society. As the govern-
ment spending works its way through the economy, consumers
will increase their own spending, breaking the cycle and leading to
increased economic growth. Once growth has returned, government
can cut back on borrowing and spending in order to prevent infla-
tion. In fact, at least some Keynesians hold that in times of strong
economic growth, government should run a surplus.”

The economic situation following the financial crisis of 2008 would
appear to fit the Keynesian definition of a liquidity trap.

In response to the onset of the recession, the Federal Reserve cut the
federal funds rate to near zero (approaching the “zero bound”) and
held it at that lower level for an extended period. Those low interest
rates enabled banks to accumulate massive cash reserves because they
could borrow most of those funds within the federal funds market at
virtually no cost, because the rate was effectively zero. To get a sense
of the magnitude of the surge in bank reserves, Federal Reserve data
show that in the final months of 2008, the bank reserves in the United
States increased by almost a factor of 20, to more than $850 billion.
They then went on to almost double from there, as banks continued to
stockpile reserves, reaching roughly $1.6 trillion by mid-2011.*

At the same time those banks were building up cash reserves that
were almost without historical precedent, small businesses stopped
taking loans, meaning credit was no longer flowing through the
economy. Total borrowing for small businesses plummeted. As
Robert Pollin of the University of Massachusetts Amherst notes, for
smaller businesses, “total borrowing fell from $546 billion in 2007
to negative $346 billion in 2009—a nearly $900 billion reversal. The
non-corporate business sector overall continued to obtain zero net
credit over both 2010 and 2011.7%
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Banks were wary of making new loans because they were afraid
of losing more money on “risky” investments, and businesses react
to the uncertainty in the economic environment by becoming much
more risk averse, meaning they were more likely to hold off on expan-
sion plans or take out new loans, regardless of how low the rates were.

At that point, the amount of cash, or liquidity, in the economy
was not a key factor in the decisionmaking process for businesses or
banks. Credit was already cheap because of the low rates, and banks
had an unprecedented amount of cash that was available to loan out.
Monetary policy would therefore be ineffective, because it could not
further lower the rates, as it was already at or approaching the zero
bound. Open-market operations, in which the Fed would try to inject
more liquidity by buying up short-term government debt in return
for cash, are also ineffective in this scenario. Therefore, since such
conventional expansionary monetary policy proves ineffective in a
liquidity trap, fiscal stimulus is the preferred policy lever to increase
aggregate demand.

Some economists conclude that, although debt may indeed cause
problems in the long run, it was necessary to increase deficits (and
debt) in the short run in order to “get the economy moving again.”
As Krugman explains:

The case for stimulus was that we were suffering from a huge
shortfall in overall spending, and that the hit to the economy
from the financial crisis and the bursting of the housing bub-
ble was so severe that the Federal Reserve, which normally
fights recessions by cutting short-term interest rates, couldn’t
overcome the slump on its own. The idea, then, was to pro-
vide a temporary boost both by having the government
directly spend more, and by using tax cuts and public aid to
boost family incomes, inducing more private spending.”

Many continue, since the economy remains weak, to insist that now
is not the time to begin reducing that debt. Someday in the future,
we may want to discuss it, but not now.

Although superficially appealing, that Keynesian argument has
several flaws.

First, as a practical matter, attempts to stimulate the economy
through increased government spending are rarely effective. We can
see that in the most recent stimulus. Despite massive borrowing and
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spending, the recent recovery has been unusually sluggish. With
regard to economic growth, it has been the weakest recovery since
World War II.* And it is the second-worst recovery for job creation.”

Why This Failure?

Some Keynesians, such as Krugman, argue that the stimulus was
simply too small (or that the effects of the crisis were much worse
than originally thought and therefore required a larger stimulus). In
reality, however, the stimulus was quite large. Krugman and others
tend to focus on the $825 billion stimulus bill that passed in March
2009 (the American Reinvestment and Recovery Act). But that was
just one of at least six stimulus proposals under both Presidents
Bush and Obama. For example, under President Bush, the Economic
Stimulus Act of 2008 gave tax rebates to many Americans, and the
Housing and Economic Recovery Act of 2008 sought to bolster
the housing market through measures like a first-time homebuyer
refundable tax credit for home purchases.

As Robert Samuelson notes, from 2008 to 2013, the federal gov-
ernment ran budget deficits totaling more than $6.2 trillion, roughly
6.4 percent of GDP. Nothing comparable has occurred since World
War II. At the same time, the Federal Reserve has added $3.2 trillion
to the economy. That’s a total injection of close to $9.5 trillion into the
economy.” How much larger could it have been?

Actually, the failure of Keynesian stimulus to lift us out of recession is
far more likely due to flaws in the theory itself. For example, Keynesian
theory makes no particular distinction about how government money
is spent. Indeed, as Keynes once said, the money could be used to dig
holes and then fill them back in. Krugman once mused that what this
country really needs is an invasion by space aliens. Preparations for
an intergalactic war would mean that “this slump would be over in
18 months,” he suggested.”

In reality, of course, not all government spending is the same.
Some government programs actually impede economic growth. At
the same time, the realization that government is handing out pots
of money generates rent seeking and other unproductive behavior,
leading to crony capitalism.

Whatever the Keynesian theory, in practical terms, political consider-
ations have significant effects on the composition of stimulus packages.
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Some of those measures are relatively ineffective as economic stimulus,
even according to Keynesian theory, and were simply normal budg-
etary items that were wedged into the bill. Grants to state and local
governments (which in many cases did not increase the total amount of
spending, because they allowed states to cut back on their own spend-
ing) and subsidies for pet industries like green energy and money for
school construction are just a few of the examples from the American
Reinvestment and Recovery Act.

Moreover, a new study from the St. Louis Fed finds that in the first
year of the stimulus, “fewer than one of four stimulus jobs were in
the private sector; more than seven of nine jobs in the U.S. economy
overall reside in the private sector. Thus, stimulus-funded jobs were
heavily tilted toward government.”?® Although those jobs may have
had a stimulative effect according to the Keynesian model, they raise
other concerns about the sustainability and the size of government,
that tendency to be indiscriminate in differentiating between different
kinds of spending in the stimulus package both increases the overall
cost of the bill and sets a precedent. Some of the more regular provi-
sions were not designed to be temporary and set an elevated spend-
ing baseline that can make it more difficult to phase out the spending
in later years when the worst effects of the recession have passed.

Part of that effect can be seen in the composition of the American
Reinvestment and Recovery Act. Different reports have estimated
that only between 50 percent and 64 percent of the stimulus funds
were disbursed in the first two years after the bill was passed, with
some of those funds not being spent until as many as four years
later.” However much one may subscribe to Keynesian theory, it is
hard to make the case that funds spent in 2012 were an effective stim-
ulus to counteract weak aggregate demand from a recession in 2008.
That lag time occurred for two reasons: fiscal policy has an inher-
ent lag in response time as legislation has to wend its way through
Congress to passage, and special interests or nonstimulus considera-
tions make their way into the bill and were never really intended to
serve as a timely fiscal stimulus anyway. Two years after passage of
the stimulus package, more than a third of stimulus spending for
contracts, grants, and loans still had yet to be disbursed.*

Keynesianism also assumes that economic actors are remark-
ably myopic. But today’s government spending and debt must be
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paid for at some time in the future. As Harvard’s Robert Barro has
pointed out, if government runs a deficit, taxpayers will rationally
add the value of that deficit to their expected future tax liabilities.
In anticipation of having to meet that obligation, they may decrease
their expenditures today. To the degree that the decrease in private
expenditures offsets the increase in government spending, the net
gain to the economy will be zero.*

That idea was first expounded by David Ricardo in the 19th cen-
tury and has become known as Ricardian equivalence.” Discussing
plans by the British government to pay off its war bonds, Ricardo
compared two scenarios for funding the war—one financed it
with current taxes, and the other financed it with government
bonds—and concluded that the two were equivalent with regards
to spending.

That proposition probably overstates the case. People, and even
some businesses, are indeed myopic, at least to some degree. It is
unlikely that they fully internalize the cost of future taxes.

Still, it would seem silly to deny that a debt as large as ours would
have no effect on current spending and investment decisions. At the
very least, increased debt today introduces a level of uncertainty
that can prevent businesses from investing, expanding, and hiring.
We know, for example, that American businesses currently have
almost $5 trillion in uninvested assets.*® Might they not use some of
those assets to expand or hire additional workers if they did not fear
future taxes?

Beyond the short-term failures of Keynesian stimulus lurks a big-
ger long-term threat. That is, even if one accepts the need for coun-
tercyclical stimulus during times of slow economic growth, fiscal
policy is rarely countercyclical during times of positive economic
growth. For example, a 2008 paper for the European Commission
that looked at euro-area countries from 1980 to 2005 found
evidence of procyclical bias in good times, whereas no strong evi-
dence of a cyclical bias is found in bad times.** Although in theory
governments should follow recessionary spending by cutting back
during “boom times,” in practice stimulus during recessions is
followed by continued fiscal expansion after the recession is over.
In other words, spending (and debt) almost always increases
regardless of economic conditions (see below).
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Debt Is Bad Sometimes, but Not Now (Part 2)

Others argue that current economic conditions, notably low inflation
and low interest rates, make for a uniquely favorable opportunity to
borrow. Former treasury secretary Larry Summers, for instance, writes,
“Governments that enjoy such low borrowing costs can improve their
creditworthiness by borrowing more, not less, and investing in improv-
ing their future fiscal position, even assuming no positive demand
stimulus effects.”* And Matt Yglesias says, “Under today’s interest rate
conditions, it’s more expensive to pay the bills out of taxes than to just
borrow the money, because borrowing is so cheap.”*

It is true that interest rates are exceptionally low today. Low of
course doesn’t mean without cost. Interest payments on the federal
debt in 2014 totaled $271 billion.” To put that in perspective, the
sequester has saved less than half that amount, roughly $127 billion
through 2014.%® Still, low interest rates make borrowing attractive if
the borrowed funds are then invested in a way that brings a return
greater than the interest paid. But as we’ve repeatedly shown, little
government spending brings any return at all.

More important, although interest rates are low today, they are
unlikely to remain so into the future when deficit spending and,
therefore, borrowing are expected to increase significantly. The
Federal Reserve has already signaled its intention to ease its easy
money policies and eventually raise interest rates.*

Today, the interest rate on three-month T-bills is just 0.02 percent,
and 1.98 percent on 10-year notes.” According to the Congressional
Budget Office (CBO), if interest rates rise to predicted levels—3-month
Treasuries to 3.5 percent and 10-year Treasuries to 4.7 percent by 2019—
interest payments on the federal debt will reach $492 billion in 2019.*
As a result, interest payments would be on pace to exceed the cost of
all nondefense discretionary spending plus federal civilian retirement
programs by 2025, and they will exceed the cost of those programs plus
defense—or the entire Social Security program—by 2060.%2

Debt Is Bad, But We’ve Licked the Problem

As noted in Chapter 1, budget deficits have been declining since
2011 and were just $483 billion in 2014, their lowest level since 2008,
and as little as $469 billion this year. Tax revenues are up, at their
highest levels as a percentage of GDP since 2007, and spending, in
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part thanks to the much-reviled sequester, has fallen to its lowest
level, as a percentage of GDP, since 2008.

As a result Krugman and other debt deniers think that either
there was never a problem or we have already solved it. Of
course, we are still borrowing 20 cents out of every dollar we
spend. And more important, that phenomenon is just temporary.
According to the CBO’s recent report, deficits will start rising as
soon as 2016 and by 2024 will approach $1 trillion per year. The
CBO also estimates that we will add another $8.77 trillion to the
debt through 2024, at which point gross federal debt will be more
than $26.5 trillion.*

In fact, as Figure 3.1 shows, future debt projections are 2.8 percentage
points of GDP higher by 2024 than they were only one year before.*

Figure 3.1
PusLic DEBT PROJECTIONS, 20162024

80
78 -
August 2014
% 76 - projection
S
S 744
é —— April 2014
*2 70 projection
Q
1<
& 70 February 2014
projection
68 -|
===-May 2013
66 projection

2016 2017 2018 2019 2020 2021 2022 2023 2024
Year

Source: Congressional Budget Office, “Updated Budget Projections: Fiscal
Years 2013 to 2023,” May 2013; Congressional Budget Office, “The Budget
and Economic Outlook: 2014 to 2024,” February 2014; Congressional
Budget Office, “Updated Budget Projections: 2014 to 2024,” April 2014.
Congressional Budget Office, “An Update to the Budget and Economic
Outlook: 2014 to 2024,” August 27, 2014.
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The recent deficit reduction carries within it the seeds of its own
undoing. That is, having achieved some success in reducing the defi-
cit, Congress will be tempted to increase spending once again.

Indeed, we’ve already seen movement in that direction. The
sequester was a significant factor in slowing the growth of spend-
ing since 2012. Yet as part of the 2013 budget agreement, Congress
essentially agreed to waive $63 billion in sequester cuts for 2014 and
2015.% True, those increases are theoretically offset by undefined cuts
to entitlements in 2023 and 2024, but there is more than enough rea-
son to be skeptical about whether those future cuts will ever occur.

Congress also passed, on a bipartisan basis, a massive new farm
bill that will cost taxpayers roughly $950 billion over the next
10 years. That amount represents an inflation-adjusted $258 billion
increase over the 10-year cost of the last farm bill in 2008, a whop-
ping 37 percent jump in real spending.*’

In addition, President Obama’s FY 2015 budget proposal delib-
erately eschews what the administration refers to as “austerity,”
increasing spending by $171 billion over the next 10 years (above the
CBO base line).* To be fair, the president does project that his budget
would result in a gross national debt that is actually $2.2 trillion
lower than current projections in 2024, although a still substantial
$24.99 trillion.” However, the president achieves that debt reduc-
tion by relying on extremely rosy projections for economic growth,
slowing health care costs, and increased revenues. For example, the
president assumes average real GDP growth of 2.7 percent com-
pared with CBO’s 2.5 percent projection. The president’s budget also
anticipates a slightly lower unemployment rate than CBO’s, and the
president also assumes that a recent slowdown in the growth of
health care spending will continue indefinitely.

Several government forecasters, including the CBO and the
Medicare system’s trustees, remain skeptical (see Chapter 6), but the
president relies on that reduction for $402 billion in deficit reduction
over 10 years. The president also anticipates more than $1.3 trillion
in increased taxes that are included in his budget, but are unlikely to
pass Congress in reality. Similarly, the president’s budget includes
$160 billion in deficit reduction from comprehensive immigration
reform.*® But Republicans in Congress are unlikely to take up the
issue this year. Without such rosy scenarios, the president’s budget
would take gross national debt to a record $26.8 trillion by 2024.%
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Consider your overweight friend. After years of overeating, he
finally cuts back a bit and starts to exercise. As a result, he loses a
few pounds. He’s still overweight but moving in the right direction.
If he decides that his success means he can stop working out and
watching what he eats, it won’t be long before he’s in even worse
shape than before he started.

That’s a great analogy for the course Washington is taking today.

Besides, We Can’t Predict the Future Anyway

Finally, some analysts suggest that concern over long-term debt
is premature because the forecasts might simply be wrong. As Matt
Yglesias puts it:

It always strikes me as absurd that it’s considered the very
height of Washington, D.C., seriousness to pay lots of atten-
tion to 75-year budget projections . . . [Go back] in time to the
year 1940. Europe is at war, and the United States is clearly
casting its lot with the United Kingdom but not directly
involved on a military level. People are wondering if tough
economic sanctions on Japan will be enough to dissuade it
from its brutal efforts to conquer China. There are no anti-
biotics, jet planes, or television networks. Somebody tells
you he has an idea about changing federal health care policy.
You ask him, as if it’s the most natural question in the world,
“What are the implications of your proposal for the federal
budget in the year 2012?”>

It is true that most budget projections are imprecise. Indeed, most
have proved to be wrong over time. But contrary to the implications
of the debt deniers, they have not generally overestimated our fiscal
obligations; rather they have been too optimistic.

For example, when Medicare was instituted in 1965, government
actuaries estimated that the cost of Medicare Part A would be $9 bil-
lion by 1990. In actuality, it was seven times higher—$67 billion.”
Similarly, in 1987, Medicaid’s special hospitals subsidy was projected
to cost $100 million annually by 1992, just five years later; it actu-
ally cost $11 billion, more than 100 times as much.** In 1988, when
Medicare’s home-care benefit was established, the projected cost
for 1993 was $4 billion, but the actual cost in 1993 was $10 billion.»®
When the Greenspan Commission “fixed” Social Security in 1983, it
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predicted that the program’s trust fund would be solvent until 2056.%
The most recent report from the program’s trustees warns that the
combined trust fund will be exhausted by 2033.”” And each succes-
sive CBO estimate of the cost of the Affordable Care Act has raised
its price tag.%®

Moreover, even if one doubts specific dollar amounts for specific
years, there really is little doubt as to direction or trend lines. One
can question whether the national debt in 2024 will be $25 trillion or
$27 trillion. But does it really make much difference? It will be large,
and larger than it is today:.

Finally, it hardly seems like sound budgeting to plan on the pos-
sibility that you have overestimated your debts. If you are facing
enormous credit card bills, you wouldn’t want to base your budget-
ary strategy on the possibility of your winning the lottery someday.

Denial Is Not Just a River in Egypt

When faced with bad news, you have three choices: accept it,
ignore it, or deny it. But ignoring or denying something will not
change the underlying facts.

A family can continue to pretend that it can live beyond its means,
but sooner or later the bills come due. And as a country, we can
pretend that we can go on spending and borrowing as if there is
no tomorrow. But tomorrow does eventually arrive, and with it the
consequences.
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During the 2012 presidential campaign, Mitt Romney was roundly
criticized—with some cause—for his remarks about the “47 percent”
who do not pay federal income taxes and therefore supposedly were
part of the Democratic base.! Romney, of course, was factually wrong
in implying that the 47 (since fallen to 43.3) percent of Americans
who do not pay federal income taxes are some sort of poor under-
class. The number includes, for instance, both students who will pay
taxes in the future and seniors who paid taxes in the past, as well as
others whose circumstances change from year to year. He was per-
haps more fundamentally wrong in implying that the poor, whether
they pay taxes or not, see themselves as victims and are content to be
dependent on government.

And it was just plain silly to say that non—federal taxpayers will
uniformly vote for Obama. Although it is true that almost 9 out of
10 nonpayers have incomes below $50,000 per year, the 43.3 percent
includes both working poor and middle-class taxpayers with sub-
stantial deductions and a large numbers of retirees, who have paid
federal taxes in the past, as well as students, who will do so in the
future.?

Moreover, there is no evidence that most poor people wish to
remain permanently dependent on government. Indeed, every
survey of those on welfare indicates that they would prefer to
be working and aspire to a better life for their children. And
some of the nonpaying groups—seniors for example—dispro-
portionately voted for Romney. All in all, Romney’s statement
was a model of inaccuracy combined with extreme political
tone-deafness.

But the dustup over Romney’s remarks obscured a larger truth.
It’s not just who pays taxes that creates a constituency for gov-
ernment spending, although both common sense and academic
research suggest that it is easier to increase federal spending if
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fewer people have to pay for it. “Skin in the game” matters. For
example, a study from the nonpartisan Tax Foundation found
that “a one percentage point increase in the share of tax filers who
are nonpayers is associated with a $10.6 billion per year increase
in transfer payments.”? Given that the percentage of nonpayers
has increased by 20 percentage points since 1990 to 41 percent in
2010, the Tax Foundation concluded that the increase over this
period is at least partially responsible for $213 billion annually
in additional spending.* Since 2010 the percentage of nonpay-
ers has increased by another 2.3 percentage points, which could
lead to a further $24.38 billion increase in annual transfers.

What really matters is not the number of payers but the number
of recipients of government largess. It should be clear that the more
people depend on government programs, the harder it becomes to
cut those programs. That is not to say that the people on those pro-
grams are freeloaders or refuse to take responsibility for their lives.
But it does mean that they have a vested interest in maintaining
those programs. There is a reason why it is so easy for politicians to
demagogue Medicare reform, and why Social Security is the third
rail of American politics.

Simply look to what is happening in European countries today.
Despite the fact that their welfare states have become unaffordable,
any attempt to trim benefits leads to massive resistance. Have we
reached that tipping point yet? No, but we may be getting perilously
close.

During the 2011 debate over raising the debt ceiling, President
Obama noted that the U.S. federal government sends out 70 mil-
lion checks every month. Unfortunately, that is probably an
underestimate. According to the Washington Post, the president’s
estimate included Social Security, veterans’ benefits, and spend-
ing on nondefense contractors and vendors. But he included
neither reimbursements to Medicare providers and vendors
nor electronic transfers to the 21 million households receiving
food stamps. (Nor did he include most spending by the Defense
Department, which has a payroll of 6.4 million active and retired
employees and, on average, pays nearly 1 million invoices and
660,000 travel expense claims per month.) The actual number
might be closer to 200 million.’
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A Growing Welfare State

According to the Congressional Budget Office, more than 60 percent
of American households receive more in government benefits than
they pay in federal taxes.® A Tax Foundation study also suggests that,
taking into account President Obama’s policies, more than 60 percent
of Americans are net recipients of government largesse.”

As Figure 4.1 shows, in 1966, transfer payments from the federal
government made up less than 10 percent of wages and salaries.
As recently as 2000, transfer payments amounted to just 21 percent.
Today, transfer payments are equivalent to almost 34 percent of all
salaries and wages.?

Figure 4.1
TRANSFER PAYMENTS AS A PERCENTAGE OF WAGES AND
SALARIES, 19652013
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SouRrce: Bureau of Economic Analysis, “National Income and Product
Accounts Tables,” Table 2.1.

That is not a unique situation brought about by the recent reces-
sion and its attendant high levels of unemployment. Growth in the
U.S. welfare state has been steady regardless of economic conditions.
For example, as Figure 4.1 shows, while transfer payments rose as
a percentage of wages during the last major recession from 2001 to
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2002, they did not return to previous levels once the recession ended
and unemployment declined.’

Another way to look at that situation is to consider trans-
fer payments as a proportion of all government spending
(Figure 4.2). In 1930, before the Great Depression and Franklin
Roosevelt, transfer payments made up roughly 10 percent of
total U.S. government spending. By 1969, at the start of Lyndon
Johnson’s War on Poverty, as well as the enactment of Medicare
(and Medicaid), that percentage had almost doubled to 19.7 per-
cent. By 2010, it doubled yet again, reaching almost 41 percent
of government spending.'” That means that the welfare state
makes up more than two-fifths of all government spending in
the United States.

Figure 4.2
TRANSFER PAYMENTS AS A SHARE OF
GOVERNMENT SPENDING, 1929—2013
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Moreover, those income transfers are occurring at higher and higher
income levels. In 1979, for example, more than 54 percent of federal
transfer payments went to the poorest 20 percent of Americans. But
in 2011, just 41 percent did." Thus, transfer payments are increasing,
both in absolute terms and as a percentage of federal spending, but
they are also increasingly being paid not to the poor but to the middle
class. We are no longer simply talking welfare as we have traditionally
understood it, but middle-class entitlement programs as well.

That fact is key to dealing with our growing national debt.

How Government Spends Our Money

Figure 4.3 shows how the federal government actually spends its
money. Politicians like to pretend that you can deal with the debt

Figure 4.3
SPENDING COMPOSITION, 2014
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Source: Congressional Budget Office, “An Update to the Budget and
Economic Outlook: 2014 to 2024,” August 27, 2014.
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crisis by eliminating “fraud, waste, and abuse” in the federal budget,
and certainly there is plenty of that. But you simply cannot balance
the budget by cutting the usual suspects. Foreign aid amounts to
less than 1 percent of federal spending. Federal subsidies to Planned
Parenthood and the Corporation for Public Broadcasting amount to
a combined 0.0002 percent.

In fact, all domestic discretionary spending—everything from the
Department of Education and the Federal Bureau of Investigation, to
National Aeronautics and Space Administration and the Food and
Drug Administration—accounts for just 16.9 percent of all federal
spending.'? Of course, that doesn’t mean that discretionary spend-
ing can’t or shouldn’t be cut. After all, since 2000, nondefense dis-
cretionary spending has increased by 80 percent.” Still, we are not
going to solve our spending problem just on the discretionary side
of the budget.

Moreover, the sequester and recent budgets have significantly
reduced discretionary spending both as a share of the economy
and as a share of the deficit. Domestic discretionary spending will
amount to just 3.28 percent of gross domestic product (GDP) in 2015
and will fall to just 2.48 percent by 2024. That will be the lowest level
in more than 50 years.

As described previously, defense discretionary spending, which
constitutes roughly 16.4 percent of federal spending, can and should
be cut as well. Another 6.6 cents out every dollar that the federal
government spends is for interest on our current federal debt. That
area of government, unfortunately, cannot be reduced by legislative
action, at least in the short term.

Everything else falls under the broad heading of entitlement, or
mandatory, spending, which accounts for 60.1 percent of federal
spending. In particular, three entitlement programs—Social Security,
Medicare, and Medicaid—account for almost 50 cents of every dol-
lar that the federal government spends.™

In simple dollar terms, in 2015 we will spend $887 billion on
Social Security this year and $620 billion on Medicare, while
the federal government’s portion of Medicaid spending will
amount to $328 billion. That’s a total of $1.836 trillion out of
a $3.75 trillion federal budget. That’s roughly as much (on an
inflation-adjusted basis) as the entire federal government spent
in 1982. And it is more than the entire GDP of such countries
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as Australia, Mexico, Poland, Spain, Sweden, Switzerland, and
many others."

That factor represents an ongoing change in the way that the fed-
eral government spends money. As Figure 4.4 shows, entitlement
spending has been rising as a share of the federal budget since the
1960s, while both domestic and defense discretionary spending
have been declining.

