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Abstract: Current proposals for health care reform
would exacerbate existing problems in the U.S. health care
system and weaken the economy. In particular, the pro-
posed surtax on high-income individuals would impose
deadweight losses on the economy, depressing employment
and slowing economic growth. True reform would change
outdated rules and regulations to give consumers greater
choice and autonomy in their health care spending. Such
reforms would lead to a more efficient and more effective
health care system without harming the economy.

Members of Congress are missing a chance to
rethink current health care reform legislation and to
propose real health care reforms that would be appro-
priate in a 21st-century information economy. Rather
than allowing more choices and improving communi-
cation between individuals and health care providers,
the America’s Affordable Health Choices Act of 2009
(H.R. 3200) further tips the system toward the inter-
ests of the peripheral stakeholders—the govern-
ment and insurance companies. This would further
entrench the status quo and exacerbate the current
system’s sustainability problems.

The current system does not balance the interests
of all stakeholders efficiently, and this imbalance is
causing instability and prompting calls for reform.
Fundamental reforms would eliminate rules that no
longer make sense for 21st-century lifestyles and work
habits, use technology to increase information trans-
parency, and enhance flexibility, recognizing that the
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Talking Points
• Imposing a penalty tax on higher incomes

discourages entrepreneurs at the threshold
from creating the additional value and
causes those above the threshold to spend
resources to avoid taxes rather than spend-
ing resources productively.

• The lost opportunities from the surtax would
accumulate over time. By 2019, the economy
would have 452,000 fewer jobs than it
would have without the tax.

• The deadweight loss from the tax—the value
of all the things that could have been pro-
duced with the resources that were used to
comply with and legally avoid the tax—would
steadily increase. This cost would average
$46.7 billion per year from 2011 to 2019.

• The high-income tax penalty is a very costly
way to raise revenue. For every $1 of new tax
revenue the government actually receives,
taxpayers must pay $2.50 in taxes and lost
economic opportunities.

This paper, in its entirety, can be found at: 
www.heritage.org/Research/HealthCare/bg2321.cfm
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needs of patient-consumers are diverse and rapidly
changing. True reform would change the rules to
give consumers greater choice and autonomy in
their health care spending. These changes would be
more effective and less costly than the centrally
administered, “expert”-driven reforms that Con-
gress is proposing.1

The “reform” proposals in H.R. 3200 redirect
greater amounts of scarce resources to the health
care industry. This is done directly through man-
dates on health care spending and indirectly
through subsidies to the health care industry in the
form of public options and government transfers.
One proposal to pay for these reforms is a surtax on
high-income individuals.

The Center for Data Analysis (CDA) at The
Heritage Foundation conducted a dynamic analy-
sis to quantify the unseen economic opportunities
that would be lost if these legislative proposals
become law:2

• Job losses would mount over time as potential
high-income earners forgo job-creating endeavors.
By 2019, the economy would offer 452,000 fewer
jobs than it would have without the reforms.

• Self-employed individuals as a group would have
$16 billion less income in 2019 (nominal dollars).

• The surtax would impose a deadweight cost of
$12.8 billion in lost gross domestic product (GDP)
in 2011, rising to $68.2 billion by 2019 and cost-
ing taxpayers an average of $46.7 billion per year.

• A typical family of four would have $995 less in
disposable income in 2019—enough to pay for
routine annual checkups for the four individuals.

H.R. 3200 is neither affordable nor a reform that
would offer true choices, and it would not change
the incentives for the primary stakeholders. Instead,
it would mandate outcomes that encourage forma-
tion of a shadow market in health care. On top of
these restrictions, it would add growth-slowing
taxes that would weaken the economy, making it
more difficult for individuals and businesses to
comply with the health care mandates.

Achieving Health Care with 
the Health Care System

The U.S. health care system is an intricate net-
work of patients, medical professionals, medical
and health care companies, medical insurance com-
panies, U.S. employers, and the government. These
stakeholders interact through a complicated set of
rules that influence their incentives and choices.
Arguably, the rules are intended to produce out-
comes in which the stakeholders receive the best
value possible for the resources available.

