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Executive Summary
Medicare was adopted almost 25 years ago to carry much of the financial burden of medical care for the elderly. But
today the Medicare program itself is increasingly becoming a financial burden on the elderly. The program imposes a
monthly "premium" on each elderly beneficiary, which has been soaring in recent years. In addition, starting this year
elderly taxpayers will begin paying a stiff income tax surcharge for Medicare. Both the surcharge and the monthly
premiums are projected to soar to new heights in future years. In part because of this rapidly rising Medicare tax
burden, the elderly today pay at least as much of their income for medical care and coverage as they did before
Medicare was adopted. Moreover, increasingly burdensome and complex Medicare regulations threaten the quality of
medical care the elderly receive under the program.
The Medicare taxes on the elderly can and should be abolished, with Medicare benefits redesigned to offset the
revenue loss. Such changes can be structured to allow the elderly greater choice and control over their own funds, and
ultimately substantial savings overall. These changes would also be good health policy, providing major new market
incentives to counter rapidly rising health costs. Over the long run, more fundamental reforms should be adopted to
allow the elderly even greater choice and control and to introduce greater competition and incentives into medical care
for the elderly.
The Medicare System
Medicare consists of two components: Part A, or Hospital Insurance (HI), and Part B, or Supplemental Medical
Insurance (SMI). Part A now pays for an unlimited number of days of hospital care, subject to a deductible that
requires patients to pay the first $560 of hospital expenses each year. It also pays for up to 150 days of care in a skilled
nursing facility each year, subject to a coinsurance fee of $20.50 for each of the first 8 days of such care. Part A
further provides for unlimited care in a hospice for the terminally ill.
Part B pays for services of physicians, surgeons, and other health care professionals. It also covers certain medical
supplies and equipment and some home health care services. The beneficiary pays the first $75 in such expenses each
year under the Part B deductible. Part B then pays for 80 percent of additional charges that are at or below maximum
approved fees set by Medicare for each service. The beneficiary pays 20 percent of these charges as a coinsurance fee,
plus the full amount of any charges exceeding Medicare's approved maximum fee. In 1990, however, the Part B
deductible and 20 percent coinsurance fee (but not the excess of any charges above Medicare-approved fees) will be
subject to an annual limit for the first time, which will be $1,370 in that year.
In 1990 Medicare also will begin coverage for prescription drugs. This coverage will be subject to a $550 annual

deductible (leaving each beneficiary responsible for the first $550 in drug costs that year). A coinsurance fee will also
be introduced that will ultimately require beneficiaries to pay 20 percent of prescription drug costs above the
deductible. The drug deductible, the Part B annual cap on Medicare insured charges, and the Part A deductible and
coinsurance fees are all indexed to increase with medical costs each year.
Part A coverage is financed primarily by workers and employers through a portion of the social security payroll tax,
called the Hospital Insurance or HI tax. In 1989 the HI tax will be 2.9 percent of wage income up to $48,000, divided
equally between employer and employee. The wage cap is indexed to increase each year with average earnings.
General revenues finance about 75 percent of Part B expenses. The remaining 25 percent is financed by monthly
Medicare premiums paid by each beneficiary. These monthly charges will also help to finance the new coverage for
prescription drugs. Starting this year, all elderly income taxpayers will be assessed an income tax surcharge that will
help finance the program. The Medicare premiums and income tax surcharge on the elderly are discussed further
below.
Medicare Taxes on the Elderly
The monthly Medicare premiums deducted from each social security check have soared from $17.90 per month in
1987 to $24.80 in 1988 to $31.90 in 1989, an increase of 78 percent in the last two years. An elderly couple is now
required to pay $63.80 per month, or $765.60 per year. Moreover, under current trends, by 1993 the premiums will
increase to about $50 per month per beneficiary, or $1,200 per year for elderly couples.
Few of the elderly yet recognize, however, that this year income taxpayers over age 65 will also have to pay a 15
percent income tax surcharge to Medicare. This means that the total income tax bill for the year for these taxpayers
will be increased by 15 percent. This surcharge is subject in 1989 to a limit of $800 per beneficiary, or $1,600 per
couple. (For those elderly whose income puts them above the cap--earning roughly over $50,000 for couples or
$30,000 for singles--the effective income tax surcharge rate will decline below 15 percent as income rises.) Because
nothing is currently being withheld for this surcharge, the great majority of elderly taxpayers will be shocked to find
next April that they suddenly will have to come up with an extra 15 percent to meet their tax bills.