Figure 4.4
DISTRIBUTION OF FEDERAL OUTLAYS, 1962—2013
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Actually, It's the Entitlement State

The term “entitlement” itself is the subject of much confusion. For
example, many seniors object to calling Social Security and Medicare
entitlements, claiming that the term brands those programs as a form
of welfare, when in fact seniors have paid taxes into those programs.
However, even setting aside the issue of whether those complaints
properly characterize payroll taxes, they misunderstand the mean-
ing of entitlement.
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Entitlement is actually a legal and budgetary term that describes a
program not subject to annual appropriation. Congress does not vote
on their budgets every year. Rather, the programs spend whatever
is necessary to provide statutory benefits under broad categories of
eligibility. In other words, if you have reached retirement age and
are otherwise eligible, you receive Social Security benefits. Whatever
is necessary to provide those benefits to all eligible recipients will be
spent. In fact, that is what differentiates entitlement spending from
discretionary spending. There is no discretion about how much to
spend. It’s pretty much on autopilot.

By that definition, Social Security and Medicare, as well as pro-
grams like farm price supports, are entitlements, but—perhaps
ironically—most traditional welfare programs such as Temporary
Assistance to Needy Families are not.

Returning to Figure 4.3, it should be obvious that no matter how
deep we cut into defense and domestic discretionary spending, we
will not solve our debt problems in that way. Of course, that is
not an argument against cutting defense or discretionary spend-
ing. Congress should cut wherever possible. But ultimately, any
serious plan to balance the budget long term and to reduce the size
and cost of government must address Social Security, Medicare,
and Medicaid.

And as much of federal spending as we devote to those three
programs today, they are going to take even more in the future.
Thus, entitlements will gradually squeeze out everything else in
the budget.

Consider this: By 2035, Medicare, Medicaid, and Social Security will
consume roughly 13.9 percent of GDP, while interest on the federal
debt will amount to another 4.3 percent of GDP.! If one assumes that
revenues return to and stay at their traditional 17.3 percent of GDP,
then those three entitlement programs plus interest will consume all
federal revenues. Not a single dime would be available for any other
program of government, from national defense to welfare.

The Affordable Care Act contributes to this entitlement burden,
since it both expands Medicaid and adds its own entitlement in the
form of subsidies for the purchase of insurance. By 2024, it will con-
tribute half a percentage point of GDP in government spending and
consume 3 percent of federal spending."”
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We’ve Been Warned

It is not as though there has been no warning about entitle-
ment growth. As far back as 1995, the Bipartisan Commission on
Entitlement and Tax Reform was pointing out: “If we do not plan
for the future, entitlement spending promises will exceed federal
resources in the next century. The current trend is unsustainable.”
The commissioners went on to warn, “If we fail to act, we have made
a choice that threatens the economic future of our children and the
nation.”'® Four years later, the National Bipartisan Commission on
the Future of Medicare, while unable to reach a consensus on how
to reform the program, concluded that it was unsustainable in its
present form."” Likewise, President Clinton’s Advisory Council on
Social Security agreed that Social Security, as currently structured,
could not meet its future obligations.?

If anything, those warnings—over many years and across politi-
cal and ideological differences—have understated the threat to
future generations. But so far, both political parties have sought
partisan political advantage rather than dealing with the looming
threat. Democrats demagogued President Bush’s attempts to allow
younger workers to privately invest a portion of their Social Security
taxes and continue to attack any Republican who raises the issue.”!
Republicans criticized Democrats for daring to make cuts, however
tentative, in Medicare as part of their health care reform effort.”

Indeed, Nicholas Eberstadt notes that entitlement spending has
actually grown faster under Republican presidents than under
Democrats, on average 8 percent faster on a year-over-year basis.?
Nor should we forget that it was George W. Bush who pushed
through Medicare’s prescription drug benefit, the largest expan-
sion of entitlements since Lyndon Johnson created Medicare and
Medicaid. Entitlement spending is not a partisan issue.

The reason why previous warnings about entitlements have gone
unheeded is easy to see. Fully 86 percent of all Americans age 65
and older receive Social Security.* Moreover, 5.7 million seniors also
receive Medicaid to cover their long-term care (i.e., nursing home)
expenses.” More than a tenth of the elderly receive benefits from all
three programs.

They depend on those benefits for a substantial portion of their
retirement income. For example, 46 percent of elderly married
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couples and 65.5 percent of unmarried persons over 65 receive more
than half or more of their income from Social Security. % Almost
42 percent of unmarried seniors rely on Social Security for at least
90 percent of their income, and nearly 19 percent of elderly married
couples do.” Medicare pays for 54 percent of health care spending
by seniors.”® And although Medicaid is generally thought of as a pro-
gram for the poor, in reality 23 percent of Medicaid spending actu-
ally goes to seniors, primarily to pay for long-term care.”” Medicaid
pays for 41 percent of all long-term care in this country.®

Any entitlement reform, therefore, must take into account the
dependence that we’ve already built up among seniors. That is both
practical—it’s difficult and unfair to change the rules for seniors in
the middle of the game—and political.

Seniors are a powerful voting bloc. In the 2012 elections, voters
over age 65 made up more than 22 percent of the registered voters
who reported they voted in the elections. Those under age 30 com-
posed just 15.4 percent.*’ And of course, those under 18 and genera-
tions yet unborn do not vote at all. That fact makes for a powerful
incentive for Congress to provide benefits to seniors, while passing
the bill on to young people and future generations.

The Clock Is Ticking

Simply put, there is no way to reduce the growth in government
spending and debt without reforming entitlements.

The following chapters take a more detailed look at each of those
programs and offer some options for reform. None of those reforms
will be politically easy. If they were, they would have already been
implemented. But the longer we put off action, the more difficult
and painful it will be to implement any changes.
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During the 2012 Republican presidential primaries, Texas governor
Rick Perry came under fire for having written that Social Security is
“set up like an illegal Ponzi scheme.”! He explicitly compared Social
Security’s financing with the type of illegal scheme “that sent Bernie
Madoff to prison,” explaining that, like a Ponzi scheme, “deceptive
accounting has hoodwinked the American people into thinking that
Social Security is a retirement system and financially sound when
clearly it is not.”?

Perry’s statement was roundly denounced by other Republican
candidates, especially the eventual Republican nominee, former
Massachusetts governor Mitt Romney, as well as many Social
Security advocates and large portions of the media.

Yet Social Security has many structural characteristics that resem-
ble those of the classic Ponzi or pyramid scheme. For example, like a
Ponzi scheme, Social Security does not actually save or invest any of
a participant’s payments. When a worker pays taxes into the system,
that money is used to pay current beneficiaries. Therefore, partici-
pants receive payments, not from returns on their own investments
but directly from inflows from subsequent participants.

As a result, Social Security was able to pay early participants a
windfall return on the money that they paid in taxes.> But as demo-
graphic changes result in fewer workers paying into the program
and more recipients taking benefits out, the return to subsequent
generations grows steadily worse. Today’s young workers will
receive a rate of return far lower than what they could receive from
private markets.

Indeed, both opponents and supporters of Social Security have
long noted the program’s pyramid-like structure. Milton Friedman
called Social Security “the biggest Ponzi scheme on earth.”* So did
his fellow Nobel laureate Paul Samuelson, who famously referred
to Social Security as “a Ponzi scheme that works.”® That sentiment
was echoed by Paul Krugman, who has written of Social Security’s
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“Ponzi game aspect, in which each generation takes more out than
it put in.”®

Of course, there is one crucial distinction between Social Security
and a Ponzi scheme. Once Ponzi was unable to talk enough people
into investing with him, his scheme collapsed. People participate in
Social Security because the government makes them. And if the Social
Security system begins to run short of people paying into the system,
as it is now, it can force those people to pay more.

Yet Congress’s ability to preserve Social Security through higher
taxes and lower benefits should not distract from the fundamental
fact that Social Security is unable to pay the promised level of bene-
fits with current levels of revenue. It faces unfunded future liabilities
in excess of $24.9 trillion and will be the second-largest contributor
to this country’s long-term debt, after Medicare.

The Growth of Social Security

The Social Security Act was signed into law by President Franklin
Delano Roosevelt on August 14, 1935. The United States was actu-
ally a latecomer to the idea of a government-provided old-age pen-
sion program, first introduced by Chancellor Otto von Bismarck in
Germany in 1889. In fact, by the time that Roosevelt signed the Social
Security Act, 35 countries, mostly in Europe and Latin America, had
already established such programs.

The Social Security Act imposed a 1 percent tax on employees’
wages to be matched by a 1 percent tax on employers, starting in
1937. The amount of wages subject to the tax was capped at $3,000,
making the maximum tax $60 ($30 by the employee and $30 by the
employer).” Benefits were paid beginning in 1940.

Originally, the Social Security program was quite modest. Not
only were both the taxes and benefits relatively low, but the program
did not apply to agricultural workers, domestic servants, casual
laborers, seamen, government workers, and employees of any non-
profit organization, including educational, religious, and scientific
organizations. Those other categories of workers were gradually
included in the years since, most added by President Harry Truman
in 1952, with government workers being brought into the system
only in 1984.
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Social Security also originally provided only retirement benefits.
Truman added survivors benefits in 1952, and disability benefits
were added to the program in 1956. Over the same period, the level
of retirement benefits, and the taxes necessary to pay for them,
increased dramatically.

However, if the period between Social Security’s birth and the
mid-1970s was marked by an almost uninterrupted expansion of
the program, in both the scope of coverage and benefits provided,
as well as the level of the benefits themselves, storm clouds were
on the horizon. By the mid-1970s, it was becoming apparent that
Social Security could not continue to finance all the benefits it had
promised. In 1975, for the first time since 1959, Social Security ran a
deficit, spending more on benefits than it brought in through taxes.
The same thing happened in 1976 and 1977. Operating deficits were
projected to continue in subsequent years, and reserves would be
exhausted by the early 1980s. Congress and President Jimmy Carter
responded with the largest tax increase in American history (until
that time). In signing the changes, Carter announced, “From 1980
through 2030, the Social Security system will be sound.”®

He was wrong. By 1983, Social Security was again teetering on the
edge of insolvency. Projections showed that Social Security faced a
deficit of $150 billion to $200 billion between 1983 and 1989, with
a 75-year shortfall of more than $1.6 trillion. Indeed, by some esti-
mates, Social Security would be unable to pay benefits by July 1983.

A commission had been established in 1982, chaired by Alan
Greenspan and including representatives from Congress, business,
and labor, to propose long-term reforms to Social Security. By 1983,
facing the possibility that checks might actually be delayed for mil-
lions of retirees, the committee agreed to a set of recommendations
combining modest benefit restraint and a large increase in the pay-
roll tax.” Pushed by both President Reagan and House Speaker Tip
O’Neill, Congress quickly passed those reforms, as well as a gradual
increase in the retirement age from 65 to 67 by 2027.

Once again, program supporters pronounced the program fiscally
sound, predicting solvency until at least 2062. Once again, they were
wrong.

By the mid-1990s, it was apparent that Social Security’s finances
were once more deteriorating rapidly. President Bill Clinton launched
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a nationwide campaign to consider proposals that would “Save
Social Security First.” The Clinton administration actively consid-
ered proposals for personal accounts and even established a Treasury
Department task force to look into how a personal account system
could be implemented. Unfortunately, the Lewinsky scandal and the
threat of impeachment arose. In the end, nothing was done to reform
the program, and Social Security’s finances grew steadily worse.

George W. Bush was the next president to consider Social
Security reform. His first effort, which included a bipartisan com-
mission headed by Democratic Senator Daniel Patrick Moynihan,
was derailed by the terrorist attack on 9/11. Bush launched
a second, more sustained campaign for reform during his sec-
ond term. Unfortunately, by that time, the president’s credibil-
ity had been greatly diminished by the war in Iraq, the response
to Hurricane Katrina, and other failures. In the face of a furious
opposition campaign led by AARP and labor unions, the reform
effort collapsed.

President Obama has offered only the most tepid support for
Social Security reform. He has occasionally voiced support for some
restraint in the growth of future benefits, such as changing the for-
mula for calculating cost-of-living adjustments.'® More recently, he
has backed away from even that idea."

Social Security’s problems, however, have not gone away.

Social Security Basics

Social Security today is the largest program operated by the fed-
eral government. Indeed, it is the largest government program in
the world, providing more than $812 billion in benefits to almost
58 million recipients in 2013."> Social Security accounts for more than
20 percent of all federal spending, more than the amount that the
federal government will spend on all other entitlement programs,
except Medicare, combined.

Social Security provides a variety of benefits, the major ones being
retirement benefits, including spousal benefits, disability, and sur-
vivors benefits. Indeed, the full name of the program that we call
Social Security is actually the Old-Age, Survivors, and Disability
Insurance Program. Although interrelated, the various aspects of
Social Security are technically funded (at least in part) by distinct
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and dedicated portions of the Social Security payroll tax, and actu-
ally have separate trust funds.

Retirement benefits: Social Security has become the primary
source of retirement income for most Americans. Approximately
35 percent of all income for individuals age 65 or older comes
from Social Security benefits.”> Almost three-quarters of elderly
Americans have no private pension, and almost half have no income
from assets.™

In 2013, Social Security paid out almost $529 billion in retire-
ment benefits to 40.8 million American retirees and auxiliaries.
That amount represented more than 65 percent of the program’s
expenditures.

In determining an individual’s Social Security retirement benefits,
the Social Security Administration (SSA) first calculates his or her
Average Indexed Monthly Earnings (AIME). All earnings on which
the person has paid Social Security taxes between 1968 and the year
in which he or she reaches age 60 are indexed to account for past
inflation and real wage growth. The indexing formula is based on
the ratio of the average national wage in the year the individual
turns 60 to the year to be indexed. Wages earned after age 60 are
not indexed but are left in nominal dollars. The SSA then selects the
35 years in which wages are highest. The wages for those years are
totaled and divided by 420 months. The result is the AIME."®

From that amount, a progressive formula is used to determine
the person’s Primary Insurance Amount (PIA). For people reaching
the full retirement age of 66 in 2015, that formula was 90 percent of
the first $826 of the AIME, plus 32 percent of the next $4,980 of the
AIME, plus 15 percent of the remaining AIME.¢

In the case of early or late retirement, benefits are adjusted accord-
ingly. For example, if a worker retires at age 62 (the earliest allowable
age under Social Security) the worker’s benefits will be permanently
reduced to 80 percent of his or her PIA. If the worker delays retire-
ment until age 67, his benefit will be increased to 108 percent of PIA."

Spousal benefits: A spouse who has not worked long enough to
be eligible for her own benefits will, at age 62, receive benefits equal
to 50 percent of the worker’s PIA.™®

Survivors benefits: Social Security also provides benefits to sur-
viving spouses and to children under the age of 18. In 2013, Social
Security paid out more than $112 billion in survivors benefits to
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6.2 million Americans. That amount represented almost 14 percent
of Social Security’s total expenditures.”

If a worker dies, a surviving spouse over age 60 receives benefits
equal to 100 percent of the worker’s PIA. If the widowed spouse is
under age 60, she is eligible for benefits equal to 75 percent of the PIA
if she is caring for children under age 16. Minor children of a deceased
worker are also eligible for survivors benefits equal to 75 percent of
the PIA. However, a family’s total benefits are capped at between
150 percent and 188 percent of the PIA, according to a mildly progres-
sive formula.

Disability benefits: Finally, Social Security also provides benefits
to disabled workers, defined as those workers with a physical or
mental impairment that prevents them from performing “substan-
tial” work for at least a year. Generally, earnings of $1,040 or more
per month are considered substantial work. Further, the disability
must generally be considered permanent.

In 2013, Social Security paid out $140 billion in disability benefits
to 10.98 million disabled workers and their dependents, roughly
17.2 percent of the program’s expenditures.*!

Disability benefits are generally equal to the individual’s PIA,
computed as though he or she were age 62 at the time of disable-
ment. If the person is receiving workers compensation or other types
of government disability benefits, the Social Security disability pay-
ment may be reduced.”

The Looming Crisis

Social Security is a pay-as-you-go (PAYGO) program, in which
Social Security taxes are used to immediately pay benefits for cur-
rent retirees. It is not a funded plan, where contributions are accumu-
lated and invested in financial assets and liquidated and converted
into a pension at retirement. Rather, it is a simple wealth transfer
from current workers to current retirees.

Table 5.1 shows a basic model of overlapping generations, where
people are born in every time period, live for two periods (the first
as workers, the second as retirees), and finally die. As time passes,
older generations are replaced by younger generations. The col-
umns represent successive time periods, and the rows represent
successive generations. Each generation is labeled by the period of
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its birth, so that Generation 1 is born in Period 1, and so on. In each
period, two generations overlap, with younger workers coexisting
with older retirees.

In Table 5.1, a PAYGO pension system provides a start-up bonus
to Generation 0 retirees by taking contributions from Generation 1
workers to pay out benefits to those already retired. The PAYGO pro-
gram provides initial (Generation 0) retirees a windfall because they
never paid taxes into the system. Subsequent generations both pay
taxes and receive benefits. There is no direct relationship between
taxes paid and benefits received.”

Table 5.1
A PAYGO SocIAL SECURITY SYSTEM

Period 1 Period 2 Period 3 Period 4
Generation 0 Retlrefi Dead Dead Dead
benefits
Generation 1 N Wczrkm'g N Retlrefi Dead Dead
contributions | benefits
Generation 2 | Unborn T W(irkm‘g T Retlref:l Dead
contributions | benefits
Generation 3 | Unborn Unborn T Wo‘rkm'g T Retlre‘d
contributions | benefits
Generation 4 | Unborn Unborn Unborn T Wczrkm.g T
contributions

Source: Thomas F. Siems, “Reengineering Social Security for the New
Economy,” Cato Institute Project on Social Security Privatization, SSP no.
22, January 23, 2001.

As long as the wage base supporting Social Security grows faster
than the number of recipients, the program can continue to pay
higher benefits to those recipients. But the growth in the labor force
has slowed dramatically. In 1950, for example, there were 16 work-
ers paying taxes into the system for every retiree receiving benefits
from the program. However, Americans have been living longer and
having fewer babies. As a result, there are now just 2.8 workers per
beneficiary, and by 2030 there will be only 2.2 (see Figure 5.1).* And
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real wage growth (especially in wages below the payroll tax cap) has
not been nearly fast enough to offset that demographic shift.

Figure 5.1
WORKER-TO-BENEFICIARY RATIO, 1945—2090
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Sourck: The 2014 Annual Report of the Board of Trustees of the Federal Old-
Age and Survivors Insurance and Federal Disability Insurance Trust Funds
(Washington: Government Printing Office, July 28, 2014).

In 2013, Social Security spent $99.1 billion more on benefits than
it took in through taxes.” In part, that shortfall was the result of the
temporary reduction in payroll taxes passed in 2011, and extended
for an additional year in 2012, before being allowed to expire on
January 1, 2013, as part of the deal to avert the fiscal cliff. However,
even though the payroll tax has returned to its full 12.4 percent rate,
Social Security still received almost $31 billion in general revenue
reimbursements for the payroll tax reduction, which drove up the
cash-flow shortfall in 2013. Although things will improve in 2014 as
the effects of the temporary payroll tax reduction finally dissipate,
things only get worse after that (Figure 5.2).%
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Figure 5.2
CasH-FLow DEFICIT, 2014-2024
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Source: Congressional Budget Office, “Old-Age, Survivors, and Disability
Insurance Trust Funds—CBO’s April 2014, Baseline,” April 14, 2014.

In theory, of course, Social Security is supposed to continue pay-
ing benefits by drawing on the Social Security Trust Fund until
2033, after which the trust fund will be exhausted.” At that point,
by law, Social Security benefits will have to be cut by approximately
23 percent.”

However, in reality, the Social Security Trust Fund is not an asset
that can be used to pay benefits. As the Clinton administration’s fis-
cal year 2000 budget explained it:

These [Trust Fund] balances are available to finance future
benefit payments and other Trust Fund expenditures—but
only in a bookkeeping sense. . . . They do not consist of real
economic assets that can be drawn down in the future to
fund benefits. Instead, they are claims on the Treasury that,
when redeemed, will have to be financed by raising taxes,
borrowing from the public, or reducing benefits or other
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expenditures. The existence of large Trust Fund balances,
therefore, does not, by itself, have any impact on the
Government’s ability to pay benefits.”

Even if Congress can find a way to redeem the bonds, the trust fund
surplus will be completely exhausted by 2033.%° At that point, Social
Security will have to rely solely on revenue from the payroll tax—
but that revenue will not be sufficient to pay all promised benefits.
Overall, Social Security faces unfunded liabilities of $24.9 trillion
($27.63 trillion if the cost of redeeming the trust fund is included).*
Clearly, Social Security is not sustainable in its current form. Con-
sequently, Congress will again be forced to resort to raising taxes,
cutting benefits, or both in order to enable the program to stumble
along.

In fact, the benefit estimate mailed to workers annually by the SSA
contains this disclaimer:

Your estimated benefits are based on current law. Congress
has made changes to the law in the past and can do so at
any time. The law governing benefit amounts may change
because, by 2033, the payroll taxes collected will be enough
to pay only about 77 percent of scheduled benefits.”*

In short, no matter what the official promise of your benefits, Social
Security will not really be able to pay all of them.

Other Issues with Social Security

Social Security taxes are already so high, relative to benefits, that
Social Security has quite simply become a bad deal for younger work-
ers, providing a poor, below-market rate of return. That poor rate of
return means that many young workers’ retirement benefits are far
lower than if they had been able to invest those funds privately.

In addition, Social Security taxes displace private savings
options, resulting in a large net loss of national savings, reduc-
ing capital investment, wages, national income, and economic
growth. Moreover, by increasing the cost of hiring workers, the
payroll tax substantially reduces wages, employment, and eco-
nomic growth as well.
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After all the economic analysis, however, perhaps the single most
important reason for transforming Social Security into a system of
individual accounts is that it would give American workers true
ownership of and control over their retirement benefits.

Many Americans believe that Social Security is an “earned right.”
That is, because they have paid Social Security taxes, they are enti-
tled to receive Social Security benefits. The government encourages
that belief by referring to Social Security taxes as “contributions,” as
in FICA (Federal Insurance Contributions Act). However, in the case
of Flemming v. Nestor, the U.S. Supreme Court ruled that workers
have no legally binding contractual or property right to their Social
Security benefits, and those benefits can be changed, cut, or even
taken away at any time.

As the Court stated, “To engraft upon Social Security a concept
of ‘accrued property rights” would deprive it of the flexibility and
boldness in adjustment to ever changing conditions which it
demands.”* That decision built on a previous case, Helvering v. Davis,
in which the Court had ruled that Social Security is not a contributory
insurance program, stating that “the proceeds of both the employer
and employee taxes are to be paid into the Treasury like any other
internal revenue generally, and are not earmarked in any way.”*

In effect, Social Security turns older Americans into supplicants,
dependent on the political process for their retirement benefits. If
they work hard, play by the rules, and pay Social Security taxes
their entire lives, they earn the privilege of going hat in hand to the
government and hoping that politicians decide to give them some
money for retirement.

Options for Reform

And there are really few options for dealing with the problem. That
is not an opinion shared only by supporters of individual accounts.
As former president Bill Clinton pointed out, the only ways to keep
Social Security solvent are to

e raise taxes,
¢ cut benefits,

e get a higher rate of return through private capital investment.*
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Certainly, throughout its history, Social Security taxes have been
raised frequently to keep the system financially viable. The ini-
tial Social Security tax was 2 percent (split between the employer
and employee), capped at $3,000 of earnings. That made for a
maximum tax of $60. Since then, as Figure 5.3 shows, the pay-
roll tax rate and the ceiling at which wages are subject to the tax
have been raised a combined total of 67 times. Today, the tax is
12.4 percent, capped at $118,500, for a maximum tax of $14,694.%
Even adjusting for inflation, that rate represents more than an
800 percent increase.

Figure 5.3
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SoURCE: Social Security Administration, “Contribution and Benefit Base,”
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On the other hand, Congress can reduce Social Security benefits.
Restoring the program to solvency would require at least a 23 percent
reduction in benefits. Suggested changes include further raising the
retirement age, trimming cost-of-living adjustments, means testing, or
changing the wage price indexing formula.

Congress has occasionally reduced benefits in the past. For
example, in 1993, the Social Security retirement age was increased
for workers age 45 and younger at the time.”” Since the amount
of payments a recipient will receive over a lifetime depends in
part on how long they collect benefits, delaying the age at which
they begin to receive those benefits effectively reduces the total
amount of those benefits. Thus, although it is technically true
that, as the Social Security Administration claims, “it has never
missed a payment,” it has paid less than originally promised.

Obviously, there are better and worse ways to make those
changes. But as we saw earlier, most younger workers will
receive returns far below those provided by private investment.
Some will actually receive less in benefits than they pay into the
system, a negative return. Both tax hikes and benefit reductions
further reduce the return that workers can expect on their con-
tributions (taxes).

A Better Reform: Personal Accounts

In the end, raising taxes or cutting benefits are little more
than Band-Aids. A permanent fix will require changing Social
Security from the PAYGO model that so resembles a Ponzi
scheme to a system where at least some of an individual’s Social
Security taxes are saved for a person’s retirement and invested
in real assets.

