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Key Points
■■ A massive slate of tax hikes and 
spending cuts is scheduled to 
take effect in January, and the 
federal debt ceiling will bind soon 
thereafter.
■■ The nation’s fiscal problems, 
today and beyond, derive entirely 
from excess spending, especially 
entitlement spending.
■■ President Barack Obama has 
repeatedly argued for a balanced 
approach but has yet to offer a 
single meaningful proposal on 
spending reductions.
■■ Under the President’s budget, 
federal debt rises by $7.7 trillion 
over the next 10 years with the 
President’s tax hikes and by $9.1 
trillion without them.
■■ There are simple yet trans-
formational reforms in Social 
Security and Medicare—many 
of which have already been 
thoroughly considered and enjoy 
broad bipartisan support—that 
would help to solve our fiscal 
challenges.
■■ Lawmakers should steer clear of 
the fiscal cliff, and the President 
should lead by addressing the 
entitlements.

Abstract
The United States faces a real fiscal 
crisis, and the impending fiscal cliff of 
massive tax hikes and spending cuts 
in January is only the first act. In early 
2013, the federal government will 
exhaust its ability to issue debt legally. 
Yet as large and as major a concern 
as federal budget deficits are today, 
they are of secondary consequence 
compared with the fiscal quagmire 
of unaffordable entitlement spending 
in the next decade. Fortunately, the 
entitlement problem can be resolved 
by six simple reforms to improve the 
fiscal future for Social Security and 
Medicare. But to implement these 
reforms, President Barack Obama 
must lead.

A high-stakes fiscal policy debate 
of unique size and import has 

just begun. Absent congressional 
action to the contrary, a massive 
slate of tax hikes and spending cuts 
will take effect on January 1, and 
that is only the first act. The second 
act will occur early in 2013 when the 
federal government will exhaust its 
ability to issue debt legally. Both acts 
need prompt solutions.

Speaker of the House John 
Boehner (R–OH) made the first 
move. After congratulating President 
Barack Obama upon his reelection, 
Boehner promised a willingness 
to work with him, giving Obama 
the additional revenues he desired 
through pro-growth tax reform 
accompanied by reforms in entitle-
ment programs.1 President Obama’s 
counter, while unsurprising, was 
unhelpful because he focused exclu-
sively on fiscally meaningless and 
economically harmful tax hikes 
on upper-income taxpayers. The 
President repeatedly has argued for a 
balanced approach, but he has yet to 
offer a single meaningful proposal on 
spending reductions.

While the President prepares 
to start his second term, he should 
set about negotiating in good faith 
with Republicans, especially in the 
House where Republicans were 
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returned to office in the majority 
with expectations of cutting spend-
ing without increasing taxes. The 
voters, we are told, expect it. This 
means the President cannot sit back 
and just harp on revenues. He needs 
to address spending and in particular 
entitlements.

Fortunately, the President has 
occasion and opportunity to lead by 
proposing some simple yet transfor-
mational reforms in two of the prime 
sources of the nation’s fiscal prob-
lems: Social Security and Medicare. 
Better yet, many such reforms have 
already been thoroughly considered 
and enjoy broad bipartisan support, 
lacking only the moment and the 
leadership to become a reality. These 
proposals will not resolve either 
program’s key structural flaws—they 
constitute a start of the reform jour-
ney, not the conclusion—but they 
would be a powerful start that would 
markedly alter the nation’s fiscal 
trajectory.

At the start of a President’s second 
term, the political stars are in the 
best possible alignment for solving 
big problems. All the President needs 
to do is seize the moment. This is the 
moment; President Obama must lead.

Fiscal Cliff: By Design,  
Not by Chance

Many events arrive by chance, but 
the present fiscal spectacle is not one 
of them. The fiscal cliff results from 
explicit actions by Congress and the 
President to push difficult fiscal pol-
icy issues past the recent election. In 
this, they succeeded, although it took 
a series of legislative acts to accom-
plish it. With regard to taxes:

■■ The payroll tax cut, extended in 
the spring of 2012, will expire on 
December 31, 2012.

■■ The extension of the Bush tax cuts, 
signed into law in December 2010, 
will expire at the end of the year.

■■ This same law also established a 
new structure for the death tax 
with a 35 percent rate and a $5 mil-
lion exemption per spouse, which 
will expire at the end of the year.

■■ Various Obamacare tax hikes 
begin at the start of 2013.2 

The same pattern holds for the 
spending cuts. For example, the 
sequester slated to gouge defense 
spending while making modest cuts—
such as a 2 percent across-the-board 
cut to Medicare providers—reflects 
the final leavings of the earlier 
Budget Control Act, which created 
the failed “supercommittee.” Early 
in 2012, Congress also prevented 
deep and disastrous reductions in 
Medicare provider payments, but 
this “doc fix” remedy expires at the 
end of the year.