The current rules have evolved over many
decades as the system has tried to adapt to rapid
changes in medical technology, relationships within
the system, and needs of the population.3 Over
time, however, these adaptations have created a lay-
ered and opaque system that masks costs and val-
ues. This occurs because those who have the
information about the value they are receiving and
are willing to pay (the patients) are generally not the
ones who pay directly for the care.

This separation means that individuals have no
clear, quick, and inexpensive way to signal their
preferences to the medical professionals, health care
companies, and health industry entrepreneurs who
can meet those needs and desires. Nor do suppliers
have transparent and consistent ways to signal their

1. For ideas on what consumer-driven health care reforms would entail, see Michael E. Porter and Elizabeth Olmsted 
Teisberg, “Redefining Competition in Health Care,” Harvard Business Review, June 2004.

2. Unless otherwise noted, all figures are in real (inflation-adjusted) 2009 dollars, to levels.

3. For a good overview discussion of the evolution of health care policy, see Edmund F. Haislmaier, “Health Care Reform: 
Design Principles for a Patient-Centered, Consumer-Based Market,” Heritage Foundation Backgrounder No. 2128, at 
http://www.heritage.org/Research/HealthCare/bg2128.cfm.

_________________________________________

The “reform” proposals in H.R. 3200 redirect 
greater amounts of scarce resources to the 
health care industry directly through mandates 
on health care spending and indirectly through 
subsidies in the form of public options and 
government transfers.
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costs, because third-party payers often dictate the
prices, compelling suppliers to spread the real costs
to other parts of the system.

The result is that participants make decisions
based on unclear information on costs and benefits
and find themselves responding to non–value-
driven incentives that waste resources. Without reli-
able price signals, participants in the system cannot
make the efficient decisions that would drive the
health care system to maximize value and minimize
cost.4 This communication failure has led to bal-
looning costs and a general feeling among citizens
that they are not receiving a good value for the pay-
ment. This unsustainable outcome is driving the
urgency of the reform debate.

Decentralized Information Discovery vs. 
Centralized Information Gathering

Instead of undertaking the less costly fundamen-
tal changes in the rules to create a sustainable,
patient-driven system, Congress is debating how to
centrally collect the information dispersed among
the stakeholders and how to decide the “best” allo-
cation of health care. Some of these “reforms” are:

1. A public option through a government-run
health insurance plan or exchange;

2. “Pay or play” mandates that require employers
to provide employees with health insurance or
pay a fine;

3. An individual mandate that requires all individ-
uals to purchase health insurance;

4. A review board to oversee treatment effective-
ness and other best practices; and

5. New medical reimbursement schedules for doc-
tors and hospitals in return for cost concessions
and adherence to government-dictated best-
practice approaches.

This is an extremely costly administrative
approach. In addition, expert-driven outcomes,

instead of patient-consumer driven outcomes, will
likely always be two steps behind the shadow mar-
ket.5 For example, much of the information needed
to increase value in health care outcomes has not yet
been discovered by entrepreneurs. Furthermore,
new conditions and individual patient responses to
treatments are often heterogeneous; therefore, a
“best practices” approach could limit the availability
of a more effective treatment for an individual.

None of the proposed reforms gives patients an
easy and consistent way to signal their needs and
values, because doctors and other health care ser-
vice providers would not have a chance to signal
their real resource costs. Instead, the government or
another third party would dictate the prices. Con-
sumers would continue to be left in the dark about
the true cost of their health care choices. They
would “see” only the overall cost of their insurance
premium. This causes them to maximize the value
they get from their insurance policy, not the value
they get from their health care.

These reforms do nothing for entrepreneurs in
the health care industry. Nothing in these new rules
encourages them to experiment with new tech-
niques or invest in innovations beyond the govern-
ment’s ideas for innovation.

Funding the Reform Proposals
Congress is also debating how to pay the huge

cost of creating additional bureaucratic layers. Some
of the options under discussion include:

1. A surtax on individuals and couples with
incomes over $250,000 per year;

4. For an anecdotal example and good discussion of the signal problem, see David Goldhill, “How American Health Care 
Killed My Father,” The Atlantic, September 2009, at http://www.theatlantic.com/doc/200909/health-care (August 31, 2009).