Table 5.2 shows what that change would mean. Unlike the cur-
rent Social Security system, each working generation’s contributions
would actually be saved and would accumulate as time passes. That
accumulation, including the returns earned through real invest-
ment, would then be used to pay that generation’s benefits when
they retire. Under a funded system, there would be no transfer from
current workers to current retirees. Each generation would pay for
its own retirement.*®
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A FUNDED SOCIAL SECURITY SYSTEM

Table 5.2

Generation Period 1 Period 2 Period 3 Period 4
0 Dead Dead Dead
Working > Retired
! contributions | benefits Dead Dead
Working > Retired
2 Unborn contributions | benefits Dead
3 Unborn Unborn Work'mg 9 Retlre.d
contributions | benefits
4 Unborn Unborn Unborn Work} ng 9
contributions

Source: Thomas F. Siems, “Reengineering Social Security for the New
Economy,” Cato Institute Project on Social Security Privatization, SSP no.
22, January 23, 2001.

In this system, there is a direct link between contributions and
benefits. Workers in each generation receive benefits equal to
their contribution plus the returns their investments earn. And
because real investment takes place, and the rate of return on
capital investment can be expected to exceed the growth in wages,
workers can expect to receive higher returns than under the cur-
rent system.

Although from a strictly economic viewpoint it makes no differ-
ence whether investment under such a funded system is made by the
government directly or through personal accounts, one need look no
further than the Troubled Asset Relief Program or the auto industry
bailout to see reasons for concern with government investment. If
the goal is to move away from a Ponzi-style PAYGO system to a
program based on savings and investment, a much better approach
is to allow younger workers to save at least a portion of their payroll
taxes through individual accounts.”

Moving to a system of individual accounts would allow workers
to take advantage of the potentially higher returns available from
capital investment. In a dynamically efficient economy, the return
to capital will exceed the rate of return to labor and therefore will
be higher than the benefits that Social Security can afford to pay.
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In the United States, the return on capital has generally run about
2.5 percentage points higher than the return on labor.*

True, capital markets are both risky and volatile. But private capi-
tal investment remains remarkably safe over the long term. Despite
recent declines in the stock market, a worker who had invested over
the past 40 years would have still earned an average yearly return
of 6.85 percent investing in the S&P 500, 3.46 percent from corporate
bonds, and 2.44 percent from government bonds.*

For example, a 2012 Cato Institute study found that if workers retir-
ing in 2011, near the nadir of the stock market’s recession-era decline,
had been allowed to invest the employee half of the Social Security
payroll tax over their working lifetime, they would retire with more
income than if they relied on Social Security.”? Indeed, even in the
worst-case scenario, a low-wage worker who invested entirely in
bonds, the benefits from private investment would equal those from
traditional Social Security.* Although that type by analysis has limits
and caveats, it clearly shows that the argument that private invest-
ment is too risky compared with Social Security does not hold up.

Low-income workers would be among the biggest winners under
a system of privately invested individual accounts. Private invest-
ment would pay low-income workers significantly higher benefits
than Social Security could pay. And that does not take into account
the fact that blacks, other minorities, and the poor have below-
average life expectancies. As a result, they tend to live fewer years
in retirement and collect less in Social Security benefits than do
whites.* In a system of individual accounts, by contrast, they would
each retain control over the funds paid in and could pay themselves
higher benefits over their fewer retirement years or could leave more
to their children or other heirs.

The higher returns and benefits of a private, invested system
would be most important to low-income families, as they most
need the extra funds. The funds saved in the individual retirement
accounts, which could be left to the children of the poor, would also
greatly help families break out of the cycle of poverty. Similarly,
the improved economic growth, higher wages, and increased jobs
that would result from an investment-based Social Security system
would be most important to the poor. Without reform, low-income
workers will be hurt the most by the higher taxes or reduced benefits
that will be necessary if we continue on our current course.
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In addition, with average- and low-wage workers accumulat-
ing large sums in their own investment accounts, the distribution
of wealth throughout society would become far broader than it is
today.

Recently, much discussion has taken place in this country about
wealth inequality. Thomas Piketty’s new book, Capital in the Twenty-
First Century, for example, argues that the accumulation of capital
by the wealthy in modern capitalist economies is “potentially threat-
ening to democratic societies and to the values of social justice on
which they are based.”*

But no policy proposed in recent years would do more to expand
capital ownership than allowing younger workers to invest a por-
tion of their Social Security taxes through personal accounts. It
would enable even the lowest-paid American worker to benefit from
capital investment.

In Chile, for example, workers, through their pension accounts,
own assets equal to approximately 60 percent of the country’s gross
domestic product. As José Pifiera, the architect of Chile’s success-
ful pension reform, points out, personal accounts “transform every
worker into an owner of capital.”*® Moreover, Jagadeesh Gokhale,
formerly my colleague at the Cato Institute and now with the
Wharton Public Policy Initiative, has demonstrated that, because
personal accounts would be inheritable, privatizing Social Security
would significantly reduce inequality across generations.*

Shifting to a private system, with hundreds of billions of dollars
invested in individual accounts each year, would also produce a
large net increase in national savings, depending on how the gov-
ernment financed the transition. That increase in savings would
increase national investment, productivity, wages, jobs, and eco-
nomic growth.* Replacing the payroll tax with private retirement
contributions would also improve economic growth because the
required contributions would be lower and would be viewed as part
of a worker’s direct compensation, stimulating more employment
and output.

As far as federal spending goes, it should be noted, however,
that although moving to a system of individual accounts will save
money in the long run, it will increase deficits in the short term. The
reason is, to the degree that workers choose the individual account
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option, payroll tax revenues are redirected from the payment of cur-
rent benefits to being saved in the accounts.

It is important to remember though that the financing of that
transition is a one-time event that actually serves to reduce the gov-
ernment’s future liabilities.* The transition moves the program’s
shortfalls forward in time, but—depending on the transition’s ulti-
mate design—it does not increase the amount of spending necessary.
In effect, it is a case of “pay a little now or pay a lot later.”

The Necessity for Reform

The failure of President George W. Bush’s bungled 2005 campaign
for personal accounts is widely believed to have taken that idea off
the table for the foreseeable future. None of the recent deficit com-
missions included personal accounts in their recommendations.

But Social Security’s problems have not gone away, and the more
traditional solutions (raising taxes or cutting benefits) come with
their own political difficulties. Several reform-minded representa-
tives and senators were elected in 2010 and 2012. As a result, there
may be more interest in the next Congress.

In the end, however, the question of Social Security reform is one
not of politics but of math. Social Security simply cannot pay the
promised level of future benefits with the amount of revenue that
the system will be bringing in. Sooner or later the Ponzi scheme will
collapse. The only thing left to ask, therefore, is whether our political
leaders will have the courage to act before it does.
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6. Medicare: The 800—Pound Gorilla

For all the problems that Social Security is facing, that program is
really the low-hanging fruit of the entitlement debate. Medicare is a
bigger problem and one much harder to fix.

This year alone, Medicare cost taxpayers more than $530 billion,
roughly 15 percent of the entire federal budget.! That figure makes
Medicare the second-largest federal government program, behind Social
Security. Health care costs in general, and spending on Medicare, have
grown more slowly in recent years. To some extent, that slowdown has
slightly improved the fiscal outlook of the program, but much of this
slowdown is due to the lingering effects of the recession, and spending
is projected to return to a higher rate of growth in the coming years.
One study by David Dranove and colleagues at the Kellogg School of
Management estimates that the economic effects of the recession account
for 70 percent of the slowdown in health-spending growth.? Another
study by the Kaiser Family Foundation found that the recession and
broader economic effects accounted for 77 percent of the slowdown.? In
both of those studies, the one-off effects of the recession were respon-
sible for the majority of the slowdown, and the growth in health care
costs is expected to revert to higher levels in the future. According to the
Congressional Budget Office (CBO), Medicare spending will increase at
a rate of almost 6 percent per year, reaching at least $1 trillion annually
by 20234

That escalating cost will add heavily to America’s debt burden.
The program’s trustees warn that Medicare’s unfunded liabilities
approach $48 trillion, making the shortfall almost twice as large as
Social Security’s. Worse, that estimate likely understates the true
size of Medicare’s problems. The Patient Protection and Affordable
Care Act (ACA) made a number of changes to the program designed
to reduce its cost, resulting in a projected net reduction in Medicare
spending of $416.5 billion over 10 years, and more in the years
beyond that.” Those savings projections are incorporated in the lat-
est trustees report. Call that the optimistic or best-case scenario.
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Many observers, including the CBO and Medicare’s own actuaries,
are skeptical that those anticipated savings will really happen. If
they do not, Medicare could be in even worse shape.

The Medicare Program

Officially designated Title XVIII of the Social Security Act,
Medicare was enacted in 1965 along with Medicaid, as the capstone
of Lyndon Johnson’s Great Society. At the time, it was viewed as a
compromise measure, falling short of the universal health care sys-
tem sought by many liberals. Today, it is often touted as the model
for a government-run single-payer system.

Beyond the politics, more than 52 million seniors are currently part
of the Medicare program, making it by far the largest U.S. govern-
ment-run health care program. Indeed, Medicare payments account
for fully 20 percent of all U.S. health care spending, giving the pro-
gram enormous power with the U.S. health care market.® Decisions
made about how Medicare pays doctors and hospitals or the services
it covers reverberate throughout the entire health care system.

Although most people think of Medicare as a single program, it
actually has several parts, with different benefits, funding sources,
and enrollment requirements.

Medicare Part A: Medicare Part A covers care in a hospital, nurs-
ing home, or hospice, with benefits declining on the basis of length
of stay. Nearly all Americans are automatically enrolled in Medicare
Part A, whether they like it or not, on their 65th birthday. In fact,
participation in Medicare Part A is a requirement for receipt of
Social Security benefits. That is, individuals who decline to enroll
in Medicare Part A can be denied any future Social Security ben-
efits and can even be forced to repay any Social Security payments
that they have already received. In addition, some nonelderly indi-
viduals with disabilities or chronic kidney disease have the option
of enrolling in Medicare Part A. In 2013, approximately 52 million
people were covered under Medicare Part A7

Medicare Part A is financed through a 2.9 percent payroll tax
(3.8 percent for individuals with incomes over $200,000 per year or
with family incomes over $250,000. For those higher-income earners,
the tax also applies to nonwage income, such as rents, dividends,
interest, and capital gains).
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There is a $1,260 deductible under Medicare Part A for each spell of
illness. In addition, there is a $315 copayment per day after a hospital
stay of more than 60 days. That copayment increases to $630 per day
after 90 days. After 150 days, Medicare provides no further benefit.

Medicare Part B: Medicare Part B covers physician and outpatient
care and associated services, such as durable medical equipment (for
example, the motorized scooters that are ubiquitously advertised on
TV); prosthetics and orthotics; laboratory services; preventive serv-
ices, including vaccines (such as flu shots); and ambulance services.

Enrollment in Part B is voluntary. However, individuals who
do not enroll on their 65th birthday may be required to pay a
late enrollment penalty. That penalty is equal to 10 percent of the
monthly premium for each year that a person could have otherwise
been enrolled. That penalty must be paid every year after enroll-
ment. For example, a person who waits until age 70 to enroll would
be subject to a penalty of 50 percent, or $52.45 per month given
today’s premiums.® Thus, every year, that person would have to
pay an additional $629.40 over and above his or her premiumes.

In addition, individuals under the age of 65 who are receiving
disability-based Social Security benefits are eligible for Medicare
Part B after a two-year waiting period, as are most individuals suf-
fering from chronic kidney disease. Medicare Part B is voluntary.
Individuals age 65 or older may choose to enroll in the program by
paying the monthly premium. Individuals under age 65 who are
eligible for Medicare Part A because of disability or chronic kidney
disease may also choose to enroll in Medicare Part B.

As indicated above, Medicare Part B is partially paid for through
premiums. However, premium payments don’t come close to pro-
viding sufficient funding. Therefore, the majority of funding for
Medicare Part B comes from general government revenues. This
year, Medicare Part B will cost taxpayers $205 billion.’

In 2013, approximately 52 million Americans were covered under
Medicare Part A. Slightly fewer Americans, 48 million, were
enrolled in Medicare Part B. Of those, roughly 33 million received
Part B reimbursed services last year."

Medicare Part C: Medicare Part C is better known as the Medicare
Advantage program. Under the program, Medicare contracts with
private insurance companies to provide benefits under Medicare
Parts A, B, and D (discussed next), as well as some additional benefits,
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such as vision care, dental, and extra days in the hospital. The benefits
may vary considerably depending on the plan, but they must include
all standard benefits provided under traditional Medicare. Those
plans may offer traditional fee-for-service coverage, but they are more
likely to be either managed care (HMOs) plans or preferred provider
organizations. The plans may vary copayments and deductibles. They
may also charge additional premiums. The choice of plan is up to the
individual participant. However, some areas of the country may have
very limited options.

Medicare Part D: The most recent addition to Medicare is
Part D, which covers prescription drugs. Coverage is provided
through private insurers, authorized by Medicare. As with
Medicare Part B, enrollment is voluntary. However, individu-
als who do not enroll on their 65th birthday may be required to
pay a late enrollment penalty, unless they have coverage under a
Medicare Part C plan that offers prescription drugs.

Although the reimbursement structure under Part D is standardized
(discussed next), participants have a wide choice of plans that vary
greatly in their formularies (that is, the drugs they offer) and cost-
sharing requirements (how much recipients must pay out of pocket).
Participants pay a premium for coverage. However, as with Part B
again, the premiums are far short of the money needed to fully finance
the benefits, meaning that additional funding is needed from general
revenues. This year, that general revenue portion will top $59 billion."?

The basic reimbursement structure for Medicare Part D is a com-
plex plan often described as a “donut hole,” although the hole
will ultimately be phased out under the Patient Protection and
Affordable Care Act. As originally designed, a Medicare recipient
enrolled in the standard version of the prescription drug plan would
pay a deductible of $250. Thereafter, Medicare would pay 75 percent
of the costs between $250 and $2,250 in drug spending. The patient
would pay the remaining 25 percent of those costs. The patient then
encounters the notorious donut hole. For drug costs over $2,250 but
under $3,600 in out-of-pocket spending, the patient must pay 100
percent of the costs. After that, the prescription drug plan kicks in
again and pays 95 percent of costs over $3,600."

However, the ACA ever so slowly closes that donut hole. Starting
in 2011, a slow reduction in the amount that seniors have to pay out
of pocket within the donut hole began, eventually reducing that
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amount from the current 100 percent to 25 percent by 2020. Part of
the cost of filling the donut hole will be borne by pharmaceutical
companies, which are required to provide a 50 percent discount
on the price of brand-name drugs. That provision’s cost to drug
companies has been estimated at approximately $42.6 billion over
10 years." The remaining 25 percent reduction in out-of-pocket
costs will come from federal subsidies. For generic drugs, the entire
out-of-pocket cost reduction is through subsidies.

An Ocean of Red Ink

As noted earlier, Medicare is facing future shortfalls of almost
$48 trillion and possibly even higher. It should be obvious that unless
the Medicare system undergoes serious systematic reform, disas-
ter looms. Unfortunately, the reforms currently being discussed in
Washington are unlikely to address the system’s fundamental flaws.

Medicare’s financial woes can be traced to three factors: demo-
graphics, technology, and third-party payment.”

First, as we saw when discussing Social Security, America is grow-
ing older. The baby boom generation is aging, and life expectancy
is increasing. In 1965, when Medicare was established, the average
American lived just over 70 years. Today, life expectancy has risen to
over 78 years. By 2025, Americans can expect to live approximately
80 years, on average, even without any major new life-prolonging
medical breakthroughs.'

Moreover, in 1965, a person who reached age 65 could expect to live
an additional 14.6 years. That figure has now risen to 18.7 years, and it
will continue to rise. As a result, by 2040, the proportion of Americans
over the age of 65 will increase from 14 percent of the population to
almost 21 percent. The number of Americans over the age of 70 will
almost double.” Americans age 85 and older are now the fastest-
growing segment of the population.’® With medical breakthroughs
and new technology, we can expect life expectancy to continue to
increase, leading to even greater numbers of elderly citizens.

As a result, the CBO estimates that over the next 10 years, the
number of Medicare enrollees will increase by one-third—approach-
ing 72 million Americans."

The older people become, the more, and more expensive, health care
they consume. Individuals over the age of 65 see physicians nearly
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twice as frequently as do younger Americans, and they enter the hospi-
tal twice as often.? Average per capita health care spending is approxi-
mately three times higher for the elderly than for the nonelderly, and
the rate of increase in such spending for the elderly is nearly three times
that for the nonelderly? In general, half of a person’s lifetime health
care expenses are incurred after age 65.2 As the number of elderly peo-
ple continues to grow, Medicare expenses will continue to increase.
Second, medical treatments and technologies exist today that were
not even dreamed of when Medicare was conceived. Those new treat-
ments and technologies have saved lives and increased the quality of
life, but they have also undeniably increased the cost of health care.?
Social Security’s future costs are simply a matter of the number
of seniors plus a formula for benefits. Medicare’s costs, on the other
hand, are also determined by the overall cost of health care. And that
cost has been rising faster than overall inflation for years (Figure 6.1).

Figure 6.1
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Source: Centers for Medicare & Medicaid Services, “National Health
Expenditure Data for 1960-2013.”
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As a result, per-enrollee costs in the program have been rising
faster than per capita gross domestic product (GDP), at an average
of 1.7 percentage points since 1985 (see Figure 6.2).% With the cost
of benefits per recipient rising and the number of recipients also
rising, that is a clear case of losing money on every transaction and
trying to make it up through volume.

Figure 6.2
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Source: Centers for Medicare & Medicaid Services, “National Health
Expenditure Data for 1960-2013.”

There is some hope that the rise in health care spending may
be slowing. Since 2010, health care expenditures have risen at an
average of just 3.9 percent, compared with an average of 8.4 per-
cent since 1970.% As a result, Medicare spending per beneficiary
has grown by just 1 percent annually since 2010, slower, in fact,
than either inflation generally or in GDP growth.”

But health care economists are unable to say why that slowdown
has occurred or how long it will continue. Until recently, many
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thought the primary factor was the recession, which traditionally
holds down health care spending. However, recent evidence sug-
gests that the slowing of health care costs began before the recession
and has continued even after it ended. That may mean that there are
other, unidentified factors behind the slowdown (contrary to some
liberal commentators, no evidence exists to suggest that Obamacare
has had more than the most marginal effect), so there is some slender
hope that costs can stay under control for some time to come. On the
other hand, Medicare’s trustees believe that the slowdown is a tem-
porary phenomenon and project that Medicare outlays will average
6.39 percent growth over the next decade.?®

Finally, while Medicare (and Medicaid, as discussed in Chapter7)
is at the mercy of overall health care costs, those problems are
exacerbated by a fee-for-service system under which neither pro-
viders nor consumers have incentives to control costs. Medicare
suffers from the problems inherent in any third-party payment
system. Numerous studies have demonstrated that individuals
will consume more, and more, expensive health care services if
someone other than the consumer is bearing the cost. That is why
Medicare utilization is roughly 50 percent higher than for private
health insurance, even if you adjust for factors like age and medi-
cal conditions.

The deductible levels for Medicare are extremely low. Under
Medicare Part B, for example, the deductible is a low $147,
although there is a 20 percent copayment. The deductible under
Part A is somewhat higher, $1,260 on the first 60 days of each hos-
pital stay. A copayment is also required for hospitalization for
more than 60 days. Over 90 percent of seniors have some form of
supplemental insurance, including employer-sponsored retiree-
covered insurance, Medicare Advantage, Medicaid, and Medigap
that cover all or part of the deductibles and copayment.” For
instance, studies have shown that seniors with Medigap use about
25 percent more services than Medicare enrollees who have no
supplemental coverage.®

Although the deductibles for Part B have been indexed since
2005, they remain far below what they would be if they had been
indexed to inflation since inception, and they remain too low
to act as an effective restraint on overuse of health care services
(Figure 6.3).
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Figure 6.3
AcTtUuAL MEDICARE PART B DEDUCTIBLE VSs. DEDUCTIBLE
INDEXED TO INFLATION, 1966—2014
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Statistical Supplement to the Social Security Bulletin, 2011,” SSA Publication
no. 13-11700, February 2012; Bureau of Labor Statistics, “Monthly Labor
Review and Labor Statistics,” U.S. Department of Labor.

Thus, recipients pay very little out of their own pockets for
Medicare services and have little incentive to be good consum-
ers and avoid unnecessary expenses or seek the best deal for their
dollar.

As a result of those factors, Medicare is careening toward bank-
ruptcy. In fact, as Table 6.1 shows, three of the four parts of Medicare
are already running deficits.

Let’s start with Medicare Part A. In 2013, Part A spent roughly
$31 billion more on benefits than it took in through the taxes
intended to finance it. The problem of a growing elderly popula-
tion is exacerbated because Medicare Part A suffers from the same
inherent problems as do other pay-as-you-go systems, including
Social Security. In theory, Medicare Part A is supposed to be funded
through the Hospital Insurance portion of the payroll tax, currently
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2.9 percent for employer and employee combined. In a pay-as-you-
go system, today’s benefits to the old are paid by today’s taxes from
the young. Tomorrow’s benefits to today’s young are to be paid
by tomorrow’s taxes from tomorrow’s young. A pay-as-you-go
structure is an intergenerational transfer from younger workers to
older retirees.

TABLE 6.1
MEDICARE PROGRAM DEFICITS, 2013 (IN BILLIONS)

Tax Income Expenditures Shortfall
Part A $235.1 $266.2 $31.1
Part B $63.1 $247.1 $184.0
Part D $9.9 $69.7 $59.8
Total $308.1 $583.0 $2749

Sourcek: 2014 Annual Report of the Boards of Trustees of the Federal Hospital
Insurance and Federal Supplementary Medical Insurance Trust Funds (Baltimore:
Centers for Medicare & Medicaid Services, July 28, 2014), Table ILB.1.

Like a chain letter or a pyramid scheme, the Hospital Insurance
Trust Fund depends on a large pool of workers paying into the sys-
tem for each recipient taking out of the system. Unfortunately, the
ratio of workers to recipients has been steadily declining. Today,
there are 3.2 covered workers for each Medicare beneficiary. By 2030,
when today’s workers have retired and our children are in their
prime working years, there will be only 2.3 covered workers for each
beneficiary (Figure 6.4).*'

If the benefits paid to each recipient approximated the amount
that that worker had previously paid in taxes, there would be no
problem. However, Medicare Part A recipients currently receive sig-
nificantly more in lifetime benefits than they pay in contributions
(Figure 6.5).%

As noted, Medicare Part A is currently paying out more in
benefits than it is collecting in payroll taxes, and it is relying on
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previously accumulated surpluses in the Medicare Trust Fund to
cover the shortfall. By 2030, those surpluses will be exhausted, and
Medicare Part A will no longer be able to meet its commitments.*
That outcome actually represents a slight improvement in trust
fund solvency, resulting from changes implemented under the
Patient Protection and Affordable Care Act and the slowdown in
health care cost growth, which as described previously is mostly
due to the effects of the recession (Figure 6.6).>*

Figure 6.4
WORKER-TO-BENEFICIARY RATIO, 2000-2085

Workers per beneficiary

Source: 2014 Annual Report of the Boards of Trustees of the Federal Hospital
Insurance and Federal Supplementary Medical Insurance Trust Funds
(Baltimore: Centers for Medicare & Medicaid Services, July 28, 2014),
Figure II1.B4.

However, most observers remain skeptical about how much of
those savings will actually materialize. More important, as with Social
Security, Medicare’s trust fund is simply an accounting measure, not
an actual asset that can be used to pay benefits. What really counts is
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the program’s cash flow, which, as noted, is negative. And, as shown
in Figure 6.7, that cash flow will stay negative forever.*® Overall,
Medicare Part A’s unfunded future liabilities approach $2 trillion.

Figure 6.5
L1rETIME BENEFITS VS. LIFETIME CONTRIBUTIONS?
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Sourcek: C. Eugene Steuerle and Caleb Quakenbush, “Social Security and
Medicare Taxes and Benefits over a Lifetime: 2013 Update,” Urban Institute,
November 2013.

Norte: *For beneficiaries earning the average wage and retiring at age 65.

The problems with Medicare Part B are no less serious.
Approximately 73 percent of Medicare Part B is funded from gen-
eral federal revenues, while about 25 percent is financed through
premiums paid by beneficiaries. Since the program began, pre-
miums have increased by a staggering 3,500 percent.* Still, those
premiums have not been close to enough to pay for the program’s
benefits. Last year, they fell far short. Even including the taxation
of benefits, a $185 billion shortfall occurred, requiring general rev-
enues to contribute the difference.

Driven by the structural flaws noted earlier, from 2001 to 2011,
total spending under Medicare Part B has grown at an average
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annual rate of 11.1 percent, and spending per enrollee has grown
at a rate of 9.2 percent.” However, some recent signs of hope have
appeared, as the overall slowing in health care costs has trans-
lated into slower Medicare growth. As a result, Part B spending
grew at just 4.4 percent on average from 2010 to 2013, while per
enrollee spending increased at an average rate of less than one
percent.”® Whether or not that slowdown will continue is a matter
of much debate.

Figure 6.6
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Source: Patricia A. Davis, “Medicare: Insolvency Projections,” Congressional
Research Service, July 3, 2013, Table 1; 2014 Annual Report of the Boards of
Trustees of the Federal Hospital Insurance and Federal Supplementary Medical
Insurance Trust Funds (Baltimore: Centers for Medicare & Medicaid Services,
July 28, 2014), Table IL.E1.

Medicare Part C does not run a cash-flow deficit because of its
structure, as payments are made out of the Hospital Insurance (HI)
and Supplementary Medical Insurance (SMI) Trust Funds; those
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payments did cost $145.8 billion in 2013.* Roughly 24 percent of
payments made from the HI Trust Fund are for Part C, and that
component accounts for roughly 20 percent of payments from the
SMI Trust Fund.*

Figure 6.7
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SourceE: 2014 Annual Report of the Boards of Trustees of the Federal Hospital
Insurance and Federal Supplementary Medical Insurance Trust Funds (Baltimore:
Centers for Medicare & Medicaid Services, July 28, 2014), Table ILE1.