Moreover, current law provides that this surcharge will increase to 28 percent by 1993, with a cap of $1,050 per
beneficiary, or $2,100 per couple. The total income tax bill for each elderly taxpayer will therefore be increased in that
year by 28 percent (except for those few whose income causes them to exceed the cap). After 1993, the income tax
surcharge is indexed to increase each year with the cost of the new Medicare catastrophic health benefits adopted in
1988.
The Medicare income tax surcharge will raise marginal income tax rates for the elderly above those for everyone else,
by the same percentage as the surcharge (that is, 15 percent in 1989 and 28 percent in 1993). Moreover, because the
surcharge rate will be increased each year to keep pace with program costs, marginal income tax rates for the elderly
will continue to increase each and every year indefinitely.[1] The surcharge effectively reverses tax reform for the
elderly, as the central purpose of tax reform was to reduce marginal tax rates as much as possible. The surcharge also
discourages savings, because those who save more for their retirement, and consequently have higher retirement
income, will bear higher marginal tax rates under the Medicare surcharge.
The total Medicare tax burden on the elderly in fiscal 1990, including monthly premiums and the income tax
surcharge, will amount to about $17 billion, an enormous sum to draw from a subgroup of the population. An elderly
couple this year will pay as much as $2,365.60 in Medicare premiums and income tax surcharges, and by 1993 this
amount will rise to about $3,300. The monthly premiums themselves are becoming a substantial burden for the elderly
of modest means, and the income tax surcharge amounts to a harsh, discriminatory tax for millions of elderly income
taxpayers.
The Failure of Medicare
In part because of this heavy Medicare tax burden, the elderly today incredibly pay at least as much of their income
for medical care and coverage as they did before Medicare was adopted.[2] Medicare therefore has failed to make the

elderly any better off than they were in 1965 when it was enacted.
This lack of overall improvement can be explained by two additional factors besides the heavy Medicare tax burden.
First, many medical expenses are not covered by Medicare. As noted above, the program does not pay for the amount
by which doctors' charges or other expenses covered by Part B exceed maximum set fees. The program does not pay
for long- term intermediate or custodial care in nursing homes or other settings. It does not pay for dental care, hearing
aids, eyeglasses, walking aids, and similar items. Benefits added in 1988 will cover prescription drugs after the first
several hundred dollars each year and previously uncovered expenses for long hospital stays and extended illnesses.
But these benefits are all financed by the elderly through increased premiums and the new Medicare income tax
surcharge, so the net burden of medical costs on the elderly will remain unchanged. In the past the program has paid
about half the total medical costs of the elderly.[3]
Second, medical costs have soared over the years, imposing higher costs on the elderly for direct medical payments
and for Medicare premiums and taxes. Medicare not only has failed to stop this cost spiral, it appears to have been a
major contributor to the trend. To the extent that the federal government pays the bills through Medicare, both patient
and doctor lose incentives to keep costs down. As a result, unnecessary or marginally useful services, tests, and
treatments are pursued. Consumers devote less effort to shopping for the lowest-cost care. Doctors consequently
become less interested in devising and adopting more cost-efficient medical treatments. Patients seek medical services
when even they would agree the benefits are not worth the costs.
To counter such incentive problems for hospital services under Medicare, the federal government adopted the
Prospective Payment System (PPS) in 1983. PPS classifies all illnesses requiring hospital treatment into Diagnostic
Related Groups (DRGs) and sets the amount Medicare will pay in each locality for treatment of illness in each DRG.
The fees are supposed to be based on an average of local hospital charges for each illness. If a hospital can treat a
patient for less than the set fee, it can keep the difference. If the treatment costs more, however, the hospital cannot
collect the extra charges from the patient and must absorb the loss.