In May 2011, the federal govern-
ment exhausted its legal authority 
to finance deficit spending by issu-
ing debt. The U.S. Department of the 
Treasury exercised its typical but 
limited authorities for temporarily 
creating more room under the “debt 
limit,” allowing policymakers to 
postpone action until early August. A 
brutal and economically risky politi-
cal battle ensued, eventually result-
ing in legislation that raised the debt 
limit by $2.1 trillion, sufficient to 

fund the federal government past the 
November election.

Projections now suggest that 
the government will reach the debt 
limit late in 2012, after which the 
Treasury will again deploy its limited 
authorities. This will trigger what 
could be another difficult nego-
tiation for Congress and President 
Obama—a negotiation that will be 
heavily influenced by what happens 
with the fiscal cliff.

No Time for Distractions
President Obama clearly believes 

in raising taxes on upper-income tax-
payers, and he is willing to weaken 
the economy, slow job growth, and 
constrain wage growth to do so. It is 
difficult to fathom his acceptance of 
this trade-off of economic security 
for an ideological doctrine of social 
justice, especially considering that 
this long-standing debate likely will 
rage indefinitely. However, these tax 
hikes are a distant sideshow in the 
present context, a political distrac-
tion that diverts attention from the 
central fiscal issue of runaway spend-
ing, which gives rise to persistent and 
economically dangerous deficits.

In his own budget, the President 
proposed to extend the Bush tax cuts 
except for those making $250,000 or 
more, raising $836 billion over the 
next 10 years. His companion pro-
posal to limit the value of deductions 
for upper-income taxpayers would 
raise another $574 billion, for a total 
of $1.4 trillion. In absolute terms, 
that is a lot of revenue. However, even 
allowing for all the other budget 
gimmicks and tax hikes in Obama’s 
budget, the federal debt would rise 

1.	 Alison Acosta Fraser, “Boehner’s Olive Branch: More Revenues, but Only Through Growth,” Heritage Foundation, The Foundry, November 9, 2012,  
http://blog.heritage.org/2012/11/09/boehners-olive-branch-more-revenues-but-only-through-growth/.

2.	 Curtis S. Dubay, “Taxmageddon: Massive Tax Increase Coming in 2013,” Heritage Foundation Issue Brief No. 3558, April 4, 2012,  
http://www.heritage.org/research/reports/2012/04/taxmageddon-massive-tax-increase-coming-in-2013.
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by $7.7 trillion over the next 10 years 
including these tax hikes and by $9.1 
trillion without them.

  Obama’s tax hikes would reduce 
the rise in federal debt over the next 
10 years by about 15 percent. The 
President is silent about the remain-
ing 85 percent. The numbers con-
fi rm that President Obama’s tax hike 
demands are at best tangential to 
attaining a balanced budget.

  Fiscal cliff  Today, 
entitlement crisis Tomorrow

  As large and as major a concern 
as federal budget defi cits are today, 
they are nevertheless secondary in 
consequence to the fi scal quagmire 

of unaff ordable entitlements. Social 
Security and medicare in particular 
share certain vital characteristics. 
Both programs are extraordinarily 
complicated, having been built up 
in complexity over the years one 
Congress at a time. Similarly, each 
program badly needs programmatic 
reforms. For example, the minimum 
benefi t in Social Security is woefully 
inadequate to protect low-income 
seniors from poverty, and medicare 
still lacks a catastrophic benefi t. These 
are only some of the many shortcom-
ings that must be addressed in funda-
mental overhauls of each program.

  Of most immediate concern, 
however, is that Social Security and 

medicare are unaff ordable in their 
current forms. When this year’s 
kindergarteners enter college, just 
13 years away, spending on these two 
programs plus medicaid and interest 
on the debt will devour all tax rev-
enue. (See Chart 1.)

  Social Security will lack the funds 
to pay full benefi ts beginning as 
early as 2033.3 medicare’s unfunded 
promises in current dollars reach 
into the many tens of trillions of dol-
lars. These facts are not in dispute. 
Solutions to our fi scal challenges are 
needed, urgent, and inevitable.

  carpe diem, Mr. President
  The fi scal cliff  and the debt limit 

have set the stage, but there is also 
the reality of the rhythms in the 
American political system. There are 
certain windows in every four-year 
or eight-year cycle when bold lead-
ers can achieve bold things. The fi rst 
few months of a reelected President’s 
second term is one such window, but 
it closes fast, and lame-duck status 
arrives quickly.