And, although Medicare Part D has actually cost somewhat less
than originally projected—shocking for a federal program—it never-
theless faces unfunded liabilities of more than $14 trillion. Although
the ACA calls for savings elsewhere in the Medicare program, it
actually increases spending under the prescription drug program by
$42.6 billion, mostly by closing the donut hole.

Adding everything up, the total unfunded liabilities under
all parts of the Medicare program, run to more than $47.6 trillion
(Table 6.2). And that’s the good news.
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Table 6.2
MEeDICARE INFINITE HORIZON UNFUNDED
LIABILITIES (TRILLIONS)

Part A $1.90
Part B $31.50
Part D $14.20
Total $47.60

Source: 2014 Annual Report of the Boards of Trustees of the Federal Hospital
Insurance and Federal Supplementary Medical Insurance Trust Funds (Baltimore:
Centers for Medicare & Medicaid Services, July 28, 2014), Table ILE1.

As noted, the ACA made a number of changes to the program
designed to reduce its cost.*! The health care bill anticipates a net
reduction in Medicare spending of $416.5 billion over 10 years.*
The health care law would also bring in additional payroll tax rev-
enue through a 0.9 percent increase in the Medicare payroll tax
for single individuals with incomes over $200,000 or $250,000 for a
couple, and the imposition of the tax to capital gains and interest
and dividend income if an individual’s total gross income exceeds
$200,000 or a couple’s income exceeds $250,000.*

But there is ample reason to doubt that the projected Medicare sav-
ings will occur. The CBO itself cautions that “it is unclear whether
such a reduction in the growth rate of spending could be achieved,
and if so, whether it would be accomplished through greater effi-
ciencies in the delivery of health care or through reductions in access
to care or the quality of care.”*

For example, a new “productivity adjustment” would be applied
to reimbursements to hospitals, ambulatory service centers, skilled-
nursing facilities, hospice centers, clinical laboratories, and other
providers, resulting in an estimated savings of $196 billion over 10
years.® There would also be $3 billion in cutbacks in reimburse-
ment for services that the government believes are overused, such
as diagnostic screening and imaging services. And beginning next
year, the “utilization assumption” used to determine Medicare reim-
bursement rates for high-cost imaging equipment will be increased
from 50 percent to 75 percent, effectively reducing reimbursement
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for many services.* That change is expected to reduce total imag-
ing expenditures by as much as $2.3 billion over 10 years.”” Other
Medicare cuts include freezing reimbursement rates for home health
care and inpatient rehabilitative services and $1 billion in cuts to
physician-owned hospitals.*

The actuaries at the Centers for Medicare & Medicaid Services
(CMS) claim that “neither of these update reductions is sustainable
in the long range, and Congress is very likely to legislatively over-
ride or otherwise modify the reductions in the future.”*

CMS offers an alternative projection based on more realistic pay-
ment assumptions in the long range, and finds that the unfunded
liability of the overall Medicare program is closer to the levels
reported in 2009 than to those in the 2010 report.” Using those alter-
native measures suggests that Medicare’s unfunded liabilities could
run as high as $89 trillion.

The reality is probably somewhere between the trustees opti-
mistic scenario and CMS’s worst-case one. Any way you look at it,
Medicare is drowning in a sea of red ink.

Inefficiency and Inadequacy

Despite Medicare’s financial crisis, making a case for the pro-
gram’s current structure might be possible if all that spending was
buying quality health care, but the evidence overwhelmingly sug-
gests that it is not.

Perhaps the clearest indication of that was found by the Dartmouth
Atlas Survey, which uses Medicare data to provide comprehensive
information and analysis about national, regional, and local mar-
kets, as well as individual hospitals and their affiliated physicians.
The project uses those data to examine the relationship between
health care use and outcomes in Medicare, asking questions such as,
Do patients in high-spending areas start out sicker than patients in
low-spending areas? Do they have better health outcomes? Do they
report being more satisfied with their health care?

With over 20 years of intensive research, the project found that a
higher volume of care does not actually produce better outcomes
for patients. Patients in high-spending regions do not receive more
“effective care,” nor do they receive more “preference-sensitive
care” (elective surgical procedures that have both benefits and risks,
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where patient preferences should determine the final choice of
treatment). It also found that death rates in areas with less capacity
and less use are not higher than death rates in areas where there is
much higher capacity and use.”* Most importantly, for the Medicare
program, the project estimated that 30 percent of current health care
spending is wasted.”® The findings suggest that there is ample room
to make Medicare more efficient without adversely affecting the
health or happiness of beneficiaries, and that the program as it is
currently constructed is wildly inefficient.

A separate study estimated that for 16 of 40 indicators, Medicare
enrollees receive recommended care less than two-thirds of the
time.® Other studies have found that Medicare does not provide
better health care for the elderly than would private insurance. For
that matter, there is not even a great deal of evidence that Medicare
is better than no insurance at all. A 2009 study published in the
Journal of Health Services Research found “the change in the trajec-
tory of overall health status for the previously uninsured that can
be attributed to Medicare is small and not statistically significant.
Medicare coverage at age 65 for the previously uninsured is not
linked to improvements in overall health status.”>* Similarly, a
study by Amy Finkelstein and Robin McKnight for the National
Bureau of Economic Research concluded that “Medicare did not
play a role in the substantial declines in elderly mortality that
immediately followed the introduction of Medicare.”*

Perhaps the reason is, as the Medicare Payment Advisory
Committee found: “Historically, Medicare payment systems have
created little or no incentive for providers to spend additional
resources on improving quality. Medicare’s payment systems are not
generally based on quality; payment is usually the same regardless
of the quality of care. In fact, undesirable outcomes (e.g., unneces-
sary complications) may result in additional payments, and sectors
with more-than-adequate payments may have little incentive to
improve quality.”>

Options for Reform

Fortunately, nearly everyone agrees that Medicare’s current path
is unsustainable. As President Obama put it, “Those of us who care
deeply about programs like Medicare must embrace the need for
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modest reforms—otherwise, our retirement programs will crowd
out the investments we need for our children, and jeopardize the
promise of a secure retirement for future generations.”*

However, that is where agreement ends. How to reform Medicare
remains the subject of intense and divisive debate. Among the
most frequently discussed options are to reduce reimbursement
rates, to create the Independent Payment Advisory Board (IPAB),
to increase payroll taxes, to raise premiums, and to raise the eligi-
bility age.

Reduce Reimbursement Rates

Traditionally, the answer to rising Medicare costs has been to
attempt to squeeze providers by enacting price controls, reducing
reimbursement rates, or both. Virtually the entire history of the
Medicare program has been a litany of one form or another of price
controls, and recent developments continue down that well-worn
path. The ACA cuts $415 billion through reductions in reimburse-
ment rates in the next decade, accounting for almost 60 percent of the
total estimated Medicare cuts.”® Although it is admittedly unlikely to
ever become law, the president’s 2015 budget continues to rely on
cuts to provider payments for the vast majority of Medicare sav-
ings; his budget envisions more than $354 billion in further cuts to
provider payments, dwarfing the savings from proposed structural
reforms to Medicare.”

Such cost controls have managed to reduce provider reimburse-
ments to the point where many providers now receive 80 percent of
the fee that private insurance pays and, under current law, would
eventually plummet to 26 percent of private health insurance levels
by 2086.%

Those provider cuts have had two major results. First, some of the
program’s costs have been shifted to the private insurance market.
Studies suggest that between 12 percent and 23 percent of Medicare
underpayment is shifted to private payers, although less cost shifting
occurs in regions with highly competitive markets.®!

Second, evidence is growing that Medicare price controls put at risk
access to services and the quality of care. Enrollment in Medicare and
access to care are not the same thing, and recently an increasing number

98



Medicare: The 800-Pound Gorilla

of doctors are refusing to take new Medicare patients. A 2010 survey
from the American Academy of Family Physicians found that 13 per-
cent of its members did not accept Medicare patients at all in 2009,
whereas only 5 percent did not accept new patients with private insur-
ance.”” A survey from the American Medical Association found that
nearly one-third of physicians surveyed currently restrict the number
of Medicare patients in their practice; the top two reasons they gave
were that Medicare payment rates are too low, and that the ongoing
threat of future payment cuts makes Medicare an unreliable payer.®

That trend may be accelerating. According to CMS, 9,539 physi-
cians who had previously accepted Medicare opted out of the pro-
gram in 2012. That’s about two and a half times the number dropping
out of the program in 2009.

Squeezing waste and inefficiency out of the system would be
a good thing, and some providers have certainly made a for-
tune by gaming the system.® But most proposals to cut provider
payments are not really about that. Rather, such proposals are a
covert attempt to reduce the benefits provided under Medicare,
while shifting the blame for that reduction from politicians to the
providers themselves. Rather than deny Medicare coverage for a
procedure, the reimbursement cuts simply make it uneconomical
for doctors and hospitals to provide it. The result is the same, but
the blame is deflected.

That is not to say that some Medicare services and benefits
shouldn’t be eliminated, but provider cuts are an inefficient, blunt
instrument for accomplishing that end.

Empower IPAB

The ACA goes even further down the path of reducing provider
payments through the creation of the IPAB.® That new govern-
ment entity, a 15-member panel appointed by the president, is
not—as some conservatives have alleged—a death panel. It has
no authority to determine whether a particular Medicare patient
will receive a particular procedure. The panel will not be voting on
whether grandma receives a hip replacement. However, that does
not mean that IPAB’s decisions may not limit the availability of
that hip replacement.
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According to the ACA, beginning in 2018, the annual growth in
Medicare spending per capita is supposed to be no higher than the
growth in GDP plus 1 percent. That is, if GDP grows at 3 percent,
per capita Medicare spending could grow no more than 4 percent.
Although at that rate this would fall far short of what is necessary
to solve the program’s future shortfalls, it is significantly lower than
the program’s traditional growth rate. In years when per capita
Medicare spending exceeds that target growth rate, IPAB is required
to submit a legislative proposal to Congress for how to bring spend-
ing back below the limit. Thus, if GDP grew at 3 percent while
Medicare grew at 6 percent, IPAB would have to find ways to reduce
per capita Medicare spending by two percentage points.

Similar to the way in which the Base Realignment and Closure
Commission operated in the 1980s and 1990s, Congress could block
IPAB’s recommendations if both the House and Senate affirmatively
voted to do so in their entirety. Congress could not amend the rec-
ommendations or pick and choose from among them. If either the
House or Senate voted to uphold the recommendations, or if either
chamber did not vote on them within 75 days, the recommendations
would automatically go into effect.

Given Congress’s demonstrated inability to make Medicare cuts
that approach is not entirely unreasonable.*” Still, major constitutional
questions remain about whether Congress can delegate its responsi-
bilities in that way.

Equally important, IPAB is likely to have a significant effect on
the availability of care. IPAB is prohibited from making any recom-
mendation that would “ration care,” increase revenues, or change
benefits, eligibility, or Medicare beneficiary cost sharing (including
Medicare premiums).®® That leaves IPAB with few options beyond
reductions in provider payments, even beyond those already
anticipated.

In fact, as Figure 6.8 shows, if per capita Medicare spend-
ing is truly limited to 1 percent above GDP growth, and if that
reduction is accomplished entirely through reimbursement cuts,
Medicare will pay physicians less than Medicaid by 2020, and,
by midcentury, will be reimbursing providers barely half as
much as private health insurance, well below the actual cost of
providing care.®
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Figure 6.8
CMS’s ILLUSTRATIVE COMPARISON OF RELATIVE MEDICARE,
MEeDpiIcAID, AND PRIVATE HEALTH INSURANCE PRICES UNDER
CURRENT LAw, 20002085
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In effect, physicians will be losing money every time they treat a
Medicare patient. As previously noted, falling reimbursements are
already driving providers out of the Medicare system. No wonder
then that Richard Foster, the government’s chief actuary, testified
before Congress that the cuts likely resulting from IPAB could cause
“serious” problems for patient access to care.”

Hospitals and other institutional health care providers will also
be hit hard. CMS actuaries estimate that if the cuts projected in
Figure 6.8 occur, 15 percent of hospitals and nursing homes could
operate at a loss by 2019, and that number could surge all the way
to 40 percent by the middle of the century.” Although some of
those money-losing providers could merge with other operations
or could be bought out, some will simply close. Hospitals in rural
areas or inner cities, which are especially dependent on Medicare
payments, are most at risk.
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The result would soon be Canadian-style waiting lists in the
United States. There would be health care rationing by effect, even
if not actually by law.

Increase Payroll Taxes

It is theoretically possible to keep the Hospital Insurance Trust
Fund solvent by radically increasing the payroll tax. But the increase
would have to be quite large, taking an enormous toll on the
American economy and employment. According to the Medicare
trustees’ 2014 Annual Report, the current Medicare payroll tax would
have to be increased from 2.9 percent (3.8 percent for incomes above
$200,000) to at least 3.7 percent in order to restore Medicare Part A
to solvency through 2088.”2 That would be a 28 percent increase,
bringing the entire payroll tax to 16.1 percent (and that doesn’t even
consider any payroll tax hike that may result from Social Security’s
problems.)

It is also important to note that any future payroll taxes would
come on top of theincreases already enacted in the Patient Protection
and Affordable Care Act. The law increased the employee’s por-
tion of the Medicare payroll tax by 0.9 percent for families mak-
ing more than $250,000 a year (and for individuals making more
than $200,000).” That increase would make the total Medicare rate
3.8 percent on every dollar of income over those thresholds. Most
troubling, the revenues generated from that payroll tax increase
are not even being used to fund Medicare but are instead funneled
over to finance the ACA.

Past payroll tax increases are indicative of the effect a payroll
tax increase would have on the American economy. A study by
economists Aldona and Gary Robbins estimated that the pay-
roll tax increases from 1985 to 1990 cost at least 900,000 jobs and
reduced the U.S. gross national product by $25 billion per year.”
More recently, the CBO estimated that allowing the temporary
payroll tax reduction to lapse, which effectively increased rates
from their temporarily lower levels by two percentage points,
will reduce full “time” equivalent employment by 800,000.”
Another study estimated that this expiration is likely to reduce
real GDP growth by 0.6 percent.”® Among country members of
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the Organization for Economic Cooperation and Development,
the total tax rate was found to be the most important variable in
determining the long-term unemployment rate.”” Moreover, it is
important to note that those payroll tax increases were smaller
than the ones that will likely be needed to keep the Hospital
Insurance Trust Fund solvent.

And all of that would still deal with only the shortfall in
one portion of Medicare. Even if payroll tax hikes completely
wiped out the unfunded liabilities of Medicare Part A, Medicare
Parts B and D would still be running significant deficits. In fact,
Medicare overall would still face a future shortfall of roughly
$46 trillion.

Payroll tax increases should be discarded as a potential solution
to reforming Medicare because an increase would cause significant
economic damage while also failing to address any of the inherent
problems with the Medicare program.

Raise Premiums

Any effective Medicare reform is likely to require at least some
seniors to pay more for the benefits they receive. One way to
do that is by increasing the premiums that they pay, notably for
Medicare Parts B and D, which are partially financed through
those premiums.

Medicare Part B premiums were means-tested starting in 2007, and
the ACA introduced means testing for Part D. As a result, seniors
earning more than $85,000 in 2014 will pay slightly higher premiums
for Medicare Parts B and D, continuing with small increases in premi-
ums up the income ladder, with the highest threshold being $214,000
for an individual.

Those premium hikes affected fewer than 5 percent of sen-
iors. However, a more general premium hike would be neces-
sary to deal with the program’s financial shortfalls (Figure 6.9).
For example, premiums will already have to increase 49 percent
by 2023 just to keep pace with Medicare spending. To increase
premium revenue to the point where it covers 35 percent of
Part B costs, premiums would have to drastically increase by
108 percent.”®
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Figure 6.9
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SOURCE: 2014 Annual Report of the Boards of Trustees of the Federal Hospital
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(Baltimore: Centers for Medicare & Medicaid Services, July 28, 2014),
Tables V.E2, V.E3.

Norte: Additional premium increases in the 35 percent scenario are phased in
until 2018; thereafter premiums are at a level that would finance 35 percent
of program costs.

Premium hikes, or at least means-tested increases, are likely to be
part of any Medicare reform, especially in the short run. However, it
is important to recognize that premium increases are not a substitute
for structural reform. Indeed, in the absence of structural reform,
premium increases simply throw more money into the current fail-
ing system.

True, premium hikes are fairer than tax increases, because
the person consuming the services is the one paying for them.
But if we are simply going to chase every higher cost with
more money, we will eventually reach a limit on what seniors
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can pay. Already, the average senior pays $1,536 per year.” For
moderate- and low-income seniors, that represents a substan-
tial burden.

Raise the Eligibility Age

Successful Medicare reform will also likely include significant
future benefit cuts—not reductions in provider payments, but
actual reductions in the benefits that seniors receive. One of the
most frequently discussed ways to reduce benefits is to gradu-
ally increase the age at which an individual becomes eligible for
Medicare. When Medicare began, its eligibility age was 65, the
same as for Social Security. However, the retirement age for Social
Security is currently scheduled to be gradually increased to age
67 by 2022. Under current law, the eligibility age for Medicare
will remain at 65.

Medicare’s eligibility age should be gradually increased in a
way similar to Social Security and then indexed to increases in
longevity. The CBO estimated that gradually raising the eligi-
bility age by two months each year starting in 2014 would save
Medicare $162.5 billion through 2021.%° The increases would mir-
ror those in Social Security; after 2020, the eligibility age in both
programs would be the same, reaching 67 in 2027 and indexed to
increases in longevity after that (Figure 6.10).

That change would represent a step in the right direction, but it
would still solve only a tiny fraction of Medicare’s problems. More
is needed.

Structural Reforms

The necessary reform of Medicare must address the program’s
fundamental structural flaws. The program cannot continue as a
third-party, first-dollar payer for the health care needs of a grow-
ing elderly population. Spending additional revenues will simply
throw good money after bad. Reducing reimbursement rates will
not yield significant savings, but it has and will compromise the
quality of care. There is, quite simply, no way to preserve Medicare
as we know it.
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Figure 6.10
ELIGIBILITY AGE, SOCIAL SECURITY AND MEDICARE, 1998-2025
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Source: Congressional Budget Office, “Options for Reducing the Deficit:
2014 to 2023,” November 2013.

For example, there is no reason why Medicare should be separated
into distinct parts, each with separate funding mechanisms, cost-sharing
requirements, and other rules. That structure of having separate compo-
nents is mainly historical, reflecting the structure of private insurance
as it existed in the 1960s, which had separate silos for hospital care and
physician care. (In fact, the first insurance plans covered only hospitali-
zation.) Since then, the norms in private insurance have changed, and a
single deductible for all medical services is typical.

Merging Medicare Parts A, B, and D into a single unified struc-
ture represents a logical starting point for any structural reforms
to follow. That approach already has broad cross-ideological sup-
port. For example, scholars from the liberal Urban Institute and the
Commonwealth Fund have endorsed the concept.®® The Obama
administration has shown interest in the idea, as have some
Republican reformers.*? A similar proposal was made by the Bowles-
Simpson Commission.®

Creating a single unified structure would certainly simplify
Medicare for beneficiaries and make it easier for seniors to understand.

106



Medicare: The 800-Pound Gorilla

The new structure would do better at internalizing some of the costs
of medical care use for more beneficiaries; low-use seniors who are
generally healthy would see a slight increase in out-of-pocket spend-
ing. That higher level of cost sharing, combined with greater transpar-
ency (due to the simpler, unified structure) would lower some aspects
of health care use that do not add a significant amount of value. On
the other side of the coin, merging those components would also do
more to protect the most medically needy seniors from exorbitantly
high health costs, reducing their risk of medical bankruptcy.

Merging the separate components would also mitigate the need to
purchase supplemental insurance like Medigap, which places addi-
tional financial burdens on seniors and increases the inequality in
the level of care seniors enjoy.

That step would go some way to making the program more effi-
cient by reducing excess health care use and lowering total cost,
while also protecting the most vulnerable and sickest beneficiaries.

Having restructured Medicare into a single unified program, there
are two other possible approaches to further reform instituting pre-
mium support and vouchers and reforming the cost-sharing structure.

Institute Premium Support or Vouchers

One approach to Medicare reform would shift the program from its
current defined-benefit structure to a defined-contribution system. As
the program is currently constructed, Medicare beneficiaries are guar-
anteed access to a set of health care services that will be covered and
paid for by the government. In that type of system, the government
has very little control over costs; as health care costs and the number
of beneficiaries grow, so too does the cost of Medicare. Defined-
contribution plans, on the other hand, specify the level of government
support that will be given to beneficiaries, who then use it to obtain
health insurance or to pay for health care directly.

Defined-contribution approaches to Medicare reform generally
fall into two categories: premium support or vouchers. Both would
shift more control and decisionmaking to seniors, establishing a link
between contributions and benefits but with some major differences,
particularly in how they determine the level of support the govern-
ment provides to beneficiaries. In premium-support proposals, like
the one found in the most recent iteration of Paul Ryan’s “Path to
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Prosperity,” the level of government support is based on the cost of
a benchmark private insurance plan that covers a defined basket of
services. In that system, the level of support would not depend on
which plan beneficiaries chose to enroll in: if they chose to enroll in
a plan that cost less than the premium support amount, they could
keep the cost savings; whereas if they selected a plan that cost more
than the premium support amount, they would have to make up the
difference in the form of premium payments.

That mechanism would incentivize beneficiaries to choose
cheaper, more cost-effective plans, because they have a significant
degree of cost exposure, whereas insurers would be encouraged
to provide lower-cost plans to attract more enrollees. In that sys-
tem, both providers and beneficiaries would seek to constrain costs,
unlike today where both parties have little incentive to use services
efficiently or judiciously. In more recent premium-support propos-
als, the amount of support would grow with the benchmark plan, as
opposed to being indexed to inflation.

In a voucher system, the government contribution is not defined
by the cost of coverage, and there is no set of health services that
plans must offer to be eligible for the voucher; beneficiaries can
use the voucher to purchase a health insurance plan of their choice,
purchase health care directly, or deposit the money into a dedicated
health savings account. That level of support would then be indexed
to some economic measure, whether inflation or economic growth,
rather than the cost of a benchmark plan.

Vouchers and premium support also differ in where the federal
support payments go: with vouchers they go directly to Medicare
beneficiaries who then decide how they can best be used, whereas
with premium support systems, seniors must choose from a list of
approved private insurance plans, and the government payment
goes directly to those insurance companies.

Premium-support systems usually impose many more restrictions
than vouchers. Premium-support proposals generally require all
plans to provide a minimum basket of services, equivalent to either
current Medicare or another benchmark plan, in order to be eligible
to enroll Medicare beneficiaries and receive government premium-
support payments. Plans in that system would be constrained in
their ability to compete effectively, because they would be obli-
gated to offer the same benefits package, which limits the amount of
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flexibility and innovation at their disposal as they attempt to attract
enrollees. Because they cannot vary the services covered in their
plans in any significant way, insurance providers are much more
limited in ways to innovate and to compete for enrollees.

Vouchers impose no such restrictions, and beneficiaries would not
be required to purchase health insurance; they could instead deposit
the money into a dedicated health savings account. The fear of los-
ing so many potential customers would pressure insurers to make
their plans more affordable and would prevent them from engaging
in a race to the bottom, where few medical services are covered.

House Ways and Means Committee chairman and former vice
presidential candidate Rep. Paul Ryan of Wisconsin is perhaps
the politician most commonly identified with both vouchers and
premium support. He first introduced a proposal for changing
Medicare to a defined-contribution structure in his 2008 “Road Map
for America’s Future.”* In every iteration of his budget proposal
since then, Ryan has shifted further and further away from vouchers
and toward premium support.

In his original plan from 2008, for example, Ryan proposed that
when Americans currently age 55 or younger become eligible for
Medicare, they receive a payment approximately equivalent to per
capita Medicare spending that would then be indexed to the average
of overall inflation and medical inflation. Those voucher payments
would also be adjusted for risk and geographic area. Low-income
beneficiaries would receive contributions to medical savings accounts
that could be used to pay for coinsurance and deductibles, limiting
their out-of-pocket cost exposure.

His proposals in subsequent years moved further and further away
from that concept, with Ryan adopting many of the more restrictive
features of premium-support plans. In fact, Ryan took pains to refer
to his 2012 proposal as premium support and not vouchers, pointing
to the fact that the government payments would go directly to private
health insurers instead of beneficiaries.*® The 2012 proposal would
have established a Medicare exchange, much like those created in the
Affordable Care Act, in which private insurance plans would have to
comply with a standard for benefits, in this case set by the Office of
Personnel Management. Plans in the exchanges would have to issue
insurance to all beneficiaries who applied and would have to charge
the same premiums for all enrollees of the same age.
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The most significant evolution in his recent plans was the change
in determining the amount of government support, and how that
payment was indexed to grow over time. Like its more recent
predecessors, the 2014 Ryan proposal would establish a Medicare
exchange, but in this version, the level of premium support would
be determined by the second-least-expensive private insurance plan
in a region, or traditional fee-for-service Medicare, whichever was
lower.% For the first time, traditional fee-for-service Medicare would
remain as an option for enrollees, which introduces a raft of prob-
lems. Allowing traditional Medicare to continue would undermine
much of the competition that is supposed to rein in costs in the sys-
tem; if traditional Medicare was not consistently one of the most
affordable options, supporters of the traditional program would
lobby to increase taxpayer subsidies to make it more attractive or
“affordable,” allowing Medicare to undercut private insurance
options despite offering an inferior product and severely weakening
competition.