5. Markets will always develop when mutually beneficial trades can be made. The question for policymakers is whether they 
want to fight constantly against them or to support them. Supporting them enables the economy to use resources most 
efficiently and to achieve a vibrant standard of living for its citizens. Fighting markets often leads to civil unrest and 
economic stagnation.

_________________________________________

H.R. 3200 would add growth-slowing taxes that 
would weaken the economy, making it more 
difficult for individuals and businesses to comply 
with the health care mandates.

____________________________________________
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2. A tax on insurance companies and/or high-cost
insurance policies;

3. New consumption taxes on goods and services
(a value-added tax or “sin” taxes); and

4. Eliminating or capping the tax deduction for
employer-provided health insurance.

Of these, only eliminating the health insurance
deduction would remove a complicating and incen-
tive-distorting layer from the system rather than
adding additional layers and sources of inefficiency.
Regrettably, it is not in the current proposal. The
House of Representatives health care draft legislation
(H.R. 3200) proposes a surtax on high-income indi-
viduals. On average, over half (60 percent) of the
individuals in these brackets are business owners.6

The surtax would directly hurt those individuals
at the margin of “high” income. These same individ-
uals are often the entrepreneurs who create income
by finding new and better ways to use the econ-
omy’s resources. Thus, rather than reforming the
system to improve the economic use of America’s
scarce resources, policymakers are proposing to
replace the outdated status quo with policies that
would cause even greater economic harm.

While the surtax would directly hit those well
above the margin, these individuals have often

reached a point where their income flows can be
reclassified and redirected in tax-favorable ways.
This means that they will spend more resources
to avoid taxes, such as changing corporate forms
and retiming income distributions and other types
of transaction costs. These adjustments would
increase deadweight losses to the economy and
reduce expected tax collections.7

A Dynamic Analysis of 
the Economic Impact

For decades, economists have studied how tax
changes directly and indirectly affect government
revenue. As is well known, the direct revenue effect
of a higher tax rate can exert an offsetting indirect
effect by shrinking the tax base. In the case of the
surtax on high-income individuals, it would lower
the total income above the minimum income
thresholds.8

A growing body of evidence indicates that the
taxable income elasticity with respect to the tax rate
increases with income. This suggests that raising
taxes on high-income individuals would reduce the
tax base more and cause greater deadweight losses
than raising tax rates across the board would.9

Government spending can also have indirect
and direct effects that can be positive and negative.
It is therefore important to conduct a dynamic
analysis that accounts for the far-reaching impacts
that policy changes can have in order to assess the
net macroeconomic effect. By comparing the pro-
jected economy with the policy to the baseline
economy without the policy, analysts can deter-
mine whether a policy’s overall benefits outweigh
its overall costs. In other words, does the policy

6. This is based on the percent of individuals in each high-income bracket that report partnership income or income on 
Schedule C or Schedule S. The data are from the CDA’s personal income tax microsimulation model.

7. For a comprehensive discussion and estimation of the behavioral effects induced by tax rates, see Emmanuel Saez, Joel B. 
Slemrod, and Seth H. Giertz, “The Elasticity of Taxable Income with Respect to Marginal Tax Rates: A Critical Review,” 
National Bureau of Economic Research Working Paper No. 15012, May 2009, at http://www.nber.org/papers/w15012 (August 
25, 2009).

8. This is what economists call the elasticity of the tax rate. The elasticity measures the responsiveness—how much 
something changes when another variable changes. In this case, the elasticity is the percent that taxable income changes in 
response to a percentage change in the marginal tax rate. Elasticity in the economy is driven by the combined effect of 
millions of people adjusting their behavior accordingly in response to the new tax rate.

9. Saez et al., “The Elasticity of Taxable Income with Respect to Marginal Tax Rates,” pp. 49–57.

_________________________________________

Rather than reforming the system to improve 
the economic use of America’s scarce resources, 
policymakers are proposing to replace the 
outdated status quo with policies that would 
cause even greater economic harm.
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enhance individuals’ overall opportunity to use
their resources better—especially their labor
resources—or does the policy cause individuals to
use their resources less effectively?