  Thus, the President must adopt 
the mantle of leadership, rather than 
brinksmanship, to steer the nation 
away from the fi scal cliff  and all that 
is set to follow, and he must start 
with spending. However, the critical 
silver lining is that simple, common-
sense, and thoroughly vetted solu-
tions such as the four listed below 
constitute a strong start on the jour-
ney to more complete programmatic 
reforms remedying acknowledged 
fl aws in these programs, and they 
already enjoy broad support across 
the political spectrum.

1.    raise the Social Security eligi-
bility age to match increases in 
longevity.  Originally set at 65, the 

  3. David C. John, “Social Security Finances Signifi cantly Worse, Says 2012 Trustees’ Report,” Heritage Foundation Issue Brief No. 3577, April 23, 2012, 
http://www.heritage.org/research/reports/2012/04/social-security-fi nances-signifi cantly-worse-says-2012-trustees-report.

CHART 1

Source: Congressional Budget O�ce, The 2012 Long-Term Budget Outlook, June 2012, 
http://www.cbo.gov/publication/43288 (accessed June 5, 2012).
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normal eligibility age is rising two 
months every year until 2022, when 
it will reach 67. According to the 
Social Security actuaries, continu-
ing to increase the eligibility age to 
69 by the year 2034 and allowing 
it to rise more slowly thereafter to 
reflect gains in longevity could go 
a long way toward reducing Social 
Security’s funding shortfall.4 While 
this would not reduce today’s 
budget deficit, it would strengthen 
Social Security’s finances and dissi-
pate far more important long-term 
budget pressures.

2.	 Correct the cost-of-living 
adjustment (COLA). The annual 
COLA benefit adjustment is deter-
mined today by the Bureau of 
Labor Statistics’ Consumer Price 
Index (CPI). However, the CPI, an 
antiquated measure, generally 
overstates inflation, meaning that 
benefits are increased a bit too 
much each year to offset inflation. 
The effect on benefits in a given 
year of switching to a more accu-
rate inflation measure is minute, 
but Social Security spans gen-
erations.5 Again, according to the 
Social Security actuaries, using a 
more modern inflation measure 
would substantially reduce Social 
Security’s shortfall over time.

3.	 Raise the Medicare eligibil-
ity age to agree with Social 
Security. Medicare has an eli-
gibility age problem, but unlike 

Social Security, the Medicare 
eligibility age remains stuck at 65. 
An obvious solution is to wait five 
years and then slowly raise the 
eligibility age to align eventually 
with the Social Security eligibility 
age. While the short-term budget-
ary savings would be negligible, 
the long-term savings in Medicare 
would be profound.

4.	 Reduce the Medicare subsidy 
for upper-income beneficiaries. 
In 2012, the average Medicare 
beneficiary received a subsidy of 
about $5,000. The subsidy is the 
per capita amount of Treasury 
revenue that is used to fill the 
financial hole arising each year 
because Medicare’s premiums are 
inadequate, in conjunction with 
its other revenue sources, to cover 
Medicare’s total costs. Subsidizing 
Medicare benefits for low-income 
seniors—and perhaps for some 
middle-income seniors—makes 
sense, but upper-income seniors 
do not need and should not 
receive a $5,000 subsidy to buy 
Medicare health insurance. The 
Medicare subsidy was first cut for 
the wealthiest seniors in legisla-
tion signed by President George W. 
Bush in 2004 by income-relating 
premiums so that higher-income 
beneficiaries pay a higher share 
of their Medicare cost. It was 
cut further in Obamacare, and 
President Obama proposed to 
pare it back still further in his 

budget proposals of February 
2012 with still-higher premiums 
for upper-income beneficiaries.

Medicare has many programmat-
ic problems that demand atten-
tion, and the sooner the better, but 
the immediate fiscal problem is 
straightforward: It is the subsidy. 
The total cost of the Medicare 
subsidy—about $230 billion 
in 2012—will soar over time as 
health care costs rise and the baby 
boomers retire.6 Paring back the 
subsidy for well-to-do retirees is 
an obvious step toward reducing 
the budget deficit today and shor-
ing up Medicare for the long run.

Bolder Proposals
The four foregoing proposals 

for Social Security and Medicare 
meet the test of simplicity, being 
relatively easy to communicate 
to the American people, having 
been thoroughly vetted, and enjoy-
ing widespread support. Together, 
they would dramatically improve 
America’s fiscal future for the better. 
Two additional proposals, one each 
for Social Security and Medicare, 
meet the tests of simplicity and effec-
tiveness but have not been consid-
ered as intensively. Yet they should 
also garner bipartisan support and 
consideration.