It is also worth noting that none of Ryan’s proposals would take
effect until a decade after they were proposed, meaning current
enrollees would be stuck in ineffective fee-for-service Medicare and
be denied the benefits of greater choice and higher-quality health
care. Meanwhile, the fiscal position of Medicare would continue to
deteriorate, adding to the burden for current and future workers
with higher deficits and higher taxes.

A far better approach would give every retiree the right to opt out
of the Medicare system by receiving a voucher equal to the aver-
age annual per capita expenditure under Medicare. That voucher
could be used to purchase private insurance or to make contribu-
tions to a medical savings account. Such a reform would give seniors
more control over their medical care, while also encouraging them
to be more cost conscious. The amount of the voucher could be risk
adjusted to reflect beneficiaries’ age, sex, geographic location, and
health status. Older and sicker individuals would receive a larger
voucher than younger and healthier beneficiaries and would not
find themselves in a situation where they were unable to afford care.

Enrollees who wish to purchase a plan more expensive than the
adjusted voucher amount would pay the difference in the form of
an additional premium, and enrollees who choose a lower-cost
plan could deposit unspent voucher funds into a health savings
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account that could be used for out-of-pocket medical expenses
and future premiums. Unlike today’s Medicare program, vouch-
ers would give enrollees an incentive to choose efficient health
plans that proide access to quality care. The vouchers would also
allow them to escape the increased rationing and reduced qual-
ity of care under Medicare and choose the private coverage and
services they prefer.

Allowing seniors to opt out of Medicare with vouchers would
enable Congress to effectively constrain the growth in Medicare
spending. Each year, Congress would be able to adjust total
Medicare outlays for the growth in enrollees and overall inflation.
That change would put Medicare outlays on a reasonable and sus-
tainable path.

Congress should provide vouchers to current Medicare enrollees,
not just future enrollees. Delaying implementation would deny enroll-
ees the benefits of greater choice and higher-quality health care, while
at the same time Medicare’s fiscal health would continue to deteriorate,
contributing ever-increasing amounts to the annual budget deficit.

Reform the Cost-Sharing Structure

A second approach would leave the basic defined-benefit struc-
ture of Medicare unchanged but would gradually convert the pro-
gram to more of a catastrophic insurance program.

Once Medicare was unified into a single program, it would have
a single deductible that should initially be set high enough to deter
overuse. The CBO estimates that even an annual deductible of $550,
with a coinsurance rate of 20 percent for amounts above that deduct-
ible for all services, would save $10 billion in 2015 and $110 billion
through 2020.%”

That initial deductible should gradually be increased to at least
$2,500 and possibly as high as $10,000. At the same time, the outer
limits of coverage should be increased to provide a clear stop loss
against catastrophic costs. In many ways, that change would be
the inverse of the current Medicare program, which has very low
deductibles but fails to cover long-term care.

Because the increase in deductibles would be phased in gradu-
ally, younger workers would have time to save against the higher
out-of-pocket expenses that they would incur. To make such
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saving easier, they should have the opportunity to contribute to
a personal account similar to those suggested for Social Security
(see Chapter 5).

In 1999, Harvard University’s Martin Feldstein calculated that
personal savings accounts financed by worker deposits averaging
1.4 percent of wages would be enough to make up Medicare’s future
funding shortfall.®® Although it would almost certainly require a
much higher contribution today, the basic idea remains sound.

A simulation developed for the National Center for Policy
Analysis by Andrew Rettenmaier and Thomas Saving of Texas
A&M looked at a scenario under which Medicare Parts A, B, and D
are combined into a single insurance plan.* Every Medicare recipi-
ent then has a base deductible, or defined cost-sharing requirement,
indexed to grow at the same rate as overall per capita Medicare
spending. The initial base deductible used in the projections for
the study is $2,500, which is in the neighborhood of a senior’s cur-
rent combined average spending for an individually purchased
Medigap policy and for out-of-pocket Medicare expenses. Current
beneficiaries would pay current deductibles and premiums, but
the $2,500 indexed figure would serve as a maximum cap. For
future beneficiaries, each individual’s total Medicare cost sharing
will equal the base deductible plus the amount of the annuity that
individuals purchase for themselves.

In addition, workers are required to contribute 4 percent of their
income to a health insurance retirement account. When they enroll
in Medicare at age 65, beneficiaries will use their account balances to
purchase an annuity paying an annual fixed sum.

They found that by midcentury, spending for the reformed
Medicare program would be 20 percent to 35 percent less than the
current program.” In fact, even if contributions to the health insur-
ance retirement accounts were included, total spending for Medicare
would be less than the spending for the current program. At the
same time, average-income workers entering the labor market today
will have annuities that pay an amount equal to 29 percent to 59 per-
cent of their projected spending on Medicare-covered services at the
midpoint of their retirement years.”

Although the study is dated, it does show that a personal savings
plan could replace at least a significant portion of the current Medicare
program. At the very least, this approach deserves further study.
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Conclusion

The Medicare system is no longer sustainable in its current incar-
nation as a first-dollar insurance plan. Demographics, technology,
and the incentives of a third-party payment system will continue to
drive up costs.

The most commonly suggested solutions—raising the payroll
tax, increasing premiums, and reducing reimbursements—will not
address the program’s inherent, structural flaws. Instead, Congress
should increase the age of eligibility, raise deductible levels, and
allow the elderly to opt out of the system. Various options for mak-
ing that transition include vouchers, premium support, and the use
of personal savings accounts. All of those mechanisms would begin
the transformation of Medicare to a backup catastrophic insurance
program.

Only through such a revolutionary transformation of the Medicare
system can we ensure that the elderly will continue to have access to
the highest-quality health care, without bankrupting their children
and grandchildren.
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7. Medicaid: Strike Two for Government
Health Care

Given the enormous problems facing Medicare, it is easy to ignore
those of its little brother, Medicaid, the government’s second-largest
health care program. Yet Medicaid’s finances are nearly as bad, add-
ing to the federal deficit today, with huge shortfalls looming on the
horizon. And, unlike Medicare, Medicaid is also an increasing bur-
den for state budgets.

That burden is almost certain to grow for both the federal and state
governments as Medicaid expands as part of the Patient Protection and
Affordable Care Act (ACA). Medicaid is already one of the largest gov-
ernment programs, with an average monthly enrollment of 58 million
people and total spending of $432 billion. The Congressional Budget
Office (CBO) estimates that, under the ACA, as many as 16 million
additional Americans will enroll over the next decade.!

At the same time, the current Medicaid program is rife with prob-
lems, not the least of which is that it fails in its mission of providing
quality health care to the poor.

The Medicaid Program

Medicaid was created in Title XIX of the Social Security Act in 1965;
it is a means-tested entitlement program financed jointly by federal
and state governments designed to assist states in providing medical
assistance to eligible needy persons. In its current form, the federal
government provides financing and a set of national guidelines, while
the states administer the program. Within the established federal
guidelines, states set eligibility standards, determine what services
will be covered, and set payment rates for providers. There is a signifi-
cant degree of variation among the states in all three channels; no two
state Medicaid programs are exactly alike. A person who is eligible
for Medicaid in Florida might not be eligible in Texas, and services
covered by Medicaid in Oregon might not be covered in Washington.
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Medicaid in every state is required to cover a number of manda-
tory services, including long-term care, laboratory and x-ray serv-
ices, inpatient hospital care, and others. States also have the option
to cover additional services like physical therapy and hospice serv-
ices. The program also imposes restrictions on the extent to which
states can require beneficiaries to share in the cost of those services;
there are limits to the amount of cost sharing states can impose, what
groups can be required to pay, and what must be covered without
any form of cost sharing.

Originally, there were two aspects to Medicaid eligibility, categori-
cal restrictions and financial requirements; both determinants have been
significantly relaxed, or done away with altogether, in recent years.
In the early years of the program, categorical restrictions ensured
that Medicaid served a target population of the truly vulnerable: the
elderly, the disabled, children from very low-income families, and
their parents. Eligibility was based in large part on receipt of cash
assistance under other federal programs like Aid to Families with
Dependent Children. In recent years, eligibility has shifted away
from those categorical restrictions and has become increasingly
determined by income thresholds, and this trend will continue even
further under the ACA.

The federal government and the states share the responsibility for
funding Medicaid. States pay providers or managed-care organi-
zations for Medicaid costs and then report those payments to the
Centers for Medicare & Medicaid Services. The federal government
pays for a percentage of the costs of medical services by reimburs-
ing each state, known as the Federal Medical Assistance Percentage
(FMAP), and it varies by state, according to a calculation that is in
part based on per capita income. FMAPs were temporarily boosted
in the stimulus package but have since returned to their normal lev-
els. In 2013, the FMAP ranged from a low of 50 percent in 14 states
to a high of 73.43 in Mississippi.? Although the FMAP for the newly
eligible population will be changed under the ACA, those already
eligible will continue to operate under the current rates.

When analyzing the Medicaid program, it is important to remem-
ber that its beneficiaries are not uniform; there are actually four dif-
ferent groups that can be eligible for Medicaid: children, adults, the
elderly, and disabled individuals. Those groups have very different
health care needs, and the per capita spending per enrollee varies
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accordingly; federal benefit payments ranged from $1,530 per child
beneficiary to $11,350 per elderly beneficiary. * As Figure 7.1 shows,
although adults and children make up the majority of enrollees
(74 percent), they account for a far smaller share of expenditures
(35 percent).* Disabled and elderly beneficiaries account for the vast
majority of program expenditures, even though they make up a much
smaller proportion of enrollees, because they are much more likely to
have chronic conditions and higher overall use of health care services.
There is even more variation when one considers that the composition
of enrollees also varies significantly from state to state; although elderly
and disabled enrollees constituted only 16 percent of total enrollees in
Arizona in 2010, in Kentucky and Pennsylvania, they were 35 percent.
The Medicaid programs in those two states have very different needs;
a rigid, uniform reform imposed by the federal government is unlikely
to substantially address the diverse problems those state Medicaid pro-
grams face. Comprehensive Medicaid reforms should account for the
diversity of Medicaid enrollees and their health care needs.

Figure 7.1
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on the Financial Outlook for Medicaid.”
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Medicaid has expanded significantly since its establishment,
from a targeted program that served a small, vulnerable popula-
tion to one of the largest government programs. In 1970, five years
after its creation and after enough time had elapsed for all of the
provisions to take effect, 14 million Americans were enrolled in
the program, and total spending was only $5.1 billion.® Today,
average monthly enrollment is roughly 58 million people, and
total spending is more than $430 billion (Figure 7.2).” The pro-
gram has shifted away from the targeted, categorical restrictions
on eligibility to define eligibility more in terms of income, which
has led to an expansion in enrollment and a surge in program
costs in recent years.

Figure 7.2
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Sourck: Department of Health and Human Services, “2012 Actuarial Report
on the Financial Outlook for Medicaid.”

The CBO projects that Medicaid spending will increase at an
annual rate of 7 percent over the next 10 years. Federal Medicaid
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costs are estimated to more than double from $265 billion to $545 bil-
lion by 2023—by which point average monthly enrollment will have
swelled to 72 million (Figure 7.3).

Figure 7.3
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Although the ACA will contribute significantly to the loom-
ing surge in Medicaid costs and enrollment, Medicaid costs were
already projected to surge before the law was enacted; the 2008
actuarial report of the Department of Health and Human Services
projected that total Medicaid costs would more than double from
2007 to 2017.° Even before the ACA, Medicaid was set to place an
unsustainable burden on federal and state budgets, and the inher-
ent flaws in the program prevented it from providing access to qual-
ity care for beneficiaries. The ACA does nothing to address any of
those problems; instead, it merely serves to expand a deeply flawed
program.
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Impact on State Budgets

Even before the program was expanded under the ACA,
Medicaid represented the single-largest portion of total state
spending, accounting for 25.8 percent of total state spending
in FY 2014.° To put that in perspective, education, the second-
largest state budget item, accounted for just 19.5 percent of state
spending.

Rising Medicaid spending poses a particular problem for state
budgeting because, unlike the federal government, almost all states
are required to balance their operating budgets. That means that
states facing an increasing burden of Medicaid spending will have
to raise taxes, or else Medicaid will eventually squeeze out funding
for other priorities like schools and roads.

Unfortunately for states, the mechanisms they would usually
use to find savings in their Medicaid programs (cutting provider
payments, reducing benefits, or restricting eligibility) will be either
ineffective or prohibited in the coming decade. Provider payments
in many states are already so low that many doctors no longer take
Medicaid patients, so further cuts would put beneficiaries” access to
care at risk.

States also have incentives to shift people onto the Medicaid
rolls, and they are deterred from moving beneficiaries off the
rolls because of the way the program is financed. States can lev-
erage additional federal funding through the expansion of their
Medicaid programs; each dollar they spend on their Medicaid pro-
grams receives matching federal funds. To illustrate, a state with
a 50 percent match (the lowest rate) could expand its program by
$2 million, and the federal government would pay $1 million. That
leverage works in reverse when a state tries to cut Medicaid costs:
they must cut at least $2 from the Medicaid program (depending
on the FMAP) to achieve $1 in state budget savings. Because of the
unique financing structure of Medicaid, states have virtually no
incentive to make their programs more efficient and cut costs in
their Medicaid programs unless they are absolutely forced to by
budgetary concerns.

The federal funding mechanism creates even more problems
under the ACA (see below) since the enhanced match for expan-
sion population makes a state facing budget constraints more
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likely to seek savings from the traditional Medicaid population,
which is more vulnerable. Essentially, because a state is only cov-
ering 5 percent of the costs of expansion in 2017, it would have
to cut $20 of expenditure to save the state $1. As the matching
rate declines to 90 percent, this figure falls to $10. In the tradi-
tional population, with lower matching rates, it would have to
cut $2.32 on average (using 2015 matching rates) to save $1. Thus
the expansion could actually put some of the more vulnerable
groups (children, disabled) in traditional Medicaid at more risk
of future program cuts.

Medicaid Expansion under the ACA

Under the ACA, Medicaid is scheduled to expand even further
in the next decade, further straining state budgets, causing federal
spending to skyrocket, and relegating even more Americans to low-
quality health care.

Starting thisyear,individualswithincomelevelsbelow 138 percent
of the federal poverty level would be eligible, mainly affecting the
childless adult population. The federal government would pick up
much of the cost for that expansion population, at least initially,
financing all of the costs for the first three years, before gradually
phasing down to 90 percent. Initially, that Medicaid expansion was
essentially mandatory—all federal Medicaid funding would be
withdrawn if states refused to expand—but in National Federation
of Independent Business v. Sebelius, the Supreme Court ruled that
the Medicaid expansion “violates the Constitution by threaten-
ing States with the loss of their existing Medicaid funding if they
decline to comply with the expansion” and struck down the provi-
sion allowing the Department of Health and Human Services to
withdraw existing Medicaid funds for failure to comply with the
expansion."

As a result, the Medicaid expansion is now optional, and a
degree of uncertainty still exists as to how many states will refuse
to expand their Medicaid program. So far, 27 states and the District
of Columbia have expanded their programs in accordance with the
ACA, although some have done so in conjunction with waivers
that also introduced other reforms (Figure 7.4).”> Some of the states
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with the largest uninsured populations, such as Florida and Texas,
have so far declined to expand, fueling uncertainty as to how many
people will enroll because of the Medicaid expansion, and how
much it will cost.

As of October 2014, roughly 9.68 million more Americans are
enrolled in Medicaid than the average before expansion, but many of
those were simply the result of normal churning within the Medicaid
system, as well as the so-called “woodwork effect.”** The “woodwork
effect” is when people who were previously eligible but not enrolled
in Medicaid join the program, perhaps because of outreach efforts
related to the expansion. This “woodwork” population is not eligible
for the enhanced federal match, only the traditional Medicaid match-
ing rate.

Figure 7.4
STATUS OF MEDICAID EXPANSION IN THE STATES
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Source: Kaiser Family Foundation, “Current Status of State Medicaid
Expansion Decisions,” December 17, 2014.

The CBO has revised its projections accordingly, regularly ratchet-
ing downward its estimates of how many people will be added to

122



Medicaid: Strike Two for Government Health Care

the Medicaid rolls from a projected 17 million by 2020 before the
Supreme Court’s ruling down to a projection of roughly 13 million
(Figures 7.5 and 7.6)."

Figure 7.5
CHANGE IN ENROLLMENT DUE TO MEDICAID EXPANSION,
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Source: Congressional Budget Office, “Updated Estimates for the
Insurance Coverage Provisions of the Affordable Care Act,” March 13, 2012;
Congressional Budget Office, “Effects on Health Insurance and the Federal
Budget for the Insurance Coverage Provisions in the Affordable Care Act—
April 2014 Baseline,” April 14, 2014.

If Medicaid enrollment because of the ACA is not as high as
originally forecast, that is bad news for those hoping that the ACA
would lead to universal coverage. But it is actually good news
for federal and state budgets. As it dropped its coverage projec-
tions, the CBO also reduced its estimate for ACA-related increases
in Medicaid costs. The CBO now suggests that the ACA will
increase Medicaid spending by $101 billion by 2024. That’s still
problematic, of course, but it is $316 billion less through 2022 than
had been initially projected.'
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Figure 7.6
CHANGE IN MEDICAID ExrANSION COSTS, 2014-2022
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Source: Congressional Budget Office, “Updated Estimates for the
Insurance Coverage Provisions of the Affordable Care Act,” March 13, 2012;
Congressional Budget Office, “Effects on Health Insurance and the Federal

Budget for the Insurance Coverage Provisions in the Affordable Care Act—
April 2014 Baseline,” April 14, 2014.

Fundamental Flaws of the Medicaid Program

Our enormous entitlement programs have two crucial recur-
ring themes. First, they are driving the country toward bankruptcy.
Second, in exchange for all we spend on them, they don’t actually do
a very good job. We saw that problem with Social Security, where the
program, even if solvent, provides younger workers with a return
far below what they could earn through private investment. We saw
it with Medicare, where outcomes appear unrelated to the amount
of money spent, and the program is developing increased access
problems.

If anything, Medicaid may be an even more egregious example.
Observers from across the political spectrum agree that, financing aside,
Medicaid delivers poor quality care. Among the biggest problems are
access to care, quality of care, and improper payments and fraud.
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Access to Care

Contrary to what proponents of Medicaid expansion may wish,
enrollment in the Medicaid program is not the same thing as hav-
ing access to health care. Some characteristics of the program
might limit beneficiaries actual access to a doctor; low reimburse-
ment rates and bureaucratic headaches cause many doctors to
limit the number of Medicaid patients they serve, or even refuse
to take Medicaid patients at all. A recent analysis published in
Health Affairs found that only 69.4 percent of physicians accept
Medicaid patients compared with more than 80 percent of physi-
cians who accept privately insured patients.'® A study published
in the New England Journal of Medicine found that individuals pos-
ing as mothers of children with serious medical conditions were
denied an appointment 66 percent of the time if they said that
their child was on Medicaid (or the related Children’s Health
Insurance Program [CHIP]), compared with 11 percent for private
insurance—a ratio of 6 to 1.”

Even when doctors do still treat Medicaid patients, barriers to
actual care remain, and Medicaid enrollees often have a harder
time getting appointments and face longer wait times. One study
found that among clinics that accepted both privately insured chil-
dren and those enrolled in Medicaid, the average wait time for an
appointment was 42 days for Medicaid and 20 days for the privately
insured.”® Enrollment in Medicaid is not synonymous with access
to health care services because inherent flaws in the Medicaid pro-
gram—from low reimbursement rates to more paperwork—erect
barriers between enrollees and health care services. Even when they
do get access to care, it is often of poor quality.

In an attempt to encourage more doctors to accept Medicaid,
the ACA included a temporary two-year increase in the program’s
reimbursement rates. After costing taxpayers roughly $5.5 billion in
2013-14, that increase expired on January 1 of 2015. Some states are
planning to tap their own taxpayers in order to extend the increased
reimbursement, but others are unlikely to come up with the money to
pay for the extension. In states that don’t pony up their own money—
covering an estimated 71 percent of Medicaid recipients—physician
reimbursements could fall by as much as 47 percent.' That’s not going
to encourage doctors to sign up more Medicaid patients.
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Yet, as noted above, the number of people on Medicaid will have
increased significantly. It doesn’t require an economic genius to real-
ize what happens when increased demand meets reduced supply.

Quality of Care

Many studies have found that people enrolled in Medicaid receive
lower-quality care and have worse health outcomes. A landmark
study published in the Annals of Surgery examined outcomes for
almost 900,000 individuals undergoing major surgical operations
from 2003 to 2007. The University of Virginia study found that “sur-
gical patients on Medicaid are 13 percent more likely to die than
those with no insurance at all and 97 percent more likely to die than
those with private insurance.”” That trend of lower-quality care
continues through numerous studies: Medicaid patients were found
to have higher rates of surgical complications and were less likely to
have cancer diagnosed at earlier, more treatable stages.”! In almost
every health outcome, Medicaid is outperformed by private health
insurance.

By far the most important Medicaid study to come out in recent
years is the Oregon Health Insurance Exchange study. The reason
that study is so important is that it is the first randomized controlled
study—often considered the gold standard of research—to examine
the effects of insurance on health outcomes.

The opportunity for the study arose when Oregon determined
that it had enough funds to provide health insurance to an addi-
tional 10,000 uninsured low-income adults—but 90,000 people
wanted in. To be as fair as possible, the state held a lottery, and
then it followed the participants over time to measure the effect
of access to Medicaid. The study found that access to Medicaid
increased health care use, and medical spending increased from
$3,300 to $4,400 per person, but those increases were not reflected
in health outcomes. As the authors concluded, “This randomized,
controlled study showed that Medicaid coverage generated no sig-
nificant improvements in measured physical health outcomes in
the first 2 years.”*

As lackluster as those results are, they are in all likelihood better
than they would be in the country as a whole, since Oregon’s reim-
bursement rates are higher than average, and more doctors accept
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new Medicaid patients. That extremely important study lays bare
many of the inherent flaws of the Medicaid program, finding that
health outcomes show no real improvement, while the poor incen-
tive structure leads to excess use and increased costs. Those findings
reinforce the need to fundamentally reform the Medicaid program
to provide better-quality health care more efficiently and to call into
question the benefits of expanding the current program as called for
in the ACA.

Improper Payments and Fraud

As inefficient as spending taxpayer money on an inefficient pro-
gram like Medicaid might be, a significant portion of that money
does not even go to the flawed program but is instead the product of
waste and fraud. According to the Centers for Medicare & Medicaid
Services (CMS), the improper-payment error rate was 5.8 percent
($24.9 billion) in 2013, although the exact amount of supplemental
payments is unknown because state reporting was incomplete.” The
CMS estimate of 5.8 percent waste, while still significant, is prob-
ably optimistic; Malcolm Sparrow from Harvard has estimated that
fraud and improper payments could be 20 percent of the cost of fed-
eral health programs, which would mean Medicaid waste of more
than $85 billion a year. Although it may not be impossible to know
the precise level of fraud and waste in the program, we do know
that it is pervasive; as the inspector general of the Department of
Health and Human Services said, “Everywhere it looks the Office of
Inspector General continues to find fraud.”*

The high level of fraud is a result of the program’s financing
structure. The states administer the program and decide how much
to spend, but the federal government pays most of the costs. That
arrangement removes the incentive for state officials to deal with
fraud and abuse; they bear few of the costs and capture little of the
savings. To weed out the pervasive waste and abuse in Medicaid,
the federal matching structure that finances the program needs to
be reformed.

Reforming Medicaid

Ironically, even as Medicaid has been expanded under the
ACA, there has been a growing awareness that the program is
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posing an unsustainable burden for both federal and state gov-
ernments. Even President Obama has suggested that federal com-
mitments to the states may have to be scaled back.? To date, most
such proposals would simply move costs around, changing who
pays them, but they would not fundamentally reduce long-term
program costs.

Recently, however, some more fundamental and structural changes
have been proposed.

Vouchers

One proposal that would fundamentally transform Medicaid
would end the open-ended, entitlement structure of the program
and convert it into a voucher program. Instead of the states paying
providers, and the federal government reimbursing them for part
of the costs, individuals would receive vouchers and would then
be free to choose from a variety of health insurance and health care
options. They would then be able to purchase traditional insurance
or instead choose a high-deductible plan and deposit the balance of
their voucher into a health savings account.”

Such a reform would shift the decisionmaking process away
from federal and state governments, instead empowering ben-
eficiaries. If individuals choose a more efficient, cheaper plan,
they will have the option of saving the remaining amount of the
voucher in a health savings account to defray potential health
costs they may incur later. If they choose a plan that is more
expensive, they will have to make up the difference between the
voucher and the plan costs from their own funds. That increased
responsibility and decisionmaking power will encourage indi-
viduals to choose cost-effective policies best suited to their needs,
which would allow them to access better-quality care, while also
reining in cost growth.

Vouchers would be set at a specified level initially, either compara-
ble to per capita Medicaid spending or the cost of an equivalent pri-
vate insurance plan, and then adjusted annually by some measure of
inflation. One benefit of this reform proposal is that it would shift mil-
lions of low-income Americans from Medicaid to private insurance.

As described earlier, the Oregon study found no statistically sig-
nificant physical health outcomes resulting from Medicaid coverage,
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and Medicaid patients have a much harder time getting appoint-
ments to see doctors than people with private insurance.”® This
reform would go some way to ending the two-tier health system that
is currently in place, incorporating those low-income people into the
higher-quality private health insurance market.

One potential concern with the proposal is that the government
would still impose significant restrictions on the health care mar-
ketplace for this Medicaid population by requiring voucher plans
to cover a certain basket of services, or to have a certain actuarial
rating, much like the regulations seen with the health insurance
exchanges in Obamacare. Such burdensome regulation could inhibit
the competition and choice that are so essential to controlling costs.
As we saw with the premium-support option for Medicare, plans
in this system would be unable to compete effectively because they
are obligated to offer what is essentially the same benefits pack-
age, which limits the amount of innovation they can pursue as they
attempt to attract enrollees.