PPS, however, seems to create powerful incentives for hospitals to shortchange medical consumers in the quality of
care. Hospitals can maximize income under this system only by processing and discharging patients as quickly as
possible with the minimum of services and treatment. Even if patients want to pay more for less-hurried service and
more careful and thorough care, they are prohibited from doing so. Indeed, once a patient enters the hospital under
PPS, the hospital automatically receives a flat fee from the government and thereafter faces the same economic
incentives in treating the patient as it would if it were providing charity. Any expense a hospital incurs for treatment in
effect comes out of its own pocket.
News media reports and congressional hearings have already begun to echo complaints of early hospital exits and
other forms of inadequate treatment attributable to PPS.[4] Medicare promises patients coverage for unlimited days of
hospital care but then will usually only pay the hospital for a few days of treatment based on the PPS-set payments.
The hospital is then expected to provide whatever additional days are necessary for free. Under such a system, patients
are likely to be discharged soon after PPS payments run out and given a nifty medical rationale as to why nothing
further can be done.
For those hospitals whose legitimate costs are regularly above the PPS payments set by the government, PPS
effectively operates as a price control. Indeed, the entire system is headed in this direction, as the government regularly
adopts freezes or arbitrary, systemwide cuts in scheduled fee in- creases, and as bureaucratic red tape delays the
updating of fees and illness categories. Such price controls will naturally tend to reduce the quality and supply of care
for Medicare patients. Recent news reports have suggested that some rural hospitals have had to close because of
inadequate Medicare payments for services provided for their local population.[5]
To the extent that PPS has reduced the quality of medical care for the elderly, Medicare may actually have been
counter- productive.
Tax Relief for the Elderly
Medicare taxes on the elderly, including the monthly premiums and the income tax surcharge, should be abolished.

The resulting revenue loss could be offset by readjusting Medicare benefits. Under Part B, the current annual
deductible of $75 could be raised to $900 (indexed to medical inflation), and the current 20 percent coinsurance fee
could continue to apply to all expenses after the deductible, without the cap of $1,370 per year now scheduled to go
into effect in 1990. A coinsurance fee of 10 percent could also be added to all covered expenses under Part A. These
changes should be deficit-neutral overall. Other possible combinations of benefit adjustments could be adopted
instead.
Under this package the elderly would retain the significant catastrophic benefits added last year. These include
coverage for unlimited days of hospital care, elimination of high coinsurance fees for longer hospital stays, repeal of
the application of the Part A deductible (currently $560) to second and later hospital visits each year, coverage for
prescription drugs, extended home health care benefits, longer and less-restricted skilled nursing facility care subject to
more limited coinsurance charges, and other benefits.
The package would also provide major tax relief for the elderly, amounting to about $17 billion per year. It would
remove the harsh, discriminatory Medicare income tax surcharge, which would otherwise ultimately cost millions of
elderly families thousands of dollars per year. It would restore to the elderly the same marginal income tax rates as
everyone else, eliminating a tax policy that would increase marginal income tax rates on the elderly every year. It also
would remove the discouraging effect of the surcharge on private savings. Eliminating the monthly premiums would
provide important relief for the elderly of more modest means who are finding the premiums increasingly burdensome.
Siphoning funds from the elderly under Medicare and then in effect giving the money back to them through the same
program is not going to provide any net overall improvement for the elderly, as experience under the program has
already shown.
Such changes would allow the elderly greater choice and control over their own funds, as well as the opportunity for
substantial savings overall. While gaining greatly from the tax relief, the elderly could minimize their costs under the
proposed deductible and coinsurance fees by shopping for the most efficient, lowest-cost care, avoiding unnecessary
services and treatments, and seeking to maintain good health. They could also purchase coverage for most of the
deductible and coinsurance fees from private insurers, Health Maintenance Organizations (HMOs), or others. Most of
the elderly could purchase such coverage for less than they are now paying to Medicare in premiums and income tax
surcharges, in many cases quite a bit less. Most would likely continue to have some private coverage in the future as
they have had in the past, and adding such coverage to policies the elderly will buy anyway would involve little
overhead and lesser additional net cost as a result. Such coverage should involve especially low cost if added to more
general coverage already provided by an HMO or other system with prearranged, lower-cost doctors' charges.
Moreover, at what should be a quite modest charge, the elderly should be able to purchase coverage that would simply
cap their potential coinsurance fee liability at a level sufficient to protect against high cost from such fees, since the
extended illnesses or treatments that would cause such fees to build up to large amounts are relatively rare.