5.	 Phase out Social Security ben-
efits for upper-income retir-
ees. Everyone who has ever paid 

4.	 Social Security Administration, Office of the Chief Actuary, “Individual Changes Modifying Social Security,” Actuarial Publications, December 21, 2011,  
http://www.socialsecurity.gov/OACT/solvency/provisions/index.html (accessed November 27, 2012).

5.	 The Social Security actuaries have considered in particular a modern measure of inflation known as “chained CPI” (C-CPI). Price indices of this sort are 
constructed by looking at a basket of goods and services to proxy all consumer purchases. The traditional CPI rarely changes the basket and thus steadily 
becomes a less accurate proxy as the pattern of consumer purchases changes. The more modern C-CPI, relying on advances in economic theory, updates this 
reference basket regularly and thus better proxies consumer purchases.

6.	 Centers for Medicare and Medicaid Services, 2012 Annual Report of the Boards of Trustees of the Federal Health Insurance and Federal Supplementary Medical 
Insurance Trust Funds, April 23, 2012, p. 10, Table II.B.1, http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/
ReportsTrustFunds/Downloads/TR2012.pdf (accessed November 27, 2012).
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into Social Security is entitled 
to the benefits prescribed by law. 
However, as a nation, we need 
to ask whether today’s working 
families should pay payroll taxes 
so that upper-income retirees can 
continue to receive their checks. 
We need to ask why phasing out 
the Medicare subsidy to upper-
income seniors while continu-
ing to send them their full Social 
Security check would make sense. 
In short, Social Security should be 
social insurance against poverty 
rather than a government-run 
pension scheme.

Some might charge that this is 
redistributionism, but would 
anyone suggest that millionaires 
should receive food stamps? Food 
stamps and other welfare pro-
grams are specifically intended to 
operate as part of the social safety 
net, yet their existence constitutes 
a form of redistributionism that 
most Americans accept. Social 
Security (and Medicare) should 
become real insurance against 
poverty, meaning that only those 
seniors who need help should 
receive help. On the other hand, if 
Social Security remains a univer-
sal government-run pension, then 
it remains a vastly larger pro-
gram built on an entirely different 

redistributionist principle: redis-
tribution from workers to retirees, 
including the wealthy.

6.	 Consolidate Medicare’s ele-
ments and collect a single high-
er premium. Medicare is actu-
ally three distinct components, 
referred to generally as Parts A, 
B, and D, reflecting the fact that 
Medicare was built up over many 
years. This antiquated structure 
is confusing and inefficient. An 
obvious reform is to consolidate 
the three distinct parts into a uni-
fied Medicare program.

Medicare Parts B and D each 
require beneficiaries to pay a 
premium covering 25 percent of 
the cost of the programs. As the 
Medicare Parts are consolidated, 
the premium should be consoli-
dated as well and then raised to 35 
percent of the relevant costs.7

Conclusion
The nation’s fiscal problems, today 

and beyond, derive entirely from 
excess spending, especially entitle-
ment spending, not a dearth of rev-
enue. While current revenues are 
exceptionally low as a share of the 
economy, this is due almost entirely 
to the weak economy. As analy-
sis by the Administration’s budget 

office and the Congressional Budget 
Office affirm, revenues will return 
to a more normal 18.5 percent of the 
economy as the economy recovers. 
Given these facts, President Obama’s 
insistence on an economically harm-
ful tax hike for what is essentially 
a fiscally meaningless increase in 
revenues will not help policymakers 
navigate successfully around the fis-
cal cliff.

A hopeful sign, however, is that 
the political timing is propitious, and 
important policy reforms in Social 
Security and Medicare are simple, 
straightforward, and well known. 
These proposals, while not correct-
ing more fundamental programmat-
ic flaws, would materially correct the 
spending excesses in these programs. 
Better yet, these proposals are not 
partisan in nature, but have been 
supported on a bipartisan basis in 
the past.

All that is lacking to avoid the 
fiscal cliff, profoundly stabilize the 
nation’s public finances, and shore up 
these critical entitlement programs 
is for the President to take the lead. 
The nation waits.

—J. D. Foster, PhD, is Norman B. 
Ture Senior Fellow in the Economics 
of Fiscal Policy in and Alison Acosta 
Fraser is Director of the Thomas 
A. Roe Institute for Economic Policy 
Studies at The Heritage Foundation.

7.	 See Robert E. Moffit, “The First Stage of Medicare Reform: Fixing the Current Program,” Heritage Foundation Backgrounder No. 2611, October 17, 2011,  
http://www.heritage.org/research/reports/2011/10/the-first-stage-of-medicare-reform-fixing-the-current-program.