Another potential concern with a voucher program is that it would
in some ways concentrate too much power at the federal level, as
voucher amounts and essential benefits would likely be determined
in Washington; states would have limited flexibility to innovate
to determine best practices. It is also possible that it would create
another inadvertent welfare trap: if the voucher amount is phased
out with increases in earned income, poor people could face pro-
hibitively high marginal tax rates, especially when the marginal tax
rate effects of the program are combined with other means-tested
welfare programs. That new welfare trap would then discourage
this vulnerable population from working more hours or finding a
better job, and it could ultimately have the perverse effect of actu-
ally locking the majority of this population into dependency for the
foreseeable future.

Although the voucher reform would greatly improve the Medicaid
program by increasing consumer choice, it also has its share of
potential problems.

Block Grants

Block grants would be the most effective way to give states the
maximum amount of flexibility, and they could reduce the growth
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of future Medicaid costs if properly structured. With the block
grant, the federal government would give each state a lump sum
each year for the entire program, allowing federal taxpayer costs
to be directly controlled. Block-granting the program would have
two budgetary effects.

First and foremost, that reform could generate significant budget
savings for the federal government. The total amount of savings
would depend on the initial level of funding, or benchmark year,
and whether the amount would be indexed to inflation or another
growth factor. Using a very conservative benchmark year of 2014
would establish a federal spending cap of $299 billion to be appor-
tioned among the 50 states by Medicaid enrollment.

That is conservative because it includes the additional spending
from higher Medicaid enrollment because of the recession and the
tirst year of the Obamacare Medicaid expansion. A case could be
made that the benchmark year should be set at pre-recession lev-
els, in which case budget savings would be even greater. Using the
2014 levels as the baseline, block-granting Medicaid and keeping it
at those levels through 2024 would save more than $1.5 trillion, with
annual spending in 2024 being roughly $277 billion lower than it
would be without the block grant.?’

Some people argue that federal funding should be indexed to
inflation, or some other factor like population growth or number
of people below the poverty line, because otherwise the purchasing
power of that Medicaid funding would dwindle over time, leading
to a loss of services or diminished quality. Indexing the cap to infla-
tion would allow federal funding to rise and fall in tandem with
inflation, keeping the purchasing power of that federal funding
more constant over time. That approach would significantly reduce
budget savings, but it could also make it somewhat more palliative
for states; the CBO projected that indexing the cap to inflation start-
ing October 2015 would save $450 billion through 2023, so it would
still achieve significant budget savings, albeit not nearly as much as
a flat block grant would.®

Regardless of which year is chosen as the benchmark and what
the amount is indexed to, if anything, significant savings would be
achieved by the block grant simply through the elimination of fed-
eral administrative expenses, which are projected to be $226 billion
over the next decade.*!
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Another benefit of converting to a block grant is that it would place
Medicaid on a much more predictable, stable financial trajectory; in
its current form, the growth in the program and the amount of federal
funding available to states are unpredictable, adding to uncertainty
for both states as they attempt to balance their budgets, and federal
taxpayers concerned about the ever-increasing national debt.

The main nonbudgetary benefit of the block grant is that, if exe-
cuted properly, it would imbue the states with the agency to design
more cost-effective health care programs tailored to their different
Medicaid populations. In Medicaid today, there is a perverse incen-
tive for states to enroll as many people as possible in the program
in order to capture as many federal dollars as possible; states have
limited incentive to make their programs more effective or to pur-
sue cost savings because they do not really see the benefits. Even if
they had the motivation, states are too restricted in their ability to
experiment with their Medicaid programs. They are at the mercy of
the administration to obtain waivers from Medicaid rules governing
what benefits they must cover, or restricting their ability to experi-
ment with different cost-sharing schemes.

The current waiver system is overly burdensome. In some ways,
the system inhibits states in their attempts to improve their Medicaid
programs. Increased flexibility for the states is therefore an essen-
tial component of Medicaid reform. The effectiveness of the block
grant approach can be seen in the success of the 1996 welfare reform,
where the open-ended entitlement Aid to Families with Dependent
Children was converted into a block grant. The reform reined in
program costs that had been soaring in recent years while helping
beneficiaries join the workforce and transition out of the program.

In his most recent House budget, Paul Ryan has proposed a block
grant reform for the entire program, estimating that such a reform
would save $810 billion relative to current policy over the next
decade.*

With a fixed amount of federal funding and fewer federal regula-
tions, states would have a strong incentive to make their programs
more efficient and the ability to tailor their program to the specific
needs of their Medicaid populations.

The block grant would enable the federal government to reduce
federal Medicaid funding. Policymakers at all levels would benefit
from having the program on a predictable path. States would be better
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able to plan how to best use their federal funding without having to
worry about unforeseen cuts in federal matching rates. Medicaid’s
impact on federal deficits would be less subject to fluctuation, lending
a degree of predictability to the medium-term fiscal outlook. At the
same time, such reform would unleash the innovative power of the
states, leading to a myriad of improvements in program administra-
tion and design that would make it more effective and cost efficient.
The block grant reform is the best solution for Medicaid because of
those two channels: significantly increased flexibility for states and
substantial budget savings that would greatly improve Medicaid and
make it fiscally sustainable.

Conclusion

If there is one thing we should have learned by now, it is that the
government does a remarkably poor job of running a health care
system. Medicaid is yet another example. Costs are rising, posing a
significant problem for both federal and state governments.

At the same time, the evidence is overwhelming that Medicaid
provides poor-quality health care to program participants. In fact,
being enrolled in Medicaid may provide few benefits over being
uninsured.

Expanding Medicaid under the ACA will only exacerbate the pro-
gram’s problems. Instead of expanding the program, we should be
making fundamental changes to the program’s structure in ways
that will give states greater flexibility and that will allow for the
experimentation that can reduce costs over the long term. As with so
many other government programs, simply throwing more money at
the problem will only make matters worse.

Medicaid, like Medicare and Social Security, is ripe for reform.
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8. Obamacare: Little Bang, Lots of Bucks

One might have thought that, given the enormous debt and future
obligations that this country is facing, we would avoid taking on yet
another entitlement program. And not just any entitlement, but a mas-
sive new program whose future costs could rival those of Social Security,
Medicare, and Medicaid. Like the hypothetical family that we started
with in Chapter 1, Congress has decided to go on a spending spree
despite being deep in debt.

In fact, our fiscal condition is worse now than when those other
entitlement programs were enacted. As Figure 8.1 shows, in the first

Figure 8.1
AVERAGE ANNUAL BUDGET DEFICITS, FIVE YEARS AFTER PASSAGE

Percentage of GDP

Social Security Medicare and Medicaid Obamacare

Source: Office of Management and Budget, “Historical Tables,” April 24,
2014, Table 2; Congressional Budget Office, “Updated Budget Projections:
2014 to 2024,” April 14, 2014.

133



GOING FOR BROKE

five years after Medicare and Medicaid became law in 1965, the
average annual budget deficit amounted to less than 1 percent of the
gross domestic product (GDP). Social Security was launched during
the Great Depression, but in the five years that followed, average
annual deficits were only 3 percent of GDP. But in the next five years
following Obamacare’s being signed into law, deficits are projected
to total 5.5 percent.!

That is one reason that Charles Blahous, a former trustee of
the Medicare and Social Security systems, describes the Patient
Protection and Affordable Care Act as “the greatest act of fiscal irre-
sponsibility ever committed by federal legislators.”?

The Patient Protection and Affordable Care Act

The Patient Protection and Affordable Care Act (ACA), more col-
loquially known as Obamacare, was more than 2,500 pages and
500,000 words long.? In the years since its passage, various agencies
of government have issued more than 70,000 pages of regulations
and guidance to implement it.* It creates dozens of new agencies,
boards, commissions, and other government entities.” Several
parts of the law have been changed or postponed, often by execu-
tive order.® A few provisions have even been repealed or amended
by Congress.” It has been both upheld and altered by the courts.
Additionally, a great deal of misinformation, conjecture, and rumor
has been circulating in both the mainstream and alternative media.
No wonder, then, that many Americans remain confused by the law
itself and its effect on them, their health plans, and their businesses.
Despite the complexity of the law itself, and the well-reported
difficulties of its implementation, the ACA boils down to five key
components: (a) the individual mandate, (b) the employer man-
date, (c) insurance regulations, (d) exchanges, and (e) subsidies and
Medicaid expansion.

Individual Mandate: As of March 31, 2014, every American was
required to have health insurance coverage that meets the govern-
ment’s definition of “minimum essential coverage.” Those who don't
receive such coverage through government programs, their employer,
or some other group must purchase individual coverage on their own
or pay a penalty. Last year, that penalty was 1 percent of the individ-
ual’s adjusted gross income or $95, whichever is greater.® But it ramps
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up quickly, the greater of $325 or 2 percent of annual income this year,
and the greater of $695 or 2.5 percent of annual income after that. In
calculating the total penalty for an uninsured family, children count
as half an adult, which means that in 2016 an uninsured family of four
would face a minimum penalty of $2,085 ($695 + $695 + $347.50 +
$347.50), prorated on the basis of the number of months that the per-
son was uninsured over the course of the year.’

Itis important to point out that simply having insurance is not nec-
essarily enough to satisfy the mandate. To qualify, insurance would
have to meet certain government-defined standards for “minimum
essential coverage.” That requirement is only logical. If a person
could theoretically pay $1 for an insurance plan with a $10 million
deductible, it would defeat the whole purpose of the mandate.

Many of the required benefits are common sense and are already
included in nearly all insurance plans. They include outpatient care,
emergency room treatment, hospitalization, and laboratory tests.
Other benefits, however, are less common, and their inclusion is
subject to greater debate. They include maternity and newborn care,
mental health and substance abuse treatment, prescription drugs,
rehabilitative and habilitative services, a wide variety of preventa-
tive and wellness services, chronic disease management, pediatric
services, and dental and vision care for children. Beyond the specific
benefits, plans are required to have an actuarial value (the average
percentage of health care expenses that will be paid by the plan) of at
least 60 percent. In addition, qualified plans must also comply with
all the various insurance regulations included in the ACA." Thus,
the individual mandate is not just a mandate to have insurance but a
mandate to have the specific type of insurance that the government
has designed.

That provision, of course, was the subject of a major Supreme
Court decision in 2012. In the case of National Federation of Independent
Business v. Sebelius, the Court upheld the insurance requirement, not
as a mandate, but rather as a tax on uninsured individuals." Ironically,
however, in upholding the mandate in that manner, Chief Justice John
Roberts, who wrote the deciding opinion, was in effect saying that the
mandate was a tax because it was so small that it would not actually
force individuals to buy insurance. Roberts was effectively acknowl-
edging that it is cheaper to “pay” than to “play.” As we will see, that
could lead to serious adverse-selection issues going forward.'
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Employer mandate: The law also contains an employer man-
date. Starting January 1, 2016, all businesses with 50 or more full-
time employees must provide health insurance coverage to their
workers or pay a penalty. The mandate was originally scheduled
to take effect in 2014. However, in September 2013, President
Obama, by executive order, postponed the implementation until
2015. After another delay, employers with 50 to 99 workers
now have until 2016, whereas those with 100 or more workers
can avoid any mandate penalties by covering only 70 percent of
workers in 2015."

There are two possible ways for companies to calculate the pen-
alty for failing to provide insurance—with companies required to
pay the lesser of the two amounts. Under the first method, the com-
pany must pay a tax penalty of $2,000 for every person it employs
full-time (minus 30 workers). Thus, a company employing 100
workers would be assessed a penalty of $140,000 ($2,000 x 70 work-
ers). Alternatively, the company could pay $3,000 for each uninsured
employee who qualifies for a subsidy through an exchange.

As with individuals, to satisfy the mandate, insurance must
meet the government’s definition of an acceptable plan. Employer-
provided insurance (with a partial exception for self-funded plans
under the Employee Retirement Income Security Act) must meet the
same requirements as individual plans, fulfilling the “essential mini-
mum benefits” package and all requisite insurance regulations.

Initially, this mandate is likely to affect relatively few companies.
Roughly 96 percent of companies with more than 50 employees
already provide health insurance.’® And although many of the plans
currently offered do comply with ACA requirements (for example,
deductibles may be too high or they may not provide all the benefits
specified), those plans are “grandfathered,” meaning companies can
keep them in place for now, but, as with individual plans, any “sub-
stantial change” invalidates the grandfathering. Therefore, many—
if not most—employer plans will also have to change in order to
comply with the mandate (discussed later).

Insurance regulations: The ACA imposes a host of new federal
insurance regulations that significantly change the way the health
insurance industry does business. Some of those regulatory changes
have so far been among the law’s most popular provisions, but
many are likely to have unintended consequences.
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Perhaps the most popular insurance reform allows parents to keep
their dependent children on their policies until the children reach
age 26.'° A second popular reform prohibits insurers from imposing
lifetime limits on benefit payouts.”” In a similar vein, the law also
bans “rescissions,” or the practice of insurers dropping coverage for
individuals who become sick."®

In addition, the law requires insurers to maintain a medical loss
ratio (that is, the ratio of benefits paid to premiums collected) of at least
85 percent for large groups and 80 percent for small groups and indi-
viduals."” Insurance companies that pay out benefits in amounts less
than the required proportion of the premium revenues must rebate the
difference to policyholders annually beginning in 2011. That require-
ment is intended to force insurers to become more efficient by reducing
the amount of premiums that can be used for administrative expenses
(and insurer profits). Already, insurers have been forced to provide
more than $1.59 billion in rebates to individuals and businesses.?

But perhaps the most significant regulatory reform is the ban
on insurers denying coverage because of preexisting conditions.
Under the Patient Protection and Affordable Care Act, insurers are
prohibited from making any underwriting decisions based on health
status, mental or physical medical conditions, claims experience,
medical history, genetic information, disability, other evidence of
insurability, or other factors to be determined later by the secretary
of Health and Human Services (HHS).? Specifically, the law requires
insurers to “accept every employer and individual . . . that applies
for such coverage.”*

Finally, there are limits on the ability of insurers to vary premiums
on the basis of an individual’s health. That is, insurers must charge the
same premium for someone who is sick as for someone who is in per-
fect health.” Insurers may consider age in setting premiums, but those
premiums cannot be more than three times higher for their oldest than
for their youngest customers.* Smokers may also be charged up to
50 percent more than nonsmokers.” The only other factors that insur-
ers may consider in setting premiums are geographic location and
whether the policy is for an individual or a family.* These provisions
started for children in 2010 and for everyone else on January 1, 2014.

It should be noted that although the ban on medical underwriting
may make health insurance more available and affordable for those
with preexisting conditions and may reduce premiums for older
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and sicker individuals, it will increase premiums for younger and
healthier individuals (discussed later).

Overall, most of the law’s insurance reforms have been among the
more politically popular aspects of the new law. Although their ulti-
mate effect may be small, helping fewer people than is commonly
believed, they do address real problems. Any alternative to the ACA
will also have to find ways to deal with these issues.

Exchanges: Health exchanges, rebranded as “marketplaces” by the
Obama administration, were a technological “train wreck” through-
out the fall of 2013, but they remain a key component of the ACA.

The exchanges are designed to function as clearinghouses, whole-
salers, or intermediaries, matching customers with providers and
products. Exchanges also allow individuals and workers in small
companies to take advantage of the economies of scale, both in
administration and risk pooling, currently enjoyed by large employ-
ers. Exchanges are also the mechanism through which individuals
receive subsidies to help pay for insurance.

The legislation gave states the option of setting up an exchange, or,
if they chose not to do so, the federal government would establish and
operate an exchange in that state. States could also operate part of an
exchange, leaving the federal government to operate the rest.” As it
turns out, state decisions broke largely, but not entirely, along parti-
san lines. Thirteen states and the District of Columbia chose to oper-
ate their own exchanges, whereas the federal government ended up
running—in whole or part—37 exchanges.” Some state-run exchanges
have been a disaster, even among states that have been enthusiastic
supporters of Obamacare since day one. Oregon’s exchange has been
such a failure that the federal government is stepping in to take over,
and Maryland and Massachusetts may possibly follow suit.”

Subsidies and Medicaid expansion: With regard to the law’s
impact on the federal budget, the most important provisions are those
designed to expand coverage by subsidizing it, either through gov-
ernment-run programs such as Medicaid and the Children’s Health
Insurance Program (CHIP) or through subsidizing the purchase of
private health insurance. Of course, subsidies should be no surprise,
since the number one reason that people give for not purchasing insur-
ance is that they cannot afford it.* Still, the subsidies will be expensive.

As discussed in Chapter 7, states are able to increase eligibility for
Medicaid as of last year, so that all individuals with income levels
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below 138 percent of the federal poverty level would be eligible for the
program, an increase in eligibility that mainly affects the childless adult
population.® The federal government will pick up much of the cost for
that expansion population, at least initially, financing all of the costs for
the first three years before gradually phasing down to 90 percent.?

To date, only 27 states and the District of Columbia have expanded
their programs. Some of the states with the largest uninsured
populations—Florida and Texas—have so far declined to expand,
fueling uncertainty as to how many people will enroll because of the
Medicaid expansion and how much it will cost.*

Individuals with incomes too high to qualify for Medicaid but
below 400 percent of the poverty level ($88,000 per year) are eligi-
ble for subsidies to assist their purchase of private health insurance.
According to the Centers for Medicare & Medicaid Services (CMS) and
outside organizations such as the Kaiser Family Foundation, roughly
86 percent of the more than 8 million Americans who signed up for
insurance through exchanges in the first round of open enrollment
received a subsidy to help pay for their insurance.? This proportion
increased throughout the open enrollment period; in early months,
roughly 80 percent qualified for financial assistance. In the first month
of 2015 open enrollment, this rate is even higher at 87 percent.®

A recent report from HHS found that federal subsidies paid for
76 percent of the premium amounts for people who qualified for them
on the federal exchange.* That fact stokes fears that the cost projections
could be underestimating how much the federal government is spend-
ing on exchange subsidies, which could affect future deficits. Worse,
since it’s possible that fewer than 2 million enrollees were previously
uninsured, millions of Americans who were previously paying for
their own insurance have now moved into a system, at least during the
program’s first year, where the government is paying most of the cost.

And it’s not as though those subsidies are going only to the poor,
who otherwise could not afford insurance. Although more generous
to those earning 250 percent of the poverty line ($58,875 for a family
of four), some amount of subsidy is available up to 400 percent of the
poverty level (394,200 for a family of four). In fact, taking into account
various income disregards, some families with even higher incomes
could receive a subsidy. The Congressional Budget Office (CBO) esti-
mates that as many as 700,000 people with incomes of more than three
times the poverty level will receive a subsidy next year.”

139



GOING FOR BROKE

It is important to note that by the time this book is published
the Supreme Court may have thrown out subsidies in those states
that have a federally run exchange. As written, the ACA explicitly
authorizes subsidies only through “an Exchange established by a
State.”* That means subsidies should not be available through fed-
eral exchanges. The language of the statute is clear, and the ever-
loquacious Jonathan Gruber has stated that the law was set up that
way to entice states into establishing their own exchanges.*

If the Court upholds the challenge in the case of King v. Burwell,
some 5 million people in 36 states would lose their subsidies, mean-
ing they would suddenly have to pay more, sometimes much more,
for insurance. On the other hand, since it is an employee’s receipt
of subsidized coverage that triggers the employer mandate, busi-
nesses in those states would find themselves free of that burden.
Moreovert, individuals who, without subsidies, can no longer find
affordable insurance would be exempt from the individual mandate.
Elimination of the subsidies could also increase the likelihood of an
“adverse selection death spiral.” Lastly, a ruling against the subsi-
dies would significantly reduce the program’s overall cost. In short,
if the Court rules that the ACA must be implemented as written, the
entire program could unravel quickly.

The Court heard the case in March 2015 and was expected to rule
by the end of June 2015, about the time this book is scheduled for
release.

The Cost of Obamacare

In June of last year, the CBO announced that because of so many
changes, postponements, and waivers to the law, it could no longer
provide an accurate estimate of its cost or impact on the deficit.*
Faced with an Obama administration that seems to unilaterally
rewrite the law almost daily, the CBO essentially gave up trying to
score it. Of course, maybe that is honest Washington budgeting for
a change. We have a great big program that’s going to spend a lot of
money, but we really don’t have any idea of how much.

Still, it is worth examining the history of the CBO’s cost estimates
for the ACA, their limitations and failures, and what those estimates
portend for the program’s ultimate cost and impact on the debt.
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When the ACA was passed in 2010, the CBO scored the coverage
provisions of the legislation, the Medicaid expansion and exchanges,
as costing $938 billion over 10 years, from 2010 t02019.*' That was,
of course, highly misleading because almost all of the program’s
expenditures occurred after 2014. The CBO was therefore issuing a
10-year score that included just 6 years of spending. Now, four years
later, the law is more or less fully implemented. The CBO’s most
recent ACA baseline puts the major coverage expansion programs’
cost at $1.84 trillion from 2014 to 2024.* It is important to note that
much of the increase in estimates since 2010 is simply due to the
extended projection window.

In addition, attempts to compare year-over-year cost estimates
run into problems given the law’s frequent changes. In many cases,
it is difficult to compare apples to apples. For example, when the
Supreme Court made it optional for states to expand Medicaid (see
Chapter 7), the CBO reworked its assumptions to take into account
Medicaid participants in states that chose not to expand their pro-
grams. Estimated ACA costs have also risen and fallen in tandem
with estimated insurance premiums.

For example, the most recent ACA baseline from the CBO,
released in April, is roughly $165 billion lower over 10 years than
the projection released two months earlier, a decline quickly touted
by the program’s advocates. However, the savings reduction almost
exclusively results from the fact that initial insurance premiums
were somewhat lower than the CBO predicted. Since subsidies are
linked to premium prices, lower premiums reduce subsidy payouts.
Therefore, if premiums remain low, the program’s costs will indeed
be lower than previously predicted. That is a big “if,” however. For
reasons that will be discussed, it is unlikely that premiums will
remain below estimates in the future. If premiums rise significantly,
so will the required subsidies, and therefore program costs.

Moreover, “lower” does not mean “low.” Even taking the new
CBO estimates at face value, the ACA will consume a far greater por-
tion of GDP in 2015 than Social Security did five years after it became
law.® In fact, you could add the cost of Medicaid five years after pas-
sage to the cost of Social Security five years out, and it would still be
less than the cost of Obamacare after 5 years (measured as a percent-
age of GDP). Only Medicare is comparable (Figure 8.2).
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Figure 8.2
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to 2024,” April 14, 2014; Office of Management and Budget, “Historical
Tables,” April 24, 2014, Table 13.1.

If the ACA grows in the out years in the same—often unantici-
pated—ways as other entitlements have, the future costs could be
even greater than for other programs.

It is also important to remember that such CBO estimates signifi-
cantly understate the actual costs of the health care law. For instance,
the initially projected cost failed to include discretionary costs asso-
ciated with the program’s implementation. The legislation does not
provide specific expenditures for those items; it simply authorizes
“such sums as may be necessary.” Because the costs are subject to
annual appropriation, and the actions of future Congresses are difficult
to predict, putting a precise figure to the amount may be impossible.

However, the CBO suggests that they could add as much as
$100 billion to the 10-year cost of the bill.** For example, HHS has
passed out $4.4 billion in grants to states last year, and plans to spend
an additional $1.2 billion by the end of this fiscal year. The law also
includes between $5 billion and $10 billion over 10 years for the Internal
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Revenue Service to enforce aspects of the law, and an additional amount
for the Department of Health and Human Services. The operation of
exchanges in the 37 states where they are being run by the federal gov-
ernment is expected to be $3.5 billion for 2013-2014 and more in subse-
quent years.*> None of that money is included in ACA cost estimates.

In addition, estimates of the ACA’s impact on the budget deficit
double count both Social Security taxes and revenue and savings from
Medicare. Scoring of the ACA anticipates $390 billion in Medicare sav-
ings through 2019.* The law will also bring in additional payroll tax
revenue through the 0.9 percent increase in the Medicare payroll tax,
and the imposition of the tax to capital gains and interest and dividend
income. That money is funneled through the Medicare Trust Fund.*

Government trust fund accounting methodology counts those addi-
tional funds as extending the trust fund’s solvency and being available
to pay future Medicare benefits. But in reality, the funds would be used
to purchase special-issue Treasury bonds. When the bonds are pur-
chased, the funds used to purchase them become general revenue and
are then spent on the government’s annual general operating expenses.
What remains behind in the trust fund are the bonds, plus an interest
payment attributed to the bonds (also paid in bonds, rather than cash).
Government bonds are, in essence, a type of IOU. They are a promise
against future tax revenue. When the bonds become due, the govern-
ment will have to repay them out of general revenue.®

In the meantime, however, the government counts on that new gen-
eral revenue to pay for the cost of the new health legislation. Thus, the
government spends the money now, while pretending it is available in
the future to pay for future Medicare benefits. That double-counting
results in roughly $390 billion. As Medicare’s chief actuary points out,
“In practice, the improved [Medicare] financing cannot be simulta-
neously used to finance other Federal outlays (such as the coverage
expansions) and to extend the trust fund, despite the appearance of this
result from the respective accounting conventions.”*

The same is true regarding $53 billion in additional Social
Security taxes generated under the ACA. The CBO assumes that,
as discussed earlier, many employers may ultimately decide that it
is cheaper to “pay than play” and will stop offering health insur-
ance to their workers. The CBO assumes that in those cases, work-
ers will receive higher wages to offset at least some of the loss in
nonwage (insurance) compensation. However, the workers will have
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to pay taxes, including Social Security payroll taxes, on those addi-
tional wages. The additional revenue from those taxes is counted in
the CBO’s scoring of the ACA. Because they are paying additional
taxes, those workers are also accruing additional Social Security ben-
efits, and as those benefits will be paid outside the 10-year budget
window, the cost of the additional benefits is not included in the
scoring. Only one side of the revenue-benefit equation is included.
When all additional costs are included, the ACA’s real 10-year
cost appears to be much closer to $2.63 trillion. Since the legislation
includes roughly $1.33 trillion in new or increased taxes through 2024
to pay for the benefits it provides, a calculation of the law’s full costs
suggests it will add $1.3 trillion to the national debt over that period.®

Figure 8.3
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Moreover, as figure 8.3 shows, the cost trajectory at the end of the
10-year budget window is headed higher. Thus, we can anticipate
even higher costs, additional taxes, and an added debt burden in the
out years.