Under the catastrophic health legislation passed last year, all states are now required to phase in coverage under
Medicaid for all Medicare deductible and coinsurance fees. This coverage will be provided to all elderly and disabled
individuals with incomes below the federal poverty line and with limited savings (currently less than about $8,000).
Under this requirement, Medicaid would provide coverage to the poor for the proposed additional Medicare deductible
and coinsurance fees, and consequently these fees would not be a burden to them.
Perhaps most important, the proposed reform package would also be good health policy, providing major new market
incentives to counter rapidly rising health costs. While Medicare coverage would be retained for high or catastrophic
expenses, the elderly would be directly responsible for more routine medical expenses. They would consequently have
strong incentives to shop for the least expensive care and to avoid unnecessary services and treatment. This in turn
would put new market pressure on health care providers to develop more cost-effective methods of care. The extension
of coinsurance fees for Part A and Part B benefits would maintain significant incentives to avoid unnecessary care or
overutilization throughout the full range of Medicare coverage, a change that most health policy analysts would
consider to be highly desirable.
While these incentives would be strongest without private insurance covering the deductible and coinsurance charges,
the elderly would still have strong incentives to seek coverage from low-cost insurers such as HMOs. This in turn

would create additional market pressures for development of new cost- saving insurance systems and the extension of
existing ones. Retirees would also have economic incentives to purchase only low-cost private coverage, providing
relatively high caps on their potential coinsurance liability. This would allow them to retain control over their funds for
more routine expenses.
Ultimately, adopting such market incentives in an environment structured to maximize their effectiveness is the only
way to counter rapidly rising health costs without undermining the quality of care.
Long-Term Reform
In addition to its other problems, Medicare is still facing dramatic long-term financing difficulties. Based on the
government's own projections, Part A is likely to be unable to pay its promised benefits within the next 10 to 15 years.
Under the most widely cited intermediate projections, Part A will run short of funds by 2005.[6] Under the so- called
pessimistic projections, the program will run short by 1999.[7]
Moreover, the program's projected financial gap grows wider and wider over the long term. Under the intermediate
projections, the long-term financing gap for Part A alone is larger than the long-term deficit reduction package for all
of social security that was enacted in the emergency 1983 legislation to save the system from bankruptcy.[8] Paying all
promised benefits in retirement to those entering the work force today would require a 130 percent increase in the total
Medicare payroll tax rate, from 2.9 percent today to 6.6 percent in 2035.[9] This 6.6 percent rate would be more than
half today's total 12.12 percent tax rate for all other social security programs.
Under the supposedly pessimistic projections, the long- term financing gap for Part A is more than twice as large as
the long-term deficit reduction provided for all of social security in the 1983 legislation.[10] Paying all promised
benefits in retirement to today's young workers would require an increase of almost 400 percent in the total Medicare
payroll tax rate, from 2.9 percent to 13.6 percent, more than the total tax rate for all other social security programs
today.[11]
Those long-term projections for Part A imply equivalent fiscal burdens under Part B. The required increase of 130
percent to 400 percent in Part A payroll tax rates suggests that general revenue contributions to Part B will have to
increase an equivalent amount to pay all promised benefits to workers now entering the work force. With current
general revenue contributions at about $30 billion per year, this means that paying all benefits to today's young workers
would require a total annual general revenue contribution to Part B equivalent to $70 to $150 billion today. Moreover,
annual Part B premiums and income tax surcharges paid by the elderly would have to increase by 130 percent to 400
percent as well. Today's young workers could therefore look forward to monthly premiums alone per couple equivalent
to between $200 and $400 today, and total maximum annual premiums and income tax surcharges equivalent to
between $8,000 and $13,000.
These financial burdens are clearly untenable. The Medicare financial burden on the elderly is already too high, and
the federal budget has no room for massive growth in general revenue contributions to Medicare. The payroll tax
burden on workers also is already too high. The maximum total payroll tax for an individual worker, including the
employer's share, is $7,209 this year, and it will continue to grow each year indefinitely. By 1990 the payroll tax will
be generating 80 percent as much revenue as the personal income tax. Few have noticed the heavy burden that the
sharply increased payroll tax now places on low-income jobs. A married worker with two children earning belowpoverty wages of $10,000 this year will pay $751 in payroll taxes, with another $751 from his employer (which
probably comes out of the worker's earning capacity as well), for a total tax burden of $1,502 on this worker's lowincome job.