Heritage Foundation analysts used the CDA’s
personal income tax microsimulation model to esti-
mate the year-to-year changes in federal revenues
and the yearly average effective and average mar-
ginal tax rates. The model simulated the effect of tax
law changes for a representative sample of taxpay-
ers. Data for these taxpayers are extrapolated or
“aged” to reflect detailed taxpayer characteristics
through 2019.

The analysts then used the IHS Global Insight
Model of the U.S. economy to estimate how the pro-
posed tax rate and spending changes would affect
the economy as a whole. Since the simulation was
conducted prior to a formal bill, only assumptions
based on the two main policies were simulated.
Specifically, the simulation analyzed the net effect of
the proposed high-income surtax and assumed that
this revenue would be spent on health care through

transfers similar to Medicare and Medicaid and on
new programs. The simulation was conducted by
changing the macro model’s average marginal fed-
eral tax rates and average effective tax as estimated
by the microsimulation model and by increasing
federal government transfers and outlays by the rev-
enue generated from the surtax. (For a full descrip-
tion of the simulation, see Appendix A. For detailed
results from the simulation, see Appendix B.)

The reform proposals redirect greater amounts
of scarce resources to the health care industry,
directly through mandates on health care spending
and indirectly through subsidies to the health care
industry in the form of public options and gov-
ernment transfers. The economic results quantify
the unseen lost opportunities due to these legisla-
tive proposals:

• Job losses would mount over time as potential
high-income earners forgo job-creating endeavors.
By 2019, the economy would offer 452,000 fewer
jobs than it would have without the reforms.
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How the H.R. 3200 Surtax Would Affect the Economy
H.R. 3200 contains a surtax on those earning more than $250,000 to pay for health care “reforms,” which will result in 
continuous job losses and lower family income through 2019. The charts below show the differences in key economic 
indicators as a result of the surtax.

Source: Heritage Foundation calculations based on the IHS Global Insight U.S. Macroeconomic model.
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• Self-employed individuals as a group would have
$16 billion less income in 2019 (nominal dollars).

• The surtax would impose a deadweight cost of
$12.8 billion in lost GDP in 2011, rising to $68.2
billion by 2019 and costing taxpayers an average
of $46.7 billion per year more.

• A typical family of four would have $995 less
in disposable income in 2019—enough to 

pay for routine annual checkups for the four
individuals.10

The tax-induced behavioral effects and unin-
tended effects of driving up real medical costs by
reallocating more scarce resources toward health
care markets largely drive these negative eco-
nomic outcomes.

Validating and Comparing the Simulation
Many simulations were run to ensure that the

model was correctly simulating the effects of the
policies. Diagnostic checks of the various simula-
tions were based on hitting targets estimated from
outside, independent agencies or from economics
literature. The simulation detailed in Appendix A
produced the results closest to the targets.

For example, economists Bertil Holmlund and
Martin Söderström estimated the changes in tax rev-
enue caused by changes in marginal tax rates on
high-income individuals in Sweden.11 The pro-
posed surtax rates, combined with state tax rates
and the expiration of the Bush tax cuts, would put
U.S. tax rates close to Swedish rates. Thus, the esti-
mated behavior responses are likely to be similar.

Holmlund and Söderström found that the long-
run elasticity of taxable income to the net tax rate is
between 0.2 and 0.3. This means that for every 1
percent increase in marginal tax rates, overall tax-
able income would decrease by 0.2 percent to 0.3
percent. The CDA simulation, reported in this
paper, produced an elasticity of 0.26.

The Congressional Budget Office (CBO) has esti-
mated that H.R. 3200 would add $227 billion to the
deficit between 2011 and 2019,12 compared to the
CDA estimate of a $101 billion increase in the defi-
cit. While it could be argued that the lower CDA
estimate results from the CDA simulation’s assump-
tion that the reform policies would be deficit-neu-
tral, further investigation suggests that the 40
percent difference between the CBO and CDA esti-
mates is more likely due to the CDA’s use of dynamic
analysis. The CBO’s static analysis estimated that the
surtax would generate $582 billion in revenue
between 2011 and 2019, while the CDA’s dynamic
analysis forecast only $369 billion because the
behavioral effects would shrink the tax base and,
therefore, the total revenues generated.