One important caveat: all of these estimates are based on currently
projected levels of subsidies. If, as noted above, the Supreme Court
rules that federally run exchanges cannot offer subsidies, the pro-
gram’s cost would decline significantly—pending a Congressional
response of course.

Paying the Bill

To pay for everything, the ACA imposes roughly $1.33 trillion in
new or increased taxes through 2024. Depending on exactly how one
defines a “tax,” the ACA imposes or increases roughly 19 separate
taxes, falling on both businesses and individuals.” They include the
following:

® Tax on “Cadillac” insurance plans. One of the most heavily
debated new taxes in the health care bill was the tax on high-
cost insurance plans. Beginning in 2018, a 40 percent excise tax
will be imposed on employer-provided insurance plans with an
actuarial value in excess of $10,200 for an individual or $27,500
for families. (The threshold is increased to $11,850 for individu-
als and $30,950 for families whose head of household is over the
age of 55 or engaged in high-risk professions, such as police offic-
ers, firefighters, or miners.) The tax falls on the value of the plan
over the threshold and is paid by the insurer, or the employer if
self-insured.” The benefit value of employer-sponsored coverage
would include the value of contributions to employees’ flexible
spending, health reimbursement, and health savings accounts. It
is estimated that 12 percent of workers will initially have policies
that are subject to the tax.”® However, the tax is indexed to infla-
tion rather than the faster-rising medical inflation, which drives
insurance premiums. As a result, more and more workers will
eventually find their insurance plans falling subject to the tax. In
fact, a study for the benefits consulting firm Towers Watson con-
cludes, “Assuming even reasonable annual plan cost increases
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to project 2018 costs, many of today’s average plans will easily
exceed the cost ceilings directed at today’s ‘gold-plated” plans.”>*

Payroll tax hike. The Medicare payroll tax was increased from
2.9 percent today to 3.8 percent for individuals with incomes
over $200,000 for a single individual or $250,000 for a couple.”®
The payroll tax hike would mean that in eight states, workers
would face marginal tax rates in excess of 50 percent.

Tax oninvestmentincome. Starting in 2013, the 3.8 percent Medi-
care tax was applied to capital gains and interest and dividend
income if an individual’s total gross income exceeds $200,000 or
a couple’s income exceeds $250,000.% The tax applies only to the
amount of income in excess of those limits but would be based
on total income. Thus, if a couple had $200,000 in wage income
and $100,000 in capital gains, $50,000 would be taxed. Moreover,
the definition of “capital gains” includes capital gains from the
sale of real estate, meaning that an individual who sold his or
her home for a profit of $200,000 or more would be subject to the
tax. Given the current weakness in the housing market, that tax
burden would seem to create a particularly pernicious outcome.
Numerous studies have shown that high capital gains taxes dis-
courage investment, resulting in lower economic growth, fewer
jobs, and reduced wages.

Limit on itemized deductions. Beginning in 2013, the thresh-
old at which taxpayers can deduct medical expenses was raised
from 7.5 percent of adjusted gross income to a new floor of
10 percent.” The increased threshold is postponed until 2016 for
taxpayers age 65 or older.®

Tax on prescription drugs. The legislation imposes a new tax
on brand-name prescription drugs designed to raise a specific
amount of money annually. Rather than imposing a specific tax
amount, the legislation identifies a specific amount of revenue
to be raised, ranging from $2.5 billion in 2011 to $4.2 billion in
2018, before leveling off at $2.8 billion thereafter, and assigns
a proportion of that amount to pharmaceutical manufacturers
according to a formula based on the company’s aggregate rev-
enue from branded prescription drugs.” The structure of this
tax almost guarantees that it will be passed along to consumers
through higher prices.
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* Tax on medical devices. A 2.3 percent federal sales tax is
imposed on medical devices, which include everything from
CT scanners to surgical scissors.®® The secretary of HHS has the
authority to waive this tax for items that are “sold at retail for
use by the general public.”®' However, almost everything used
by doctors, hospitals, or clinics would be taxed. The tax would
also fall on laboratory tests. The government’s chief actuary has
concluded that this tax, as with those on pharmaceutical manu-
facturers and insurers “would generally be passed through to
health consumers.”® In fact, a study by the Republican staff of
the Joint Economic Committee estimates that the pass-through
could cost the typical family of four with job-based coverage an
additional $1,000 a year in higher premiums.*

¢ Additional taxes on insurers. Similar to the tax on pharmaceuti-
cal companies, the legislation imposes a tax on health insurers
based on their market share.* The total assessment will begin at
$8 billion and rise to $14.3 billion by 2018. Thereafter the total
assessment will increase by the same percentage as premium
growth for the previous year.®® The tax will be allocated accord-
ing to a formula based on both the total premiums collected by
an insurer and the insurer’s administrative costs.®® However,
some insurers in Michigan and Nebraska received a special
exemption.®” This tax is also expected to be passed through to
consumers through higher premiums. (Interestingly, AARP is
exempt from this tax on sales of its highly profitable Medigap
policies.)®®

The combination of taxes and subsidies in the ACA results in a sub-
stantial redistribution of income. The new law will cost families
earning more than $348,000 per year (top 1 percent of incomes) an
additional $52,000 per year on average in new taxes and reduced
benefits.® In contrast, those earning $18,000-$55,000 per year will
see a net income increase of roughly $2,000 per family.”

The CBO projects that revenue raised from those taxes will more
than offset the cost of the program, resulting in a deficit reduction
of $109 billion through 2022.”! However, as we saw earlier, the CBO
underestimates the actual cost of the ACA. If we use a more accurate
accounting of the program’s full cost, the ACA could add as much
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as $1.4 trillion in additional debt over 10 years, and far more in the
years outside the budget window.

It could—and likely will—be even worse than that, because the
ACA will almost certainly slow economic growth, thereby reducing
revenues.

Take the effect on jobs, for instance. As discussed earlier, the ACA
requires businesses with 50 or more full-time employees to provide
health insurance coverage to their workers or pay a penalty. That
magic number of 50 becomes extremely important, since companies
with fewer than 50 workers are not subject to the mandate; that is,
they suffer no penalty for not providing insurance to their workers.
Suppose, therefore, that a firm with 49 employees does not provide
health benefits. Hiring one more worker will trigger a penalty of
$2,000 per worker multiplied by the entire workforce, after subtract-
ing the statutory exemption for the first 30 workers. If you were that
small-business owner with 49 employees, how fast would you run out
to hire that 50th worker? (In France, another country where numerous
government regulations kick in at 50 workers, there were 1,500 com-
panies with 48 employees and 1,600 with 49 employees in 2011, but
just 660 with 50 and only 500 with 51.)7

In fact, according to a Gallup poll conducted in the summer of 2013,
41 percent of small businesses said they have already held off on
plans to hire new employees, and 38 percent said they’ve pulled back
on plans to expand their businesses in other ways.” Another survey,
conducted by the U.S. Chamber of Commerce and the International
Franchise Association, of businesses just above the 50-employee
threshold found that 59 percent of franchises and 52 percent of non-
franchises say that they will “make personnel changes to stay below
the 50 full time equivalent employee threshold.””*

In addition to laying off workers, some companies appear to be
trying to reduce the number of employees subject to the mandate
either by reducing the number of current employees to fewer than 50
or by shifting full-time workers to part-time, for whom the mandate
doesn’t apply. According to Gallup, 19 percent of small businesses
indicate that they have already laid off workers, and a similar pro-
portion indicated they had cut back their hours.”

Even more significant, numerous companies have reportedly
reduced the work hours of some employees to keep them below the
30-hour ceiling that would define them as “full-time” for purposes of
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the mandate. Ben Casselman, writing for FiveThirtyEight, finds that
the percent of part-time workers working 25 to 29 hours increased
from 9.7 percent before the law passed to 11.1 percent in 2013. Over
the same period, the percentage of workers with hours just above
the threshold, 31 to 34 hours a week, fell from 7.7 percent to 6.6 per-
cent.”® While he stresses that it is difficult to disentangle how much
of this decline can be attributed to Obamacare, “the timing is sug-
gestive: The change in working hours appears to hit in the middle
of 2013, as the major components of the law were beginning to take
effect.””

Even companies well above the 50-employee cutoff will be affected.
Nearly all economists agree that the amount of compensation each
worker receives is a function of his or her productivity, and the
employer is indifferent to the makeup of that compensation among
wages, taxes, insurance premiums, or other costs associated with
that worker’s employment. Mandating an increase in a worker’s
compensation (through the provision of health insurance) increases
the worker’s operating costs without increasing the worker’s
productivity.

Roughly 96 percent of those companies offer health insurance
today.”® But, as discussed earlier, the ACA may drive up the cost of
that insurance, both through general premium hikes and by requir-
ing companies to offer a more expansive and expensive benefits
package. Either way, employers must find ways to offset the added
costs imposed by the mandate. Whether they do it by reducing
wages and benefits, increasing prices, or reducing employment, the
effect on the economy will be negative.

Nor should we ignore the impact of the taxes that the ACAimposes
on businesses. The 2.3 percent gross income tax on medical device
manufacturers alone is estimated to put as many as 43,000 jobs at
risk.”” A tax on insurers is projected to jeopardize another 125,000 to
249,000 jobs, according to the National Federation of Independent
Business.*® The effect of other taxes is harder to specify, but by rais-
ing taxes on capital, for example, the ACA will reduce the availabil-
ity of funding for future investment.®'

Moreover, it’s not just the direct cost of the taxes that will burden
businesses. It is estimated that businesses will have to spend at least
127.6 million hours complying with the law.®? Those hours represent
a significant loss of productive manpower.
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Chris Conover of the Center for Health Policy and Inequalities
Research at Duke University estimates that the ACA’s tax and
regulatory burdens will reduce economic growth in this country
by $157 billion to $550 billion over the next decade and will kill
1,139,000 to 1,625,000 jobs.®

The availability of subsidies may also induce some workers to
quit their jobs voluntarily, especially older workers seeking early
retirement. The CBO recently warned that because of the law, the
equivalent of 2.5 million full-time workers will leave the labor force
over the next 10 years.* Although that may well be good news for
those workers who are now able to retire earlier than they other-
wise would have—and to be free, in House Minority Leader Nancy
Pelosi’s memorable phrase “to write poetry”—the loss of those
workers, many at the peak of their productivity, will hurt the econ-
omy as a whole. According to the CBO, it will reduce aggregate
labor compensation by 1 percent over the period 2017-2024, twice
the initial estimate.®

Finally, we should recognize that the ACA will increase the overall
size of government and the share of the economy taken up by gov-
ernment spending. As we saw in Chapter 1, that growth in govern-
ment is, in itself, a drag on economic growth.

As a result, the ACA’s taxes will almost certainly bring in less rev-
enue than projected, meaning deficits and debt will be higher. That
growing debt will further depress growth, leading to a cycle of eco-
nomic decline.

The Impact of Rising Premiums

The ACA’s impact on insurance premiums is a highly complex
issue that does not lend itself to the easy analysis suggested by some
observers on both the left (lower premiums) and right (higher premi-
ums). In reality, 2014 premiums were probably lower for some con-
sumers (especially after fully accounting for subsidies), and higher
for others. A study by Avik Roy of the Manhattan Institute compared
premiums for policies available through exchanges with the average
cost of the five least expensive pre-ACA plans for the most populous
zip code in every county, after adjusting for the denial and surcharge
rates of those plans, which increase the effective premium amount.
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He analyzed premium increases for three ages: 27, 40, and 64. The
ACA’s effect on premiums varies by age group, but overall the aver-
age state will face underlying premium increases of 41 percent. %

Still, one bit of good news for ACA costs is the fact that, overall,
exchange-based premiums appear to be lower than previous projec-
tions from the CBO.¥ (Or more accurately, premiums are lower than
CBO-projected premiums for 2016, reverse-engineered to provide a
2013 estimate.)®® Lower premiums mean lower subsidy costs.

Of course, one should be careful about projecting a trend from
one year’s premiums. Premiums in 2015 saw modest increases on
average, but some of the most popular plans saw more significant
premium hikes. In roughly a fifth of the counties in states using the
federal insurance exchange, premiums for the lowest-priced silver
plans will increase by 10 percent or more. At the same time, premi-
ums for comparable plans will decrease in all of Maine, Montana,
and New Hampshire.*” An analysis by the Kaiser Family Foundation
looked at the benchmark Silver and Bronze plans in every county
(which account for the majority of enrollees). Across all counties, the
Bronze plans saw a four percent increase and Silver plans two per-
cent, but there was a wide degree of variation among states. Alaska’s
Silver plan premiums increased by 26.5 percent and Mississippi’s
decreased by 25.5 percent.”

There is also reason to believe that premium hikes in future years
could be even larger. Since Obamacare depends on overcharging the
young and healthy to subsidize the older and sicker, it needs roughly
40 percent of enrollees to be in the 18-34 age group. We don't yet
know the health status of those signing up, although evidence from
pharmaceutical-purchase patterns analyzed by Express Scripts sug-
gests that enrollees are less healthy than the population at large.”
Preliminary surveys of self-reported health status seem to corroborate
those findings. For example, a Gallup survey found that just 37 percent
of exchange enrollees reported they were in excellent or very good
health, compared with 50 percent of the population at large.”

Meanwhile, we do know that just 28 percent of those signing up
during the first year of open enrollment were 18 to 34, meaning that
Obamacare missed its target by almost a third.”* Some states missed
by even more. Only 20 percent of those enrolling in Hawaii were
“young invincibles,” and just 21 percent were in Arizona.* Through
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the first month of the 2015 open enrollment period, only 24 percent
were in this 18 to 34 group, which could further skew the risk pools.”

The result of such “adverse selection” is that the pool of insured
Americans will be much less healthy than predicted, meaning that
it will cost more than estimated to provide them with benefits. By
and large, young people are healthier and use less health care than
do those who are older. For example, only 2.7 percent of those 18 to
34 rate themselves in “fair” or “poor” health, whereas 5.3 percent
of those ages 35 to 50 and 9.6 percent of those ages 51 to 64 do so.*
Those 18- to 34-year-olds see a doctor only 2.7 times per year on
average, but 35- to 50-year-olds average 3.3 physician visits per year
and 51- to 64-year-olds average 4.8.”

If the insurance pool is composed largely of people who are older
and sicker, and who therefore use more and more expensive health
care, insurance prices will rise to cover their costs. That rate increase
will then cause even more young and healthy people to drop their
insurance, leaving the pools even older and sicker than before. That
raises premiums yet again, leading to the healthiest remaining par-
ticipants to drop out, and so on. Actuaries refer to that result as the
“adverse-selection death spiral.”

In the meantime, subsidies will have to increase in order to offset
the rising premiums. In addition, the government may have to bail
out the insurance companies, providing them with subsidies, in order
to prevent the death spiral. Taxpayers pick up the tab for 78 percent
of claim costs between $45,000 and $250,000 per insured individual.”®

It seems safe to say, therefore, that if premiums rise in the future,
so will the cost of Obamacare. Thus, we have one more reason to
assume that the ACA will ultimately cost more than predicted.

Bang for the Buck?

As we can see, the ACA will be extraordinarily costly. But adding
insult to injury, it will fall far short of its stated goal of providing all
Americans with access to quality, affordable health insurance.”

In fact, even if the ACA worked precisely as its authors intended,
it would not come close to universal coverage. At the time the
law passed, the CBO estimated that roughly 32 million uninsured
Americans would either be covered through Medicaid or private
insurance, leaving some 23 million uninsured.'® Since then, each
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successive estimate reduced the number of people who would
gain coverage. The most recent estimates suggest that as few as
26 million out of the 57 million who would be uninsured in 2024
would eventually be covered as a result of the ACA."" Roughly
13 million of those would be enrolled in Medicaid, meaning just
12 million to 13 million previously uninsured would receive private
insurance coverage.'”

So far, the program’s participation rates suggest that there is rea-
son to wonder whether or not it will meet even that limited goal.

It is true that the most recent poll from Gallup found that the unin-
sured rate fell to 12.9 percent in the fourth quarter of 2014, down
from 16.3 percent before the ACA was passed.

Of course, it would be a mistake to attribute all of that improve-
ment to the ACA. A large portion may be due to falling unemploy-
ment as the economy finally emerges from the recession. Since
most Americans get their health insurance through their jobs, lower
unemployment should naturally reduce the number of uninsured.
Still, the ACA can rightly be credited with some of the gains.

As of the time this book went to press it was estimated that
roughly 9 million Americans will have enrolled in health insur-
ance plans through an exchange during the ACA’s first two years
of operation.!® That does represent a significant achievement,
especially given the troubles that accompanied the initial rollout
of healthcare.gov. That may slightly overstate actual enrollment
numbers, however, since not every “enrollee” will actually follow
through and pay the premiums.

Moreover, 8 million enrollees doesn’t necessarily mean 8 mil-
lion more Americans with insurance. For starters, as many as
6 million Americans had to change their health plans because
Obamacare banned the policy they’d had before (see next section).
Many of those whose plans got canceled bought new insurance
through the exchanges, and are among the 8 million. How many?
Estimates vary, but a recent survey by The Commonwealth Fund
estimates that 59 percent of exchange enrollees were previously
insured.'™

It is also estimated that roughly 6.4 million Americans have
received Medicaid coverage as a result of the ACA (although there
may be methodological problems with this estimate).'”® However, as
noted in Chapter 7, Medicaid coverage does not necessarily mean
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better access to care. It is also possible that a substantial number of
Medicaid enrollees may have dropped private insurance in order to
obtain Medicaid.'® These Medicaid enrollees may actually now be
receiving worse care than they had before.

Finally, estimates suggest that the ACA enabled roughly 1 mil-
lion young people to stay on their parents’ insurance policies. (The
administration’s often cited estimate of 3 million young people being
able to stay on their parents’ policy is a result of cherry-picking the
numbers.)

Putting it all together, the ACA may have succeeded in cover-
ing about 23 percent of the 55 million Americans who were unin-
sured in 2013. In fact, the CBO projects that for Obamacare to
reach its intended targets, exchange enrollment will have to more
than triple by 2016."” That seems like a pretty tall order.

Other Problems with the ACA

Any discussion of the costs of the ACA would be remiss without
at least a mention of the many other problems facing the program.

You Probably Can’t Keep Your Current Insurance

One thing we now know for sure is that President Obama’s prom-
ise that “if you like your health-care plan, you'll be able to keep
your health-care plan, period”'®—a promise he repeated at least
30 times—has, in the president’s own words, “ended up not being
accurate.”'”

As of December 2013, roughly 5.4 million Americans with indi-
vidual policies have had their current insurance cancelled because
it did not meet the ACA’s requirements."” Another 3 million to
8 million are expected to lose their policies in the coming months.™

The president has made the point that that estimate is only “a
small amount of the population.”"? He is correct that, the individual
insurance market, in which most cancellations have occurred so far,
represents only about 5 percent of Americans. However, it is only
the tip of the iceberg.

Because the president has postponed the employer mandate, the
55 percent of Americans who receive their insurance through work
have seen far fewer cancellations than people in the individual
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market (except in cases where employers have dropped coverage;
see below). But the same ACA provisions that have resulted in the
cancellation of individual policies will start to affect employer-
sponsored plans by late 2014.

Why all those cancellations? In essence, the problem starts with
the law’s mandates themselves. As already noted, if the government
is going to require you to buy or provide insurance, then it must
define what is and is not insurance. To satisfy the mandate, insur-
ance must meet certain government-defined standards for “mini-
mum essential coverage.”"® If you have insurance, but it does not
meet those standards, you cannot continue with that plan, even “if
you like your plan.”

Individuals and businesses that had insurance prior to March
31, 2010, are “grandfathered in,” meaning they theoretically do not
have to change their current insurance to meet the new minimum
benefit requirements."* However, if any “substantial change” was
made to the plan after March 2010, or if any such change is made in
the future, the plan loses its grandfathered status and can no longer
be sold by the insurer. It does not matter whether those changes are
(were) instigated by the individual or by the insurer. If there is a
substantial change, the plan must change in order to comply with
the ACA requirements.

The ACA did not specify what would be considered a “substan-
tial change,” but HHS subsequently issued regulations defining
substantial change as (a) significantly cutting or reducing benefits,
(b) raising copays by more than $5 (or the rate of medical inflation),
(c) increasing deductibles over a certain threshold, (d) lowering
employer contributions, and (e) raising coinsurance charges."®

As a result, millions of current plans in the individual market
have lost their grandfathered status. (The group or employer market
will be discussed later). And since many of those plans did not meet
ACA requirements, those plans are being cancelled.

The president attempted to reduce the number of cancellations by
allowing insurers, if they wished, to reinstate noncompliant plans
for one year, if state insurance commissioners agreed."®* However,
that transition policy was much more difficult to carry out in prac-
tice than the presidential directive indicated.

Insurance plans are not simply a list of benefits on a piece of
paper. They are a complex interrelationship between benefits, the
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pool of insured customers, a network of providers, and so on.
And because insurers had been told for three years that they could
not sell noncompliant plans, many of those plans simply didn’t
exist anymore. Even where they could be re-created, it requires a
time-consuming and costly process. Moreover, many of those who
have had their plans cancelled have already bought new policies,
sometimes with different insurers. As a result, insurers have been
reluctant to go along.

State insurance commissioners were also less than receptive.
Commissioners in 11 states and the District of Columbia have
refused to allow insurers to reinstate noncompliant plans. They
include many of the states with the largest number of cancellations,
such as California and New York."” To date, no accurate tally exits
of how many plans were ultimately reinstated. But the anecdotal
evidence suggests that very few have been.

This “cancellation fix” was originally supposed to be for only one
year, but the extension will now allow people to renew such plans
until 2016, with coverage lasting in some cases until September 2017,
depending on when exactly customers renew their plans."® That
extension significantly increases the uncertainty insurers face when
trying to set premium rates in the next few years, which could make
rate shocks more likely.

Some have argued that the only plans affected were exception-
ally skimpy plans that failed to provide basic health care benefits,
“crappy” plans in the words of one Obama administration official, or
“subpar,” as the president put it.""” The New York Times even wrongly
suggested that the plans being cancelled failed to cover some basic
benefits like hospitalization.'®

No doubt, some individual plans were less than comprehensive.
However, most plans failed ACA compliance for relatively minor
reasons. According to HealthPocket, a health insurance consulting
firm, fewer than 2 percent of individual policies in place in 2013
met all ACA requirements.”?! The most frequent reason for non-
compliance was not a failure to cover hospitalization but a lack
of pediatric care, including vision and dental care for children.
Just 24 percent of individual plans provided that benefit.'* But for
childless individuals, it’s hard to see the lack of such a benefit ren-
dering the policy “subpar.”
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The other frequently missing benefits included maternity and
newborn care (not included in 64 percent of plans), drug and alcohol
rehabilitation (46 percent), and mental health benefits (39 percent).'?
There may indeed be reasons, such as enlarging risk pools and cross
subsidization, for wanting men or those beyond childbearing age to
purchase maternity care, for nondrinkers to purchase alcohol reha-
bilitation, and so on; but that is far different from claiming that those
plans do not offer adequate benefits to the purchasers themselves.

As noted, so far nearly all of the cancelled policies have been
individual plans, a relatively small part of the insurance market.
Most Americans receive their insurance through their job. What
will happen to them? Employer plans change frequently today.
Most of those changes are relatively minor, and employees may not
even notice the difference. In a technical sense, it could be said that
they are not keeping their current insurance plan today. However
the ACA will expand and accelerate this process, and the change
in insurance for many employees will become far more significant.

As previously noted, under the ACA, group insurance sold
through the employer market is subject to the same requirements as
individual insurance. However, large numbers of employer plans do
not fully meet those requirements.

As with individual policies, plans that were in place before March
2010 are “grandfathered,” so long as there is no substantial change
in the plan.”* However, because company plans frequently undergo
routine changes, barely a third of covered workers are in grandfa-
thered employer-sponsored plans. Interestingly, small businesses,
which have been aggressively trying to “lock in” their current plans,
are more likely to be grandfathered than are larger employers. A
bit more than half of the businesses with 50 or fewer workers have
a grandfathered plan, whereas only 30 percent of companies with
more than 5,000 employees offer one.'*

The mix of grandfathered and noncompliant plans varies and
does not perfectly overlap. Smaller firms are more likely to offer
noncompliant plans but be grandfathered. Larger companies
may not be grandfathered but are more likely to be compliant.
Overall, according to Avik Roy of the Manhattan Institute, roughly
half of the employer-based insurance market is currently neither
grandfathered nor compliant.'® Given the frequency with which
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companies make changes to their plans, as already noted, few com-
panies will maintain their grandfathering over the long run.'” In
2011, the Congressional Research Service estimated that, because of
those restrictions, 66 percent of small-employer plans and 51 percent
of all plans will lose grandfathered status by the end of 2013.1

At the time the ACA was enacted, HHS estimated that 66 percent of
small businesses and 45 percent of larger businesses would eventually
have to change their plans.'”” That would mean as many as 78 million
workers could lose their current employer-provided plan.’*

Unlike with individual policies, no comprehensive survey data
are available to show exactly where existing employer plans may
fall short of ACA compliance. Still, it seems likely that the majority
of noncompliant employer plans suffer from the same noncompli-
ance issues as individual plans. They cover basic insurance benefits
but fail to offer one or more of the ACA-specified benefits, such as
maternity care or alcohol rehabilitation.