The payroll tax is essentially a tax on jobs, and here, as elsewhere, the result of taxing something is that there is less of
it. A study by the Congressional Budget Office estimated that the payroll tax rate increases from 1979 to 1982 would
produce a loss of 500,000 jobs by 1982.[12] Another study recently estimated that the payroll tax rate increases from
1985 to 1990 would eliminate another one-half million jobs and ultimately reduce GNP by as much as $25 billion per
year.[13] In a society deeply concerned with employment opportunities, the current payroll tax burden on employment
is ludicrous.

Medicare is quite simply deteriorating into a fiasco. Long-term fundamental reform is clearly needed. In the last
Congress, Rep. French Slaughter (R-Va.), along with 40 bipartisan cosponsors, offered such reform, carefully tailored
to address all of the major problems in health care for the elderly today.
Their proposal would allow workers and their employers to contribute to individual Health Care Savings Accounts
(HCSAs) for each worker up to the amount of employer/employee Medicare payroll taxes for that worker. Contributors
would an income tax credit equal to 60 percent of the amounts paid into the accounts. The contributions and
investment would accumulate tax-free until retirement. To the extent each worker chose to utilize this option during his
or her working years, an added Medicare deductible would apply to that worker in retirement, leaving him responsible
for payment of more of his initial medical costs each year. Someone who exercised the option for a few years before
retirement would bear a relatively small added deductible. The retired worker would then use the HCSA funds to
purchase insurance covering medical expenses below the added deductible or to pay such expenses directly.
The proposal is designed so that by retirement workers would likely have accumulated more than enough in their accounts to cover private insurance for the increased deductible. They could then use the excess for long-term care or
other expenses not covered by Medicare, or to supplement retirement income. In addition, if a retiree were to spend
less than a specified proportion of HCSA funds on medical expenses each year, he or she could withdraw the
difference at the end of the year for any purpose.
Workers and employers who contributed to HCSAs would continue to pay their Medicare payroll taxes in full. But the
income tax credits for HCSA contributions are designed to offset these taxes, and in effect give workers their tax
money back to the extent they choose to rely on their private HCSA funds rather than on Medicare. Because the credits
are taken against income taxes rather than payroll taxes, Medicare payroll tax revenues would not be reduced. They
would continue be fully available to finance benefits for today's elderly. As a result, the HCSA option would sharply
reduce and potentially eliminate the long-term financing problem of Medicare. While Medicare payroll tax revenues
would be maintained, the added deductible resulting from the exercise of the HCSA option would sharply reduce the
program's expenditures over the long run. With revenues maintained and expenditures reduced, the long-term
Medicare financing gap would shrink.
The HCSA option would also strengthen the market incentives needed to counter rapidly rising health costs. Those
exercising the private option would purchase medical care and coverage with funds from their own private accounts.
The less they spent from those accounts the more they would retain to pay for future expenses, to supplement their
retirement income, or to leave to children or other heirs. Consumers with such accounts would, therefore, be likely to
devote far greater efforts to shopping for the lowest-cost service. They would be far more likely to seek care and
coverage through HMOs or insurers with networks of assigned doctors who follow efficient and low-cost practices, or
through insurers who otherwise are able to pressure service providers into keeping costs down. Consumers also would
be more likely to favor low-cost insurance covering only large unexpected costs, keeping control over their own funds
and costs for more routine expenses. Moreover, consumers with these accounts would have greater financial incentive
to devote more attention to preventive measures that would save medical costs over the long run.
Increased competition would complement these consumer incentives because Medicare would no longer have a
monopoly on medical coverage for the elderly. Private insurers and medical care providers would be able to compete
to provide the coverage that Medicare now preempts. This competition and the heightened cost awareness by
consumers with HCSAs would further increase market pressure on health care providers to develop less-costly
services, treatments, and medical technologies. Insurers as well would face increased market pressures to develop and
extend innovative institutional arrangements to keep costs down.