Thus, the dynamic feedback is about 40 percent.
Conceivably, government spending would keep spi-
raling according to the CBO estimate, but the slow-
ing economy caused by the increased taxes and
spending would most likely force government
spending to slow as well. Therefore, it is reasonable

that the dynamic spending estimate would also be
lower than the CBO’s static estimate. Once again,
the dynamic feedback effects, driven by behavioral
changes that slow the economy, largely account for
the difference between the CDA and CBO estimates.

The likelihood that the differences stem from the
differences between dynamic general equilibrium
analysis and static cost analysis is also evident in the
initial years before the dynamic effects. The CBO
estimated revenue at $35 billion in 2011 and $33

10. Health care costs can be estimated at Family Health Budget, Web site, at http://www.familyhealthbudget.com (September 22, 2009). 
For example, a routine annual exam for a husband, wife, and two children was estimated to be $505 (total for the four exams).

11. Bertil Holmlund and Martin Söderström, “Estimating Income Responses to Tax Changes: A Dynamic Panel Data 
Approach,” CESifo Working Paper No. 2121, October 2007, at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1022502 
(July 17, 2009).

12. America’s Affordable Health Choices Act of 2009, H.R. 3200, July 17, 2009.

_________________________________________

Current regulations, designed to meet individual 
and industry needs decades ago, have 
become a hindrance to the modern information 
economy that requires individuals to be flexible 
and mobile.

____________________________________________
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billion in 2012, compared to the CDA estimates of
$23 billion and $35 billion, respectively. Likewise,
the CBO estimated that government outlays would
increase by $22 billion for 2010 and 2011. The
CDA simulation, which does not begin until 2011,
estimated a $24 billion increase in government
spending. The CDA simulation assumes no policy
impact until 2011, but the CDA estimate for 2011
could conceivably have included changes that the
CBO estimate divided between 2010 and 2011.

The fact that the CDA simulation, without
explicitly assuming the CBO’s cost and revenue pro-
jections, produced estimates that largely agree with
the CBO’s estimates in the very near term further
verified the results of this simulation.

Finally, a recent analysis of the excess burden of
the surtax (the deadweight loss of taxation due to
distortions that allocate resources less efficiently) by
Robert Carroll at the Tax Foundation pegged the
efficiency loss at $25 billion to $37 billion in
2011.13 The CDA’s dynamic analysis estimated the
average deadweight loss at 12.8 billion in lost GDP
in 2011 and $30 billion in 2012. It forecast that the
deadweight loss would continue to increase as the
behavior driving the elasticity estimates is borne out
dynamically such that the excess burden averages
$46.7 billion per year from 2011 to 2019.

Using elasticity estimates supported by the
empirical findings of other respected economists,
Carroll calculated that the excess burden of the sur-
tax in 2011 (without behavioral effects) is 50 per-
cent to 75 percent of the additional revenue raised
by the surtax. In 2011, using a dynamic methodol-

ogy, CDA economists found the excess burden to be
54 percent in 2011, 88 percent in 2012, and contin-
uously increasing from 2011 to 2019 for an average
of 150 percent. In other words, for every $1 of addi-
tional revenue raised by the surtax, U.S. citizens
would pay an additional $1.50 in lost output.

Carroll calculates that the total burden of the sur-
tax would be 175 percent of the revenue raised,14

but he states that this underestimates the burden
because it does not include the behavioral effects of
the surtax.15 The dynamic analysis reported here
includes the behavioral effects. CDA analysts found
that these effects increased the total burden of the
surtax on U.S. citizens to 250 percent of the revenue
that the tax would generate. As people’s behavior
adjusts over time, the dynamic impact of the surtax
actually costs more in GDP than it generates in rev-
enue. Between 2011 and 2019, the U.S. would lose
$339.1 billion (inflation-adjusted) in GDP to collect
an additional $235.7 billion in revenue.