You May Not Be Able to Keep Your Current Doctor

Those who are forced to change their insurance plan may also
have to change their doctors. Not every plan includes every doctor
in its network. Even a change from one employer-sponsored plan
to another may leave workers with a new network that does not
include their previous physician.

The problem is more pronounced for those forced to buy a
new plan through an exchange. Insurance plans available on the
exchanges—and in most states the selection of available plans is
extremely limited—have been rapidly dropping doctors and hos-
pitals from their networks. According to a survey by the Medical
Group Management Association, nearly 40 percent of doctors
are uncertain about whether they will be included in networks of
plans being sold through the exchanges.’”’ And a new study by
PricewaterhouseCoopers warns that “insurers passed over major
medical centers” in their California, Illinois, Indiana, Kentucky, and
Tennessee networks, among others.'*

In New York, for example, many exchange-based plans exclude
the Memorial Sloan Kettering Cancer Center, widely regarded
as one of the world’s premier cancer facilities.’® In Illinois, Blue
Cross and Blue Shield said that at least some of its plans will no
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longer include Rush University Medical Center or Northwestern
Memorial Hospital in their networks.”® In California, most insur-
ers won't include UCLA Medical Center or Cedars-Sinai. Vanderbilt
Hospital is being excluded from many plans in Tennessee.’®® In New
Hampshire, Anthem Blue Cross Blue Shield, the only insurer partici-
pating in the exchange, covers just 16 of the state’s 26 hospitals and
has dropped about a third of the physicians who used to be part of
its network.”*® Even the Mayo Clinic has been excluded from most
plans sold in Minnesota.'”

In most cases, the decision to exclude providers from a plan has
been made by insurers. The ACA’s regulations, such as requiring
coverage of individuals with preexisting conditions, mandating
new benefits, and prohibiting annual or lifetime limits, have driven
up costs for insurers. Although insurers have offset some of the
increased costs through higher premiums (see below), there are lim-
its to their ability to raise prices, especially for plans sold through
exchanges. As a spokesperson for Primera Blue Cross, the dominant
insurer in the Seattle area, explained its decision to exclude Seattle
Children’s Hospital from its network, the hospital’s “non-unique
services were too expensive given the goal of providing affordable
coverage for consumers.”**

In other cases, the physician or hospital rejects participation in
a plan because reimbursement rates are too low. Insurers have
been slashing reimbursement rates for plans sold through the
exchanges. In some cases, insurers will reimburse physicians and
hospitals at levels barely higher than Medicaid. UnitedHealth
Group, for example, has cut reimbursements to some New York
City doctors to less than $40 for a typical office visit, and about
$20 for reading a mammogram.’®® Many physicians and hospitals
are likely to decide that participation in the exchange-based plans
is just not worth it.

The problem is made worse by the limited choice of insurance
plans available through the exchanges (noted earlier). If the only
available insurer or insurers decide to exclude your physician or hos-
pital from their networks, an alternative plan may not be available.

Of course, one can always see a physician outside the plan’s
network. In such cases, insurers generally pay a far lower percentage
of the cost. A McKinsey & Company analysis found that 47 percent
of the 955 plans available in the first 13 states to make plan filings
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public were HMOs or similarly designed plans, which usually pay
nothing for providers that are not part of their networks."* Most
other plans were preferred provider organizations, which pay only
part of charges for doctors and hospitals outside their networks. In
New York, for example, not a single insurance plan offered through
the exchange pays anything for out-of-network providers.*!

The bottom line, as Dr. Ezekiel Emanuel, one of the architects of
the ACA and a top adviser to the Obama administration, explained
on Fox News, is that you can keep your current doctor “if you want
to pay more.”!#?

Moreover, if, as some predict, the ACA drives large numbers of
physicians out of practice, you could have even more difficulty
seeing the physician of your choice. It is, of course, far too early to
know how physicians will react in practice, but many appear to be
at least open to the possibility of leaving.

The Deloitte 2013 Survey of U.S. Physicians found that 62 percent
believe that many physicians will retire and 55 percent believe many
will scale back practice hours based on how the future of medicine
is changing.'® A survey by the Physicians Foundation found that
roughly half of doctors planned to make changes to their practice
that would reduce patient access.'* In California, the head of the
largest medical association in the state estimates that as many as 7
out of 10 physicians could decide not to participate in the state health
insurance exchanges, which would dramatically restrict options for
exchange enrollees in the state.'* Of course, not every doctor who
told those polls that he or she would consider leaving the field will
actually do so. But if even a small percentage departs, our access to
medical care will suffer.

For many physicians, retirement in Florida may begin to look
like a very good option. More than 47 percent of doctors are age
50 or older."** Are they really going to want to stick it out for a few
more years if all they have to look forward to is more red tape (both
government and insurance company) for less money? Those who
remain are increasingly likely to join “concierge practices,” limiting
the number of patients they see and refusing both government and
private insurance. At the same time, fewer young people are likely
to decide that medicine is a good career.

Even before the ACA, health care experts estimated that the
United States faced a shortage of at least 130,000 physicians,
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given the needs of a growing and aging population.'” In fact, we
have fewer doctors per capita than such countries as Portugal or
Ukraine.'®

The ACA sets the table for a potential widespread physician
shortage. We don’t yet know if that will occur or whether, despite
their expressed concerns, physicians will ultimately adapt to the
changes brought about by the ACA, but there are clearly ominous
warning signs.

Consumers May Face Higher Costs

Finally, as previously noted, consumers may see their premiums
and other out-of-pocket costs increase significantly.

The preceding discussion focused on the individual market
because increases in individual premiums will drive up the cost
of subsidies and therefore the ACA’s overall cost to taxpayers.
But those premium increases will also be a burden to individual
consumers as well. The National Journal conducted an in-depth
independent analysis and concluded that “for the vast majority
of Americans, premium prices will be higher in the individual
exchange than what they’re currently paying,” even after account-
ing for subsidies.!*

In looking at the cost of insurance, one must also consider out-
of-pocket cost sharing, including deductibles, copayments, and
coinsurance. Bronze plans, for example, have the lowest premiums
of any plans on the exchanges, but they have much higher cost-
sharing provisions. Other forms of cost sharing such as copayments
and coinsurance could also be quite high.

Notably, the ACA was supposed to cap the total amount of out-
of-pocket insurance costs. However, the Department of Labor
has delayed the enforcement of those caps for some insurers."
Consequently, at least some consumers could face much higher out-
of-pocket costs.

Of course, averages are just that. Different groups will be affected
differently. In particular, younger and healthier Americans are more
likely to see their premiums increase, whereas older and sicker
Americans are more likely to find reduced premiums. Indeed, such
cross subsidization is fundamental to the design of the ACA.

For employer-sponsored plans, estimates of how the ACA will
affect premiums are even harder to come by. At the time the ACA
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was signed into law, the CBO estimated that premiums would
double by 2020. According to the CBO projections, small busi-
nesses would see increases roughly in line with that baseline
under the ACA, whereas larger businesses could see increases
slightly (about 5 percent) below the base line.'!

More recent studies suggest that premiums for small businesses
will actually be higher under the ACA than they would have oth-
erwise been. A recent survey by Milliman, for example, found that
small group premiums in the six states analyzed would increase
between 6 percent and 12 percent beyond what they would have
been in the absence of the ACA."*? And a report for the House
Committee on Energy and Commerce projected increases ranging
from 13 percent to 101 percent, based on responses from a limited
sample of 17 insurers throughout the country.’

Meanwhile, large employers expect their cost of health care ben-
efits to rise almost 4.5 percent in 2014, according to an annual survey
conducted by the Kaiser Family Foundation. That comes on top of a
similar increase in 2013."

If adverse selection becomes a major problem, future premium
increases will likely be much higher, for both individual and
employer-sponsored plans.

Although decreased choice, dropped plans, and increased premi-
ums may not show up directly in the federal budget, they are still
costs to consumers, patients, workers, and the U.S. economy that
should not be ignored.

An Alternative Approach

If the Patient Protection and Affordable Care Act is not the route to
health care reform, is there a better way? In short, what would free-
market health reform look like?

First, we need to move away from a system dominated by
employer-provided health insurance and instead make health insur-
ance personal and portable, controlled by the individual rather than
by government or an employer. There is, after all, no logical reason
for individuals to receive health insurance through their jobs. We
don't, in fact, receive most other types of insurance—auto, home-
owners, life—in that way.

Employer-based health insurance is actually an anomaly that
grew out of unique historical circumstances during World War II.
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Despite the widespread entry of women into the labor force during
the war, the shift of men from private employment to the military
created a labor shortage. At the same time, wage controls prevented
employers from competing for available workers by raising wages.
In an effort to circumvent the wage controls and compete for avail-
able workers, employers began to offer nonwage benefits, including
health insurance. In 1953, the Internal Revenue Service ruled that
employer-provided health insurance was not part of wage compen-
sation for tax purposes.’

Thus, if a worker is paid $40,000, but the employer also provides
an insurance policy worth $10,000, the worker pays taxes on just the
$40,000 in wages. If, however, instead of providing insurance, the
employer gave the worker a $10,000 raise—allowing the worker to
purchase his or her own insurance—he or she would have to pay
taxes on $50,000. That situation puts workers who buy their own
insurance at a significant disadvantage compared with those who
receive insurance through work.

Employment-based insurance seriously distorts our health
care system in several ways. Most significantly, it hides much
of the true cost of health care to consumers, thereby encouraging
overconsumption.

Imagine someone shopping for groceries under a situation where
someone else has agreed to pay 86 percent of whatever the bill turns
out to be. That shopper would almost certainly buy more and more
expensive food than he or she would if they were paying the bill
themselves. There would be a lot more steak, and a lot less ham-
burger. The same holds true for health care.

The RAND Health Insurance Experiment, the largest study ever
done of consumer health-purchasing behavior, provides ample
evidence that consumers purchase more health care if someone
else is paying for it. In particular, families with no copayment
used 53 percent more hospital services (measured in dollars) and
had 63 percent more visits to doctors, drugs, and other services
than did the families with the 95 percent copayment. Overall,
the total use of medical resources was 58 percent greater for the
group with no copayment, despite virtually identical health out-
comes. Even smaller copayment rates produced savings. The
study found that an individual with no copayment spent 18 per-
cent more on health care than an individual with a 25 percent
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copayment. Yet with few exceptions, there was little or no differ-
ence in outcomes.'*

More recently, a study by Liran Einav of Stanford University and
his colleagues suggests that the prevalence of third-party payment
in the United States has nearly doubled the cost of health care in
this country. They looked at the U.S. Medicare program for the eld-
erly, essentially the largest insurance program for the elderly, and
a program with very low out-of-pocket costs for participants. They
found that the program led to a 23 percent increase in total hospital
expenditures (for all ages) between 1965 and 1970. Extrapolating
from those estimates, they conclude that the overall spread of
third-party health insurance between 1950 and 1990 may account
for more than 40 percent of the increase in per capita health spend-
ing over that period.””

Employer-based health insurance also limits consumer choice,
because employers get the final say in the type of insurance a
worker will receive. The entire controversy over whether corpora-
tions should be required to include contraceptive coverage in their
insurance plans is the result of a system in which insurance is based
on one’s place of employment.'*® A woman who wants an insurance
plan covering contraceptives should be able to take the money that
the company is currently paying for insurance and buy the policy
that she wants, rather than a plan provided by the employer. The
worker gets the coverage she wants, and the company doesn’t have
to directly pay for contraceptive coverage that it is morally opposed
to. Everyone wins.

Moreover, our current employment-based health insurance
system means that people who don’t receive insurance through
work are put at a significant and costly disadvantage. And of
course, it means that if you lose your job, you are likely to end
up uninsured.

Changing from employer to individual insurance requires chang-
ing the tax treatment of health insurance. Employer-provided
insurance should be treated the same as other compensation for
tax purposes: that is, as taxable income. To offset the increased tax,
workers should receive a standard deduction, a tax credit, or better
still “large health savings accounts” to purchase health insurance,
regardless of whether they receive it through their job or purchase it
on their own.'®
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As a result of that shift in tax policy, employers would likely
gradually begin to substitute higher wages for insurance, allow-
ing the worker to shop for the insurance policy that most closely
matched his or her needs. That insurance would more likely be true
insurance, protecting the worker against catastrophic risk, while
requiring out-of-pocket payment for routine, low-dollar costs, and it
would belong to the worker not the employer, meaning that workers
would be able to take it from job to job and would not lose it if they
became unemployed.

Putting purchasing power in the hands of consumers is only half
of market-based reform. The other part of effective health care reform
involves increasing competition among both insurers and health
providers. Current regulations establish monopolies and cartels in
both industries. Today, for example, people can’t purchase health
insurance across state lines. And because different states have very
different regulations and mandates, costs can vary widely depend-
ing on where you live.

New Jersey, for example, requires insurers to cover a wide range
of procedures and types of care, including in vitro fertilization, con-
traceptives, and chiropodists, and coverage of children until they
reach age 25. Those mandated benefits aren’t cheap. According to a
2006 analysis by the National Center for Policy Analysis, the cost of a
standard health insurance policy for a healthy 25-year-old man aver-
aged $5,580 in the state. A standard policy in Kentucky, which has
far fewer mandates, would cost the same man only $960 per year.'®

Unfortunately, consumers are more or less held prisoner by their
state’s regulatory regime. Itis illegal for that hypothetical New Jersey
resident to buy the cheaper health insurance in Kentucky. On the
other hand, if consumers were free to purchase insurance in other
states, they could in effect “purchase” the regulations of that other
state. Consumers in New Jersey could avoid the state’s regulatory
costs and choose, say, Kentucky, if that state’s regulations aligned
more closely with their preferences.

With millions of American consumers balancing costs and
risks, states would be forced to evaluate whether their regula-
tions offered true value or simply reflected the influence of spe-
cial interests.

We also need to rethink medical-licensing laws to encourage
greater competition among providers. Nurse practitioners, physician
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assistants, midwives, and other nonphysician practitioners should
have far greater ability to treat patients.”® We should also be encour-
aging such innovations in delivery as medical clinics in retail outlets.

A Costly New Program

Whatever one thinks of the goals of the Affordable Care Act, it
will no doubt add significantly to the burden facing this country’s
finances. Although we were once promised that health care reform
would “bend the cost curve down,” > the law will actually increase
U.S. health care spending. That failure to control costs means that the
law will add significantly to the already-crushing burden of govern-
ment spending, taxes, and debt. Accurately measured, the Patient
Protection and Affordable Care Act will cost more than $2.6 trillion
over the next 10 years and will add more than $1.3 trillion to the
national debt.

The ACA will also significantly burden businesses, thereby posing
a substantial threat to economic growth and job creation. Some busi-
nesses may respond to the law’s employer mandate by choosing to
pay the penalty and dumping their workers into public programs,
but many others will be forced to offset increased costs by reducing
wages, benefits, or employment.

The legislation also imposes more than $1.3 trillion in new or
increased taxes, the vast majority of which will fall on businesses.
Many of those taxes, especially those on hospitals, insurers, and
medical device manufacturers, will ultimately be passed along
through higher health care costs. However, other taxes, in partic-
ular new taxes on investment income, will likely reduce economic
and job growth. Businesses will also face new administrative and
record-keeping requirements under this legislation that will also
increase their operating costs, reducing their ability to hire, expand,
or increase compensation.

Itis also becoming increasingly clear that millions of Americans will
not be able to keep their current coverage. While the final bill grand-
fathered current plans, the reality is that Americans will still be forced
to change coverage to a plan that meets government requirements, if
there have been any changes since 2010. And, by forbidding noncom-
pliant plans from enrolling any new customers, the law makes those
plans nonviable over the long term. Already somewhere in the range
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of 6 million Americans with individual coverage have been forced
to change plans. And, when the employer mandate finally takes full
effect, millions more will have to do likewise.

All of this represents an enormous price to pay in exchange for
the law’s small increases in insurance coverage. There is very little
“bang for the buck.”

167






9. Running Out of Other People’s Money

A fundamental truism: things that cannot continue forever even-
tually stop. Or as Margaret Thatcher reputedly said about the prob-
lem facing modern welfare states, eventually they “always run out
of other people’s money.”!

Today, our national debt is roughly $18 trillion. Let’s put that in
perspective: The New York Yankees have one of the biggest pay-
rolls in baseball. For $18 trillion, one could pay the 2014 Yankees
for 86,335 years and still have money left over for a couple of free-
agent pitchers. And speaking of New York, $18 trillion could buy all
the real estate in New York City—almost 20 times over. If 18 trillion
one-dollar bills were stacked on a football field, they would cover
the field to a depth of more than two miles. Alternatively, a single
stack of 18 trillion one-dollar bills would be 1.2 million miles high,
enough for a round-trip to the moon, twice over. If we were to repay
our national debt at the rate of $1 per second, we could wipe it out
in a mere 573,400 years.

Beginning to get the idea? We are talking about a lot of money.
Each American’s share of that debt is nearly $56,496.

But as bad as that sounds, the real situation is actually worse.
Our official national debt numbers do not include the unfunded
future liabilities for entitlement programs such as Social Security
and Medicare. Even under the most optimistic projections, those
liabilities, the difference between projected benefits and revenue,
total more than $72.5 trillion. Other projections suggest that they
could run to more than $130 trillion. Thus, our true total debt is
actually somewhere between $90.5 trillion and $130 trillion. That’s
a debt of at least $282,662 for every man, woman, and child in this
country. And it potentially could be as much as $406,034 per per-
son. Students getting out of college today worry about their college
debt. That’s nothing compared with what they owe as their share
of the national debt.?
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It’s true that annual budget deficits have fallen to their lowest level
since 2008. The annual deficit is projected to be as little as $469 billion
this year. Of course, that still means that we are borrowing almost
15 cents out of every dollar we spend. Even so, tax revenues are up, at
their highest levels as a percentage of gross domestic product (GDP)
since 2007, and spending, in part thanks to the much-reviled sequester,
has fallen to its lowest level, as a percentage of GDP, since 2008.

But that phenomenon is just temporary. According to the
Congressional Budget Office (CBO), deficits will start rising as
soon as 2016, and by 2024 will approach $1 trillion per year. The
CBO also estimates that we will add another $8.8 trillion to the
debt through 2024, at which point gross federal debt will be more
than $26.5 trillion. At the same time, federal government spending
is on track to reach more than 36 percent of GDP by mid—century,
and with total federal and state government spending exceeding
half of GDP?

Clearly, we are on a course that cannot continue. The question
isn’t will it stop, but how. Will we find our way to a soft landing
that minimizes disruption, allows for renewed economic growth,
and protects those Americans who are most vulnerable? Or are we
on the road for the turmoil and economic stagnation that we see in
countries like Greece? Despite the undeniable fiscal facts, politicians
from both parties continue to obfuscate and dodge the difficult deci-
sions that will determine which of those two paths we follow.

Democrats either deny that there is a problem or insist that the
problem could be solved if only the wealthy paid higher taxes. But
even if one thought that tax increases were a good idea, and could
be implemented without killing jobs or slowing economic growth,
it is simply impossible to increase taxes enough to close the budget
gap. In particular, raising taxes on the wealthy falls far short of what
would be required to pay for our current and future obligations.*

Besides, much of the current talk about raising taxes seems more
about scoring political points than about revenue. The actual tax
increases that Democrats have proposed raise hardly any money. For
example, President Obama has repeatedly called for closing “high-
income tax loopholes,” but even his own budget proposal estimates
that doing so would only bring in $60 billon through 2024.5

Meanwhile, Republicans give frequent lip service to the debt crisis
but pretend that you can deal with the debt crisis by eliminating “waste,
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fraud, and abuse” in the federal budget. Certainly, there is plenty of
that, but you simply cannot balance the budget by cutting the usual
suspects. Foreign aid amounts to less than 1 percent of federal spend-
ing.® Federal subsidies to Planned Parenthood and the Corporation for
Public Broadcasting amount to a combined 0.02 percent.”

In fact, as President Obama proudly, and correctly, points out,
even in his bloated budget, domestic discretionary spending will
amount to just 2.5 percent of GDP by 2023, a historic low.® That is
not to say we shouldn’t cut those programs. Many are indeed waste-
ful. Some do more harm than good. Most would probably be better
left to the private sector and civil society. Every dollar in savings is
a good thing, but the sad fact remains that such cuts come nowhere
near balancing the budget or significantly reducing the debt.

Moreover, both Democrats and Republicans appear to have taken
our temporary success in reducing the deficit as an excuse to resume
taxing and spending. President Obama’s FY2016 budget proposals,
for instance, would abandon the sequester budget caps. He would
increase domestic discretionary spending by $34 billion above those
caps next year, while also hiking defense spending by an equal
amount.” That would amount to a year-over-year discretionary
spending increase of 7 percent, compared to an average of 4 percent
from 2004-2013.%°

The president would theoretically pay for this spending spree with
a $320 billion tax hike on capital gains, banks’ assets, and financial
transactions, partially offset by $175 billion in tax cuts targeted to the
middle class. Even so, the president’s proposals would increase both
the deficit and debt projections cited throughout this book.

As of press time, the Republicans had not yet introduced their
FY2016 budget plan. But, if their FY2015 budget proposal serves as
a guide, we should expect it to be better, but only marginally. The
2015 Republican budget (which, it should be noted, was not actually
enacted) did eventually balance the budget, although not until 2024.
It would have added another $2.4 trillion to the debt by 2025."

As for FY2016, several Republicans, especially defense hawks
such as Senators John McCain (AZ) and Lindsey Graham (5C), have
called for eliminating sequester caps for military spending and seem
willing to agree to domestic spending hikes as a trade-off.'?

Advocates of reducing the debt should obviously stand strong
against such spending hikes. Still, the simple truth is that there is no
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way to address America’s debt problem without reforming entitle-
ments, notably Social Security, Medicare, Medicaid, and our newest
entitlement program, Obamacare.

Social Security, Medicare, and Medicaid alone account for 47 per-
cent of federal spending today, a portion that will only grow larger
in the future.”® And although the spending for Obamacare has just
begun, it too will soon consume an ever larger portion of the federal
budget. Entitlement spending, not domestic discretionary programs
or defense, is where the real money lies.

As we saw in Chapter 5, Social Security will run a $69 billion cash-
flow deficit this year. And that’s the good news. Every year after,
that shortfall will worsen. All together, Social Security is facing
future shortfalls worth more than $24.9 trillion.™ The so-called trust
fund is simply an accounting measure, specifying how much money
the federal government owes the program out of general revenues,
not an actual asset that can be used to pay benefits. At the same time,
Social Security taxes are already so high that most young people will
receive a rate of return far below historic market returns.

Sadly, Social Security’s finances look good compared with those of
the government’s health care programs.

Medicare, as discussed in Chapter 6, is in even worse financial shape.
Depending on how fast health care costs rise, the program’s unfunded
liabilities could run as high as $89 trillion."> Even under the most opti-
mistic scenarios, Medicare’s future shortfall approaches $48 trillion.*®
And if savings anticipated under the Affordable Care Act (ACA) fail to
materialize, Medicare’s long-term costs could be far higher.

Medicaid’s financial problems are measured somewhat differently,
since the federal portion is funded entirely from general revenues.
Nonetheless, the program will cost the federal government almost
$300 billion this year, and an additional $150 billion at the state level.
Moreover, program costs are rising rapidly. Federal Medicaid costs
are estimated to more than double to $576 billion by 2024."” After
that, as shown in Chapter 7, costs only grow more rapidly.

And if all that was not bad enough, we have now adopted a mas-
sive new health care entitlement. The ACA could add $1.3 trillion or
more to the deficit over the next 10 years.

We are far beyond the point where “tweaking” those programs—
revising them around the edges, cutting a few dollars here, adding
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a little bit more in taxes there—will forestall the budgetary disaster
lurking in our fiscal future.

Moreover, as bad as all those numbers are, it is vital to remember
that the debt is merely the most visible symptom of a much bigger
issue—the size of government. The federal government currently
consumes more than 20.4 percent of GDP."® Add in state and local
spending, and government consumes more than a third of every-
thing produced in this country. As spending for entitlements rises,
government will eventually top 45 percent of GDP."” That would be
a problem regardless of whether or not the budget was balanced.
Indeed, we would likely be better off with an unbalanced federal
budget that spent half of what we currently spend.

“Two roads diverged in a yellow wood,” wrote Robert Frost,
“And sorry I could not travel both.”? Like Frost’s famous traveler,
our nation has now reached a fork in the road. Down one path lies
business as usual. And although, for the moment, we might see it
as straight and easy to pass, it leads to disaster. Following that path
means slower economic growth today and a crushing burden of
debt for future generations. Take that road and the United States
will be Greece.

But there is another path, “the one less traveled by,” to extend the
metaphor. Taking that route will require our politicians to have the
courage to make fundamental, structural reforms to our entitlement
programs. That path may appear a bit rocky, because it will mean
saying no to powerful interest groups. It will mean looking further
into the future than the next election. It will mean recognizing that
programs such as Social Security, Medicare, Medicaid, and the ACA
not only have become unaffordable but have failed to achieve the
goals for which they were created in the first place. But at the end of
that path lies renewed prosperity, increased growth, and a brighter
future.

It’s time to choose a new path. And that, as Frost might say, will
make all the difference.
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