HCSAs could, therefore, strongly counter rapidly rising health costs without undermining the quality of care. Indeed,
the increased competition resulting from HCSAs might improve the quality of care.
Rather than impose increasingly costly financial burdens on the elderly, HCSAs offer the prospect of making the
elderly substantially better off, which Medicare seems to have failed to do. Through accumulation of the returns to
HCSA funds during working years and the savings resulting from improved incentives, retirees would likely have
additional funds to finance medical expenses not covered by Medicare or to supplement retirement income. These

additional funds could in particular finance coverage for nursing home services or home health care, or help to pay
such expenses directly.
Ultimately, HCSAs would greatly increase freedom of choice of the elderly and control over their own funds. They
could each choose the pattern and type of health care coverage that best suits their personal needs and preferences.
They could exercise more direct control over expenses and pursue alternatives for minimizing those costs. They could
choose to spend less on marginal medical care and more on other priorities. They could indeed choose how much to
rely on Medicare and how much to rely on private insurance. Those workers who preferred to rely entirely on
Medicare for their retirement and forgo the HCSA option completely would be free to do so. Moreover, there would be
absolutely no cuts in Medicare benefits for the elderly. Indeed, the strengthened financial prospects of Medicare
resulting from the HCSAs would benefit everyone relying on the program.
The HCSA income tax credits would result in some substantial loss of income tax revenue, depending on the degree to
which workers exercised the option over the years. Initially, the revenue loss would likely be $5 to $10 billion per year.
Over the long run this revenue loss would be offset by reduced Medicare spending as retirees relied less on the
program and more on their HCSAs. In the interim there should be increased savings through the HCSAs at least equal
to the amount of revenue loss, so there would be no net increase in the government borrowing drain on private savings,
which is the real concern behind the deficit. Such borrowing in any event would be nothing more than an explicit
recognition of the implicit debt that already exists in the unfunded liabilities of Medicare. To the extent the temporary
net revenue loss was financed by means other than borrowing, such as reductions in government spending, sales of
underutilized government assets, or new revenues, total savings would be increased, enhancing economic growth and
increasing national wealth. The increase in savings would result in increased revenues from taxes on the investment
returns to such new capital, particularly through the corporate income tax. This increased revenue would combine with
the Medicare spending reductions resulting from the HCSAs option, offsetting the initial net revenue loss more quickly.
Conclusion
The Medicare status quo is not working. The program seems to have failed to make the elderly better off than they
were when it was adopted and has itself become an increasing financial burden on retirees through its premiums and
taxes. The new Medicare income tax surcharge on retirees going into effect this year will raise marginal tax rates for
the elderly substantially above the rates for everyone else, reversing tax reform for those over 65. Instead, the
surcharge is indexed to increase marginal income tax rates on the elderly each year indefinitely. Meanwhile,
increasingly burdensome and complex Medicare payment regulations designed to counter rapidly rising costs threaten
the quality of care the elderly receive under the program.
The Medicare premiums and income tax surcharge should be abolished and Medicare benefits restructured to offset the
revenue loss. This would provide major tax relief to the elderly, restoring to them the promise of tax reform with the
same marginal income tax rates as everyone else. Such reform would also be good health policy, introducing market
incentives to counter rapidly rising health costs while maintaining important catastrophic benefits. This reform would
allow the elderly greater choice and control over their own funds and the opportunity for substantial savings overall.
More fundamental long-term reform is needed to address the overwhelming problems of the system. Through the
proposed Health Care Savings Accounts, the program's dramatic long-term financing gap can be eliminated by
inducing workers to rely more on private savings and insurance and less on Medicare. Such reform would as a result
avoid the soaring, untenable tax increases on both young and old or the draconian benefit cuts that would otherwise be
necessary. It offers the prospect of making the elderly substantially better off overall, enabling workers to accumulate
additional funds to finance long-term care or other expenses not covered by Medicare or to supplement retirement
income. It would also powerfully extend market incentives and competition to counter rapidly rising health care costs
without threatening the quality of care. Through the HCSA option, the elderly would ultimately have much greater
freedom of choice and control over their own funds. Such an attractive long-term reform deserves the active support of
the most ardent advocates of elderly.
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