Conclusion
The health insurance industry needs to under-

take many structural changes to provide coverage
and options that 21st-century consumers can pur-
chase and want to purchase. Weakening the econ-
omy through punitive taxes and mandates will not
produce these structural changes. Instead, the gov-
ernment needs to change outdated regulations that
govern health insurance companies and change
rules to allow for true patient-driven choices in
health care. Current regulations, designed to meet
individual and industry needs decades ago, have
become a hindrance to the modern information
economy that requires individuals to be flexible
and mobile.

The Internet and wider market reach in a global
economy offer unprecedented opportunities for
self-employed income, but the self-employed often
find themselves on the margin of “high-income” for
some years. These individuals are probably not able

13. Robert Carroll, “The Excess Burden of Taxes and the Economic Cost of High Tax Rates,” Tax Foundation Special Report No. 
170, August 2009, at http://taxfoundation.org/files/sr170.pdf (August 24, 2009).

14. The total burden is the tax liability (revenue collected) plus the excess burden (deadweight loss).

15. Carroll, “The Excess Burden of Taxes and the Economic Cost of High Tax Rates,” p. 5, note 2.

_________________________________________

Legislation that tries to control costs through 
mandates and “best practices” that rely on past 
data will most likely hinder individuals from 
making the best personal health care decisions 
in real time.

____________________________________________
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to spend thousands of dollars to shield their income
by using tax-avoidance strategies such as those used
by individuals with much higher incomes. This dis-
courages these individuals from creating new
sources of income in the economy. Further, the tax-
avoidance strategies used by wealthier individuals
create greater deadweight losses from the tax system
and cause less tax revenue to be collected.

Negative and compounding feedback effects from
entrepreneurs and small-business owners who are
penalized for their success and from higher-income
individuals who adjust their income to minimize
their tax burdens weaken the economy. As this dis-
couragement builds over the years, fewer and fewer
of these individuals will seek new opportunities.
The CDA’s dynamic macroeconomic analysis shows
the results of this “reform” over the next decade.

Because full information about the diverse val-
ues, resources, and future resources available for
health care goods and services is unknown, legisla-
tion that tries to control costs through mandates
and “best practices” that rely on past data will most

likely hinder individuals from making the best per-
sonal health care decisions in real time. This will
generate incentives to create shadow markets and
cause the government to incur escalating costs to
enforce the mandates.

Furthermore, the cost of centrally collecting and
processing health care information is likely to be an
exercise in tail chasing as new conditions and tech-
nology rapidly change and individuals seek their
own information on the Internet and through other
networks that offer them more value for the cost.

Forcing a small group of individuals, especially
sole proprietors, to pay for everyone else’s health
care and hoping to bully health insurance and
health care companies into cost concessions by
making the market a monopsony is not the health
care “reform” that Americans need.

—Karen A. Campbell, Ph.D., is Policy Analyst in
Macroeconomics in the Center for Data Analysis at The
Heritage Foundation. The author thanks Guinevere
Nell, a Research Programmer in the Center for Data
Analysis, for her work on the microsimulation.
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APPENDIX A:
MACROECONOMIC SIMULATION METHODOLOGY

Analysts in the Center for Data Analysis at The
Heritage Foundation used the IHS Global Insight
(GI) short-term model of the U.S. economy16 to
simulate the effect of using a high-income surtax to
raise revenue for health care spending. The CDA
analysts used the GI model’s July 2009 baseline
forecast for 2009–2019. The baseline reflects the
IHS GI forecast of economic indicators. The forecast
is a trend projection that can be thought of as the
average of all likely paths that the economy could
take barring any major shocks to the economy.

For policy analysis, using the baseline establishes
a counterfactual to compare against changes caused
by a proposed policy. The baseline forecast incorpo-
rates a number of assumptions regarding the econ-
omy’s future. For example, the baseline already
assumes that income tax rates will increase after
2010 as indicated in President Obama’s proposed
budget. Therefore, additional surtaxes imposed in
this simulation are on top of the already assumed
higher tax rates that will result from expiration of
the Bush tax cuts.17

The simulation involved four steps. The model
was solved between each step to allow the model to
estimate and then hold new values in order to best
simulate the overall policy effects.

Step 1. The federal average marginal tax rate and
the surtax on the average effective tax rate were
increased by the percentage increase estimated in
the microsimulation model. Using the surtax vari-
able did not alter any of the other variables and
allowed the model to endogenously estimate the
average effective tax rate. This gave the model a

slightly greater degree of flexibility than imposing
an exogenous average rate would have. The
dynamic estimate was very close to the static esti-
mate found in the microsimulation.

Step 2. Real federal payments for Medicare on
behalf of individuals were increased by the amount
of dynamic revenue that was generated by the
increased tax from the first step.18 This allowed the
model to estimate the effect of increased federal
health care programs on health care prices and
interest rates. The policy is deficit-neutral because
the amount of increased spending was equal to the
amount of revenue received. Recent CBO estimates
of policies intended to reduce costs versus policies
that increase spending have produced varying
results on the deficit. Assuming deficit-neutral out-
lays, while it most likely errs on the optimistic side,
is the least biased assumption without more specific
reform proposals.

Monetary policy is assumed to be active in this
stage. This allows the Federal Reserve to adjust
interest rates according to a Taylor-type rule. The
monetary policy eases inflationary pressures and
therefore mitigates some of the price increases that
spending could have created. It does this by raising
interest rates, which is a theoretically likely effect of
the proposed surtax and health care reforms.

Step 3. The price effects and government interest
payments in Step 2 were held constant. The real
federal Medicare payments were returned to their
baseline level, and the “federal government subsi-
dies—other programs” variable was increased by
the revenue generated in Step 1.

16. For more information on the Global Insight model of the U.S. economy, see The Heritage Foundation, “Description of the 
Global Insight Short-Term US Macroeconomic Model,” at http://www.heritage.org/cda/upload/globalinsightmodel.pdf 
(September 17, 2009). The Global Insight model is used by private-sector and government economists to estimate how 
changes in the economy and public policy are likely to affect major economic indicators. The methodologies, assumptions, 
conclusions, and opinions presented here are entirely the work of analysts at The Heritage Foundation’s Center for Data 
Analysis. They have not been endorsed by and do not necessarily reflect the views of the owners of the Global Insight model.

17. For a complete description of the forecast and assumptions for this baseline, see IHS Global Insight, “U.S. Economic 
Outlook,” July 2009.

18. The nominal revenue generated per quarter was adjusted to a real value for Medicare transfers using the baseline medical 
services chained price index.
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This variable better captures the broader effects
of the proposed health care reform policies. The
Medicare variable, used in Step 2, captures a very
specific historical relationship to the economy.
Using it in the second step of the simulation allowed
the model to recognize the policy as targeting the
health care industry and therefore better estimate
the first-order effects in those markets. However,
using this variable as the target for the reform pro-
posals would not adequately simulate the new sub-
sidies and agency programs being proposed to
reform the system. They are better captured by the
other government subsidies variable, at least until
more specific legislation can be simulated.

Step 4. Because the other government subsidies
variable has historically been weighted toward agri-
culture industries, using this variable introduces an
artificial increase in the income to farmers. To cor-
rect this, the assumption was made in this case that

farm proprietors’ income would be hit proportion-
ally to non-farm proprietors’ income. Thus, the
farm proprietors’ income variable was reduced by
the percentage change in non-farm proprietors’
income found in Step 3. Finally, the federal govern-
ment current receipts variable, which was excluded
after Step 1, was reincluded to estimate the overall
dynamic revenue generated by the surtax along
with the other dynamic effects of the surtax and
health care outlays.

The GI model adjusts real variables to their
2000 price level. To make numbers meaningful for
comparison to today’s prices, Heritage Foundation
analysts rebased these numbers to 2009 prices by
inflating the real values by a factor of 1.24 (about
2.4 percent inflation per year). This average inflation
rate was calculated using the Minneapolis Federal
Reserve Bank’s inflation calculator for 2000 to 2009.19

19. Federal Reserve Bank of Minneapolis, “What Is a Dollar Worth?” at http://www.minneapolisfed.org (August 24, 2009).
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